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DCAA  CONTRACT  AUDIT  MANUAL 


FOREWORD 


The  DCAA  Contract  Audit  Manual  (DCAA  Manual  7640.1)  is  an  official 
publication  of  the  Defense  Contract  Audit  Agency  (DCAA).  It  prescribes  auditing 
policies  and  procedures  and  furnishes  guidance  in  auditing  techniques  for  personnel 
engaged  in  the  performance  of  the  CiCAA  mission. 

All  DCAA  supervisory  personnel  should  promote  the  study  and  use  of  the  manual 
by  their  audit  staffs.  Further,  all  DCAA  personnel  are  encouraged  to  submit 
recommendations  for  constructive  changes  or  improvement  to  the  manual. 

The  manual  is  designed  to  minimize  the  necessity  of  referring  to  other  publications 
for  technical  and  pro^ural  guidance;  therefore,  technical  supplemental  guidance  or 
instructions  will  not  be  issued  by  r^onal  offices  except  as  specifically  authorized  by 
the  Director,  DCAA. 
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JANUARY  1995  EDITION  OF  THE  DCAA  CONTRACT 
AUDIT  MANUAL  —  DCAAM  7640.1 

NOTES  ON  SUBSTANTIVE  CHANGES 


For  your  convenience,  the  following  is  a  list  of  all  substantive  chan{|es  to  this  edition 
of  the  DCAA  Contract  Audit  Manu^  (CAM).  Each  one  is  summarized  in  the  notes 
below  and  also  highlighted  in  the  text  with  a  vertical  bar  in  the  margin. 


Internal  Controls 


This  CAM  Edition  reflects  extensive  revisions  to  improve  DCAA’s  policy  and 
procedures  for  understanding,  evaluating,  and  reporting  on  contractor’s  internal 
control  systems.  This  CAM  also  provides  enhanced  guidance  on  translating  the  review 
of  the  contractor’s  internal  controls  into  the  risk  assessment  and  the  substantive 
testing  plan.  The  following  are  the  key  changes: 


3-100 

3-300 

5-100 


3-110  and 
10-400 


Includes  additional  audit  planning  considerations  relat¬ 
ing  to  the  review  of  internal  controls. 

Provides  guidance  on  using  the  new  Internal  Control 
Audit  Planning  Summary  sheets  to  summarize  the 
review  of  internal  controls  and  the  impact  of  the  review 
on  the  scope  of  other  related  audits. 

Includes  the  overall  guidance  on  understanding,  evaluat¬ 
ing,  and  reporting  on  internal  controls  at  major  contrac¬ 
tors  and  nonmajor  contractors  with  internal  control 
systems.  Also  includes  guidance  on  considering  the 
results  of  reviewing  the  contractor’s  internal  controls 
when  determining  the  scope  of  other  related  audits. 

Includes  guidance  on  reporting  on  the  contractor’s 
internal  control  systems. 


5-111  .. 

5-300  to 
5-1200 


Includes  guidance  on  reviewing  internal  controls  at 
nonmajor  contractors. 

Provides  specific  guidance  on  understanding  and  evalu¬ 
ating  internal  controls  for  each  of  the  ten  m^or  systems 
usually  found  in  the  contract  audit  environment  at 
m^or  contractors.  New  standard  audit  programs  for 
each  of  the  ten  systems  are  on  the  DIIS.  Previous 
sections  of  Chapter  5  were  moved  to  the  following 
locations: 

14-200  -  Review  of  Progress  Payments 

14-500  -  Operations  Audits  and  Other  Func¬ 
tional  Reviews 

14-600  -  Review  of  Contractor  Capital  Invest¬ 
ment  Projects 

14-700  -  Review  of  Production  Scheduling 
and  Control 


DCAA  Cmitract  Awlit  Manoal 


(14) 


Jannary  1995 


14- 800  -  Advance  Cost  Management  Systems 

15- 700  -  Review  of  Production  Scheduling 

and  Control 

5-1200  . The  previous  CAM  coverage  on  estimating  system 

reviews  in  9-1100  was  moved  to  5-1200. 

Chapter  6  . Includes  several  enhancements  for  considering  the  re¬ 

sults  of  reviewing  the  contractor’s  internal  control 
systems  v^en  developing  the  substantive  testing  plans. 
As  a  result  of  these  internal  control  changes,  the 
following  MRD  is  superseded: 

94-PFEM)88.  24  May  1994 

The  following  are  summaries  of  the  other  substantive  changes  included  in  this  CAM 

Edition,  by  CAM  Chapter. 

Chapter  1 

1-409  . Revises  guidance  on  responding  to  requests  by  Members 

of  Oingress  and  Congr^ional  committees,  (.^so  view 
the  vidw  (SlFA-13),  entitled  DCAA  Auditors  and 
Oversight  Groups,  which  is  available  in  the  FAO 
Training  Library.) 

Chapter  3 

3- 200  . Clarifies  and  enhances  guidance  for  briefing  contracts 

and  requests  for  proposals/quotes. 

Chapter  4 

4- 600  . Updates  audit  sampling  guidance  to  reference  the  Elec¬ 

tronic  Selection  Program  (ESP)  and  eliminate  reference 
to  the  C(^AM  software  package. 

4-702  . Expands  guidance  to  include  relations  with  DOJ  trial 

attorneys  and  civil  investigations  to  be  covered  by  Joint 
Policy  Memorandum  No.  2.  Adds  civil  investigative 
demands  as  a  class  of  documents  to  be  safi^uarded. 

4-703  . Includes  revised  guidance  r^rding  the  responsibilities 

of  the  Designate  Agency  uhics  Ofticial. 

4-707  . Adds  guidance  relating  to  contractor  voluntary  disclo¬ 

sures. 

4-710  . Adds  a  new  section  relating  to  the  Defense  Hotline 

requirements  and  procedures. 

4-711  . Adds  a  new  section  on  providing  assistance  to  the 

suspension  and/or  debarment  official  in  reviewing  con¬ 
tractor  compliance  with  suspension  and  debarment 
agreements. 
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Chapter  5 

5- 1 10  . Includes  guidance  on  assessing  to  the  impact  of  internal 

control  deficiencies  on  contractor’s  billing.  Discusses 
the  auditor’s  responsibilities  for  suspending  costs  or 
recommending  cost  suspensions  to  the  contracting  ofh- 
cer.  Related  audit  guidance  is  also  included  in  10-408 
and  14-206. 

Chapter  6 

6- 305  . Provides  additional  guidance  on  performing  MAAR  1 3  - 

Purchases  Existence  and  Consumption  at  small,  low  risk 
contractors.  The  following  MRD  is  superseded: 

92-PFD-188,  9  December  1992 


6-414  . Provides  additional  guidance  on  reviewing  executive 

compensation. 

6-608  . Provides  additional  guidance  on  developing  the  sub¬ 

stantive  testing  plan  for  the  review  of  incurred  costs. 
The  following  MRD  is  superseded: 


92- PFD-140,  16  September  1992 

6-608  . Adds  definition  of  expressly  unallowable  costs  as  used  in 

the  penalty  regulation.  Adds  guidance  on  using  statisti¬ 
cal  sampling  techniques  to  estimate  costs  subject  to 
penalty.  Clarifies  guidance  on  recommending  penalties 
on  unallowable  corporate  costs.  The  following  MRDs 
are  superseded: 

94-PAD-069,  20  April  1994 
94-PAD-060,  8  April  1994 

93- PAD-235,  29  November  1993 
92-PAD-179,  10  September  1993 
92-PAD-195.  29  September  1993 

6-706  . Oarifies  ^idance  on  the  MAARS  that  can  be  per¬ 

formed  pnor  to  the  receipt  of  a  certified  incurred  costs 
submission.  The  following  MRD  is  superseded: 

94- OPD-061,  2  May  1994 


6-709  and  . Revises  guidance  on  requesting  and  reviewing  assist 

6- 800  audits  on  incurred  subcontract  costs  as  a  result  of 

r^onal  and  field  audit  office  recommendations. 

Chapter  7 

7- 403  . Adds  guidance  for  the  auditor  to  verify  the  cost  of 

assets. 

7-1202  . Clarifies  guidance  on  the  allowability  of  costs  related  to 

air  shows,  special  events,  and  trade  shows.  The  follow¬ 
ing  MRD  is  superseded: 
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93-PAEM)64,  1  April  1993 


7-1500  . Revises  gvidance  to  reflect  the  new  IR&D  and  B&P 

allowability  ndes.  The  following  MRDs  are  superseded: 

92-PAD-202,  29  December  1992 
94-PAD-007.  13  January  1994 

7-1907  . Adds  new  guidance  on  the  WARN  act  as  it  relates  to 

terminated  contracts.  The  following  MRD  is  supersed¬ 


ed: 


93-PAD-112,  7  June  1993 


7-1914  . Provides  ^idance  relating  to  application  of  discounts 

for  minority  interest  and  lack  of  marketability  for 
contractor  stock  valuations  when  reviewing  employee 
stock  ownership  plans. 

7-1920  . Incorporates  guidance  on  the  allowability  of  environ¬ 

ment^  clean-up  costs  attributable  to  other  potentially 
responsible  parties’  contamination.  The  following  MRD 
is  superseded: 


94-PAD-030,  23  February  1994 
Chapter  8 

8-410  . Updates  guidance  to  discuss  the  results  of  a  recent 

ASBCA  case  ruling  that  the  G&A  allocation  base  should 
include  unallowable  costs.  The  following  MRD  is  super¬ 
seded: 

94-PAD4)16,  1  February  1994 
Chapter  9 


9-108,  9-206,  . Garifles  reporting  guidance  for  ageed-upon  procedures 

9-207,  9-209  and  specified  cost  element  reviews. 

9-605  . Updates  guidance  to  show  the  extension  of  dates  for  the 

class  deviation  from  the  FAR  requirement  to  use  the 
Special  Tooling  clause.  The  following  MRD  is  supersed¬ 
ed: 


93-PAD-219,  8  November  1993 

9-1400  . Updates  guidance  to  reflect  the  revised  FAR  criteria 

relating  to  the  use  of  flexible  progress  pajrment  rates. 
Also  includes  guidance  on  using  and  reviewing  data 
input/output  for  the  new  CASH  VI  model. 

Chapter  10 

During  the  finalization  of  this  CAM  update,  the  Amn^ 
adopt^  the  new  audit  report  format  described  in  MRD 
94-PFD-  163,  dated  26  September  1994.  FAOs  b^an 
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using  the  new  format  31  October  1994  ana  sample  audit 
reports  using  the  new  guidance  were  added  to  the  DCAA 
Bulletin  Board  under  the  file  name  NUFORMAT.ZIP. 

At  this  printing.  Chapter  10  is  only  partly  revised  to 
incorporate  the  new  reimrt  format  guidance  (i.e.,  10- 
400).  During  the  transition,  auditors  should  adapt  the 
guidance  in  Chapter  10  to  the  reporting  format  in  MRD 
94-PFD-163  and  the  examples  in  NUFORMAT.ZIP. 


10-304,  10-306  . Clarifies  reporting  guidance  for  agreed-upon  procedures 

and  specified  cost  element  reviews. 

10- 304  . Adds  guidance  for  reporting  on  subcontract  costs  when 

the  assist  audits  have  not  yet  been  received. 

Chapter  II 

1 1- 207  . Adds  guidance  on  evaluating  contractor  estimates  at 


completion  (EACs)  during  C/SCSC  audits.  The  follow¬ 
ing  MRD  is  superseded: 

93-OAD-109,  3  June  1993 


Chapter  13 

13-207,  13-694  . Provides  guidance  on  reviewing  predetermined  fixed 

indirect  expense  rates  at  universities.  The  following 
MRDs  are  superseded: 

94-PFD-189,  7  November  1994 

93- PFI>-141,  20  July  1993 

13-307  . Updates  raidance  on  DCAA  responsibilities  on  accom¬ 

plishing  the  general  and  specific  requirements  contained 
in  the  OMB  Circular  A-  133  Compliance  Supplement. 
The  following  MRDs  are  superseded: 

94- PFI>070,  22  April  1994 

92- PFD-llO,  27  July  1992 

13-804  . Provides  ^idance  on  accrual  vs  cash  accounting  at 

nonprofit  institutions.  The  following  MRD  is  supersed¬ 
ed: 

93- PFD-229,  17  November  1993 

13- Sl  . Adds  Chaiwe  5  to  the  OMB  Circular  A-21  cost  princi¬ 

ples.  The  following  MRD  is  superseded: 

93-PFD-165,  26  August  1993 
Chapter  14 

14- 124  . Clarifies  guidance  on  the  relevant  date  to  begin  comput¬ 

ing  interest  on  defectively  priced  subcontracts.  The 
following  MRD  is  superseded: 
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94^PEM)52,  4  April  1994 

14- 200  . Updates  entire  section  based  on  ‘lessons  learned*  and 

Held  recommendations.  Stresses  that  the  review  of 
prr^ress  payment  requests  should  be  based  on  the 
strengths/weaknesses  of  the  contractor’s  billing  system 
inter^  controls.  The  following  MRDs  are  super^ed; 

94-PFD-206,  23  November  1994 
93-PAD-250,  20  December  1993 

Chapter  15 

15- 105  . Enhances  guidance  on  preparing  the  NASA  Form  456  - 

Notice  of  Contract  Costs  Suspended  and/or  Disap¬ 
proved 

Appendix  A 

A-200  . Removes  DAR,  Section  XV  on  the  old  contract  cost 

principles.  The  majority  of  incurred  costs  subject  to 
DAR  have  been  audited  and  DAR  is  available  in  the 
FAO  library,  if  needed. 

Appendix  B 

Appendix  B  . Updates  entire  Appendix  based  on  ‘lessons  learned*  and 

field  recommendations.  Incorporates  concepts  discussed 
in  related  DCAl  training  courses. 
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DCAA  CONTRIBUTORS  TO  THIS  EDITION 

One  of  the  primaiy  sources  for  changes  to  improve  the  Contract  Audit  Manual 
(CAM)  is  sugg^ions  from  DCAA  employees.  As  discussed  in  ()-007,  it  is  very  easy  to 
make  changes  and  all  sumestions  will  be  considered.  The  mmority  of  the  suggestions 
are  submitted  on  the  User  Reply  Sheet  discuued  in  O-OOv. 

We  thank  the  following  individuals  who  made  suggestions  to  improve  this  CAM 
edition: 


Abernathy,  Ann  M. 
Acks,  Brenda 
Altemus,  Dan 
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Anderson,  Carol  F. 
Anderson,  Alex  K. 
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Faddis,  Larry  J. 
Flanigan,  Patrick  B. 
Friesen,  Colleen 
Funke,  Timothy  J. 
George,  Brian  E 
Giaimo,  Dennis  M. 
Gibault,  Marie  C. 
Gray,  Jerry 
Gustavson  Roy  L. 
Hampton,  Kevin  L. 
Haskins,  Faye  C. 
Heldish,  Norman  D. 
Hoffer,  ^en  M. 
Hoffman,  Janet  A. 
Hohmann,  Ronald  W. 
Howe,  Susan  M. 


Houston  Branch  Office 
Atlantic  Branch  OfHce 

Hu{^es  Missile  Systems  Company  Resident  Office 

Boeing  Company  Resident  Office 

East  Bay  Branch  Office 

TRW  Redondo  Beach  Resident  Office 

Eastern  Regional  Office 

McDonnell  Douglas  Huntington  Beach  Resident 
Office 

Pomona  Valley  Branch  Office 

Chicago  Branch  Office 

Lockheed  Corporate  Resident  Office 

Sait  Lake  Valley  Branch  Office 

Seattle  Branch  Office 

Lockheed  Corporate  Resident  Office 

Defense  Contract  Audit  Institute 

GD  Pomona  Suboffice 

Defense  Contract  Audit  Institute 

North  Carolina  Branch  Office 

Mid-Atlantic  Regional  Office 

Martin  Marietta/Oierry  Hill  Resident  Office 

TRW  Redondo  Beach  Resident  Office 

Martin  Marietta  Resident  Office 

Lockheed  Missiles  &  Space  Resident  Office 

Alexandria  Branch  Office 

Mdbourne  Branch  Office 

Defense  Contract  Audit  Institute 


McDonnell  Douglas  Helicopter  Resident  Office 
C^tral  Regional  Office 
Field  Detachment 
Sunnyvale  Branch  Office 

Hughes  Missile  System  Company  Resident  Office 

South  County  Branch  Office 

Mountainside  Branch  Office 

Melbourne  Branch  Office 

C^tral  Rvonal  Office 

UTC  Corporate  Resident  Office 

Salt  Lake  Valley  Branch  Office 

East  B^  Branch  Office 

Litton  Systems  Resident  Office 

Sunnyvale  Branch  Office 

Centim  Indiana  Branch  Office 

Santa  Barbara  Branch  Office 

Oxnard  Branch  Office 
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Hudak,  Christine  M. 
Johnson,  Dale  E. 

Keene,  Bonnie 
Kerestc^  Michal  J. 
Kasperick,  Marie  J. 
Lang,  Marilyn  C. 

Lower,  Ronald  V. 
Luttes,  Jan 
Maddock,  Michael  P. 
Marudzinski,  Edward 
Merrill,  Susan 
Meservy,  Jerry  D. 
Monastero,  Bmjamin 
Moore,  David  L. 

Munro,  Sterling  S. 
Nobuto,  Masaru 
Oezkov^,  Richard  C. 
Peterson,  Brad  L. 
Pflaumer,  James  D. 
Ramonette,  Susan 
Rataezak,  Mark  H. 
Reeder,  Jonna  S. 
Richardson,  Richard  F. 
Rusinko,  Edward  J. 

Salt  Lake  Valley  Branch 
Oflice  Staff 
Serio,  Charles 
Smith,  Dana  L. 

Sochor,  Joseph  S. 

Soucy,  Kenneth  G. 
Stone,  Paul  D. 
Strohrmann,  Jeanne  E. 
Takahashi,  Sherri 
Thompson,  Christine  S. 
Traylor,  Ted 
Turner,  Janet  H. 

Ward,  Michael 
Woods,  Susan 
Younf^lood,  Donald  J. 
Zeigler,  Cheryl 


Field  Detachment 

Hughes  Corporation  Resident  Office 
Defense  Contract  Audit  Institute 
Pasadena  Branch  Office 
Salt  Lake  Valley  Branch  Office 
Melbourne  Branch  Office 
Northern  Utah  Branch  Office 
Hi^es/Fullerton  Resident  Office 
Philadelphia  Branch  Office 
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The  CAM  is  ui^ted  under  the  general  direction  of  the  Headquarters  Policy 
Formulation  Division.  The  PFD  CAM  Production  Team  members  for  this  edition 
included:  William  H.  Carper,  Linda  Ebersbach,  David  Eck,  Peggy  Garand,  Samuel  J. 
Harker,  Janice  Mabey,  Sonja  Myers,  and  James  H.  Sebuebardt. 
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0-000  INTRODUCTION  TO  THE  DCAA  CONTRACT  AUDIT  MANUAL 


0-001  Introdnction 

Introductory  material  is  presented  in 
this  section,  along  with  an  explanation  of 
certain  terms  and  abbreviations  used 
frequently  in  this  manual. 


0-004  Numbering 

a.  Pages  are  numbered  at  the  top  of  the 
page  as  follows: 

102 

Chapter  Number  (or  Appendix 

Letter) _ ^ _ _ _ 1 

Page  Number _ 


0-002  Purpose  and  Applicability  of 
the  Manual 


a.  This  manual  is  issued  to  provide 
technical  audit  guidance,  audit  tech- 
~'ques,  audit  standards,  and  technical 
Milicies  and  procedures  to  be  followed  by 
^AA  personnel  in  the  execution  of  the 
contract  audit  mission  (see  also  0-(X)6). 
The  material  in  this  manual  is  instruc¬ 
tive.  Reference  to  this  manual  should  not 
be  made  in  audit  reports  or  correspon¬ 
dence  addressed  to  oflices  other  than 
those  of  DCAA. 

b.  The  procedural  and  audit  guidance 
in  the  manual  is  applicable  to  the  audit  of 
all  types  of  contracts.  The  auditor,  how¬ 
ever,  must  use  professional  judgment  in 
(1)  selecting  the  procedures  and  tech¬ 
niques  best  suited  to  the  audit  objectives, 
and  (2)  determining  the  scope  of  the 
audit  in  each  instance. 


0-003  Citation 

The  manual  bears  the  title  “DCAA 
Contract  Audit  Manual.”  It  may  be  re¬ 
ferred  to  as  “CAM”  and  individual  para¬ 
graphs  may  be  cited  as  “CAM”  followed 
by  the  paragraph  number,  for  example, 
“CAM  1-10  J”  but  within  the  manual  this 
citation  would  be  “1-103.” 


b.  Paragraphs  are  numbered  as  follows: 

4-104 

Chapter  Number  (Or 

Appendix  Letter) _ 

Section _ 

Paragraph _ 

Generally,  paragraphs  whose  numbers 
include  a  decimal  (as  1-203.1  through  1- 
203.4  are  major,  first-level  subdivisions 
of  the  basic  paragraph  subject  (as  1-203)). 

0-005  Revisions 

The  manual  is  reprinted  in  its  entirety 
on  a  semiannual  basis  in  Janu^  and 
July.  There  are  no  interim  revisions  be¬ 
tween  printings.  Each  semiannual  publi¬ 
cation  will  contain  a  synopsis  of  new 
and/or  revised  material  immediately  fol¬ 
lowing  the  Table  of  Contents. 

0-006  Other  DCAA  Audit  Guidance 

Memorandums  for  R^onal  Directors 
(MRDs)  provide  a  mechanism  for  dis¬ 
seminating  audit  midance  which  supple¬ 
ments  or  revises  CAM.  Until  incorporat¬ 
ed  in  CAM,  pertinent  MRDs  issu^  not 
less  than  three  months  precedii^  the 
publication  date  are  listed  by  subject  in 
the  Keyword  Index  of  Audit  Guidance 
(AGKIS).  In  addition,  an  updated  Hst  of 
active  audit  guidance  MRDs  is  issued 
quarterly.  When  using  CAM,  auditors 
should  consult  the  AGKIS  (TI-000)  to 
identify  any  MRDs  which  may  change 
guidance  in  the  CAM  text. 

0-007  User  Comments/Suggestions 

User  comments/suggestions  are  wel¬ 
come.  In  addition,  users  are  encouraged 
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to  report  any  errors  noted  in  the  manual. 
Use  DCAA  Form  7640-15,  User  Reply 
Sheet,  and  send  it  to: 

Headquarters,  E>CAA 

Attention:  Policy  Formulation  Divi¬ 
sion 

Bldg  4,  Cameron  Station 

Alexandria  VA  22304-6178 

The  User  Reply  Sheet  may  also  be  sent 
by  fax  to  (703)  617-7452  or  by  cc:Mail  to 
•PFD. 

0-008  Explanation  of  Terms  and 
Abbreviations 

DCAA — The  Defense  Contract  Audit 
Agency. 

Director — Director,  DCAA. 

Headquarters — Headquarters,  DCAA. 

DoD--The  Department  of  Defense. 

Regional  office — The  IXTAA  office 
having  responsibility  for  all  DCAA 
audit  offices  and  auditors  within  a 
specified  gec^raphical  area.  Each  is 
headed  by  a  re^onal  director  and  is 
the  only  or^izational  echelon  be¬ 
tween  Headquarters  and  the  field 
audit  offices.  Within  each  regional 
office,  a  particular  regional  audit 
manager  exercises  line  authority 
over  designated  field  audit  offices. 

Field  audit  office  (FAO)— A  DCAA 
term  which  encompasses  both 
branch  offices  and  resident  offices.  It 
does  not  include  rcmonal  offices. 

Resident  office — The  field  audit  office 
having  responsibility  for  the  DCAA 
mission,  generally  at  one  contractor 
location,  and  physically  located  at 
the  contractor’s  plant. 

Branch  office — The  field  audit  office 
having  responsibility  for  the  DCAA 
mission  for  all  contractor  locations 
in  a  designated  area  except  those 
assigned  to  a  resident  office. 

Auditor — ^An  auditor  performing  the 
contract  audit  function  of  DCAA. 
Procurement  liaison  auditor 
(PLA>— A  DCAA  auditor  assigned 


responsibility  for  coordinating  con¬ 
tract  audit  matters  with  a  procure¬ 
ment  or  contract  administration  of¬ 
fice. 

Assignment  Code — The  smallest  scope 
of  audit  review  which  may  be  s^- 
rately  programmed,  including  a  five¬ 
digit  identifier,  a  title  and  a  scope 
statement  or  the  five-digit  number 
recognized  by  the  E>CAA  FMIS  as 
spwifying  a  discrete  audit  scope. 
Audit  Area — A  set  of  interrelated  in¬ 
ternal  controls  or  elements  of  risk 
within  one  of  the  four  major  expense 
groupings. 

Major  Expense  Grouping — An  element 
of  the  contractor’s  cost  accounting 
system.  The  four  major  groupings 
presently  in  use  are:  General  Con¬ 
trols  (accounting  and  estimating  sys¬ 
tems,  balance  sheet,  and  income  ac¬ 
counts);  Direct  Labor,  Direct  Mate¬ 
rial;  and  Indirect  Expense. 

Subarea — An  element  of  internal  con¬ 
trol  or  risk  within  an  audit  area.  For 
example,  the  audit  area  E.1,  Special 
Purpose  Reviews  within  the  major 
expense  grouping  Indirect  Expense  is 
further  analyzed  through  the  subar¬ 
eas  Insurance,  Pensions,  Cost  Alloca¬ 
tion  Bases,  IR&D/B&P,  and  Other 
Audits. 

Workpackage — Any  combination  of 
predefined  scopes  of  work  pro- 
raammed  separately  on  the 
FACS/MIS.  It  can  include: 

*  A  single  assignment  code. 

*  Two  or  more  assignment  codes. 

*  An  audit  area  or  subarea  (some  su¬ 
bareas  contain  only  a  singje  assign¬ 
ment  code). 

*  A  major  expense  groupii^. 

*  All  direct  costs  or  all  indirect  costs. 

*  All  costs  included  in  the  submission. 

This  manual  also  uses  definitions  stat¬ 
ed  in  Federal  Acquisition  R^ulation 
(FAR)  and  DoD  FAR  Supplement 
(DFARS)  Part  202. 
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A-E 

ACMS 

ACO 

ACRS 

AFAA 

AID 

AICPA 

AMIS 

ASBCA 

B&P 

BCA 

BOA 

CAC 

CACO 

CACS 

CAD/CAM 

CAIG 

CAM 

CAS 

CCDR 

CECSR 

CFSR 

CFY 

CHOA 

CIPR 

CO 

COBOL 

COE 
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CHAPTER  1 


1-000  INTRODUCTION  TO  CONTRACT  AUDIT 

1-001  Scope  of  Chapter  sion;  responsibilities  of  EKTAA  and  the 

contract  auditor;  and  the  relationships  of 
This  chapter  introduces  the  chapters  DCAA  to  other  Department  of  Defense 
and  appendixes  which  follow.  It  provides  components,  other  government  agencies, 
information  on  the  contract  audit  mis-  and  contractors. 

1-100  Section  1  —  Establishment  and  Responsibilities  of  DCAA 


1-101  Introduction 

This  section  describes  the  establish¬ 
ment,  responsibilities,  and  inter-organi¬ 
zational  relationship  of  DCAA. 

1-102  Establishment  and 
Responsibilities 

a.  The  Defense  Contract  Audit  Agency 
was  established  by  a  directive  of  the 
Department  of  Defense  for  the  purpose 
of  performing  all  contract  auditing  for 
the  Department  of  Defense  (DoD)  and 
providing  accounting  and  financial  advi¬ 
sory  services,  in  connection  with  the 
negotiation,  administration  and  settle¬ 
ment  of  contracts  and  subcontracts,  to  all 
DoD  procurement  and  contract  adminis¬ 
tration  activities.  E>CAA  also  furnishes 
contract  audit  service  to  other  govern¬ 
ment  agencies  (sec  l-302b.). 

b.  The  role  of  the  auditor  is  advisory, 
except  that  on  cost-type  contracts  the 
auditor  is  required  to  comply  with  specif¬ 
ic  contract  provisions.  Procedures  for 
such  compliance  are  discussed  in  Chapter 
6. 

c.  Although  the  detection  of  fraud  or 
similar  unlawful  activity  is  not  a  primary 
function  of  contract  audit,  the  auditor 
must  constantly  be  alert  for  situations  or 
transactions  that  may  be  indicative  of 
such  activity.  When  fraud  or  similar 
unlawful  activity  is  suspected,  the  auditor 
shall  be  guided  by  4-7(X). 

1-103  Relationships  —  DCAA  and 
the  Office  of  the  Secretary  of  Defense 

DCAA  is  a  separate  agency  of  the 
Department  of  Defense  under  the  direc¬ 
tion,  authority,  and  control  of  the  Assis¬ 


tant  Secretary  of  E>efense  (Comptroller). 
Supplement  1-lSl  contains  the  Agency 
charter,  DoD  Directive  5105.36. 

1-104  Nature  of  Contract  Auditing 

1-104.1  Introduction 

The  following  paragraphs  state  the  ob¬ 
jective  of  contract  auditing  and  in  broad 
terms  how  the  objective  is  accomplished. 

1-104.2  Contract  Audit  Objective 

a.  The  purpose  of  contract  auditing  is 
to  assist  in  achieving  prudent  contracting 
by  providing  those  responsible  for  gov¬ 
ernment  procurement  with  Hnancial  in¬ 
formation  and  advice  relating  to  contrac¬ 
tual  matters  and  the  effectiveness,  effi¬ 
ciency,  and  economy  of  contractors’  op¬ 
erations.  Contract  audit  activities  include 
providing  professional  advice  on  ac¬ 
counting  and  financial  matters  to  assist 
in  the  negotiation,  award,  administra¬ 
tion,  repricing  and  settlement  of  con¬ 
tracts.  Audit  interest  encompasses  the 
totality  of  the  contractor’s  operations, 
and  reviews  are  performed  to  assure  the 
existence  of  adequate  controls  which  will 
prevent  or  avoid  wasteful,  careless,  and 
inefficient  practices  by  contractors. 
These  reviews  include  the  evaluation  of  a 
contractor’s  policies,  procedures,  controls 
and  actual  performance,  identifying  and 
evaluating  all  activities  which  either  con¬ 
tribute  to,  or  have  an  impact  on,  pro¬ 
posed  or  incurred  costs  of  government 
contracts.  Areas  of  concern  to  the  auditor 
include  the  adequacy  of  contractor’s  poli¬ 
cies,  procedures,  practices,  and  internal 
controls  relating  to  accounting,  estimat¬ 
ing,  and  procurement;  the  evaluation  of 
contractors’  management  policies  and 
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decisions  affecting  costs;  the  accuracy 
and  reasonableness  of  contractors'  cost 
representations;  the  adequacy  and  reli¬ 
ability  of  contractors’  records  for  govern¬ 
ment-owned  property;  the  financial  capa¬ 
bilities  of  the  contractor;  and  the  appro¬ 
priateness  of  contractual  provisions  hav¬ 
ing  accounting  or  financial  significance. 
The  auditor  should  recommend  such 
changes  as  the  examination  discloses  to 
be  warranted.  The  terms  “audit  review” 
and  “audit”  refer  to  examinations  by 
contract  auditors  of  contractors'  state¬ 
ments  of  costs  to  be  incurred  (cost  esti¬ 
mates)  or  statements  of  cost  actually 
incurred  to  the  extent  deemed  appropri¬ 
ate  by  the  auditors  in  the  light  of  their 
experience  with  the  contractors  and  rely¬ 
ing  upon  their  appraisals  of  the  effective¬ 
ness  of  the  contractors’  policies,  proce¬ 
dures,  controls,  and  practices.  Such  audit 
reviews  or  audits  may  consist  of  desk 
reviews,  test  checks  of  a  limited  number 
of  transactions,  or  examinations  in  depth 
at  the  discretion  of  the  auditors. 

b.  To  accomplish  the  objective  of  con¬ 
tract  auditing,  the  auditor  must  examine 
or  develop  sufficient  evidence  to  support 
a  valid  opinion  of  the  extent  to  which 
costs  or  estimates  contained  in  a  contrac¬ 
tor’s  claim  or  proposal  are  (1)  reasonable 
as  to  nature  and  amount,  (2)  allocable, 
and  measurable  by  the  application  of 
duly  promulgated  cost  accounting  stan¬ 
dards,  and  (3)  generally  accepted  ac¬ 
counting  principles  and  practices  appro¬ 
priate  to  the  particular  circumstances; 
and  (4)  in  accordance  with  applicable 
cost  limitations  or  exclusions  as  stated  in 
the  contract  or  in  FAR.  The  auditor  will 
find  it  extremely  useful  at  the  onset  of  the 
examination,  in  planning  the  audit  pro¬ 
gram  and  approach  to  review  the  contrac¬ 
tor’s  accounting  nomenclature,  chart  of 
accounts,  accounting  manuals  and  finan¬ 
cial  statements.  It  should,  however,  be 
recognized  that  professional  opinions 
and  conclusions  on  the  acceptability  of 
contract  costs  must  be  based  on  the 
auditor’s  knowledge  of  the  contractor’s 
classification  practices  and  the  actual 
nature  of  the  expenditures  charged  to  the 
various  accounts  and  classifications.  This 
knowledge  is  best  gained  by  selective 
testing  of  transactions  recorded  in  the 
various  accounts. 


c.  The  auditor  should  at  all  times  be 
alert  to  any  matters  that  m^  affect  the 
government’s  prudent  and  efficient  man¬ 
agement  of  its  procurement  program. 
When  the  auditor  becomes  aware  of  the 
need  for  improve^ovemment  practices, 
the  appropriate  office  should  be  advised 
and,  to  the  maximum  extent  feasible,  the 
corrective  measures  should  be  recom¬ 
mended  in  the  audit  report. 

d.  In  performing  normal  auditing  pro¬ 
cedures  in  connection  with  any  type  of 
examination,  auditors  should  be  alert  for 
indications  of  excessive  contract  prices  or 
profits  and  for  evidence  of  overcharges  or 
inadequate  compensation  to  the  govern¬ 
ment.  If  the  auditor  finds  an  indication  of 
such  a  condition,  he  or  she  should  discuss 
it  with  the  supervisor  to  decide  whether 
further  review  is  warranted  and  whether 
the  condition  is  properly  reportable  as 
one  involving  (1)  susp^ted  fraud  or 
other  similar  irregularities  (4-700);  (2) 
defective  pricing  (14-100);  or  (3)  solicita¬ 
tion  of  a  voluntary  refund  (4-800).  Guid¬ 
ance  for  determining  which  of  the  above 
reporting  procedures  should  be  used  is 
contained  in  the  referenced  paragraphs. 
If  the  condition  is  not  reportable  under 
the  foregoing  guidance,  a  report  stating 
the  pertinent  facts  should  nevertheless  be 
submitted  to  Headquarters,  DCAA,  At¬ 
tention:  Deputy  Assistant  Director,  Op¬ 
erations. 

e.  FAR  52.215-22  prescribes  the  inser¬ 
tion  of  a  “defective  pricing”  clause  which 
accords  the  government  a  contractual 
basis  for  reducing  the  contract  price 
under  certain  conditions.  When,  after 
contract  execution,  it  is  learned  that  the 
contract  price  was  negotiated  on  the  basis 
of  cost  or  pricing  data  furnished  by  the 
contractor  that  was  incomplete,  inaccu¬ 
rate  or  not  current,  the  contracting  officer 
may  reduce  the  contract  price.  Guidance 
concerning  the  auditor’s  role  in  this  area 
is  stated  in  Chapter  14. 

f.  FAR  52.230-2  prescribes  the  inser¬ 
tion  into  contracts  and  subcontracts  of  a 
“cost  accounting  standards”  clause  which 
requires  certain  contractors  or  subcon¬ 
tractors  to  disclose  in  writing  their  cost 
accounting  practices,  to  follow  the  dis¬ 
closed  practices  consistently,  to  comply 
with  duly  promulgated  cost  accounting 
standards,  and  to  agree  to  contract  price 
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adjustment  for  any  increased  cost  to  the 
government  as  a  i  suit  of  the  contractor’s 
failure  to  comply  with  applicable  cost 
accounting  standards.  Guidance  concern¬ 
ing  the  auditor's  role  with  respect  to  cost 
accounting  standards  is  stated  in  Chapter 
8. 

g.  FAR  16.102(c)  provides  that  the 
cost-plus-a-percentage-of-cost  system  of 
contracting  shall  not  be  used  by  the 


government  for  any  prime  contract;  or 
allowed  to  be  used  in  any  chain  of  cost  or 
redeterminable  subcontracts,  unbroken 
by  a  firm  fixed-price  subcontract.  If  such 
a  contract  or  subcontract  is  encountered, 
the  entire  cost,  including  the  amount 
representing  the  percentage  added,  will 
be  disapproved  under  cost-type  contracts 
and  recommended  for  nonacceptance  un¬ 
der  fixed-price  redeterminable  contracts. 
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1-lSl  Supplement  —  DoD  Directive  5105.36  —  Defense  Contract  Audit 

Agency  Charter 


(Updated  through  Change  1, 17  March  1983) 


Department  of  Defense  Directive 


SUBJECT  Defease  Contract  Audit  Agency 

References:  (a)  DoD  Directive  5105.36,  "Defense  Contract 

Audit  Agency,"  June  9,  1965  (hereby  cancelled) 
(b)  DoD  Directive  5000.19,  "Policies  for  the 
Management  and  Control  of  Information 
Requirements,"  March  12,  1976 


[Text  reformatted  for  CAM  publica¬ 
tion] 

A.  PURPOSE 

Pursuant  to  authority  vested  in  the 
Secretary  of  Defense  under  the  provi¬ 
sions  of  title  10,  United  States  Code,  this 
Directive  reissues  reference  (a)  and  estab¬ 
lishes  the  Defense  Contract  Audit  Agency 
(hereafter  referred  to  as  “DCAA”)  with 
responsibilities,  functions,  authorities, 
and  relationships  as  outlined  below. 

B.  MISSION 

DCAA  shall: 

1 .  Perform  all  necessary  contract  audit 
for  the  Department  of  Defense  and  pro¬ 
vide  accounting  and  financial  advisory 
services  regarding  contracts  and  subcon¬ 
tracts  to  all  Department  of  Defense  com¬ 
ponents  responsible  for  procurement  and 
contract  administration.  These  services 
will  be  provided  in  connection  with  nego¬ 


tiation,  administration,  and  settlement  of 
contracts  and  subcontracts. 

2.  Provide  contract  audit  service  to 
other  government  agencies  as  appropri¬ 
ate. 

C.  ORGANIZATION  AND 
MANAGEMENT 

1.  DCAA  is  established  as  a  separate 
agency  of  the  Department  of  Defense 
under  the  direction,  authority  and  con¬ 
trol  of  the  Assistant  Secretary  of  Elefense 
(Comptroller).  It  shall  consist  of  a  Direc¬ 
tor  and  such  subordinate  organizational 
elements  as  are  established  by  the  Direc¬ 
tor  within  resources  authorized  by  the 
Secretary  of  Defense. 

2.  No  separate  contract  audit  organiza¬ 
tion  independent  of  the  DCAA  snail  be 
established  in  the  Department  of  De¬ 
fense. 

D.  RESPONSIBILITIES  AND 
FUNCTIONS 

The  Director,  DCAA  shall: 
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1.  Organize,  direct,  and  manage  the 
DCAA  and  all  resources  assigned  to  the 
DCAA. 

2.  Assist  in  achieving  the  objective  of 
prudent  contracting  by  providing  DoD 
officials  responsible  for  procurement  and 
contract  administration  with  financial 
information  and  advice  on  proposed  or 
existing  contracts  and  contractors,  as 
appropriate. 

3.  Audit,  examine  and/or  review  con¬ 
tractors’  and  subcontro  t<^  rs’  accounts, 
records,  docume  and  uiher  evidence; 
systems  of  inter  v'ontrol;  accounting, 
costing,  and  gene.. '  business  practices 
and  procedures;  to  the  extent  and  in 
whatever  manner  is  considered  necessary 
to  permit  proper  t^rformance  of  the 
other  functions  described  in  4  through  12 
below. 

4.  Examine  reimbursement  vouchers 
received  directly  from  contractors,  under 
cost-type  contracts,  transmitting  those 
vouchers  approved  for  payment  to  the 
cognizant  Disbursing  Officer  and  issuing 
DCAA  Form  1,  “Notice  of  Contract 
Costs  Suspended  and/or  Disapproved,” 
with  a  copy  to  the  cognizant  contracting 
officer,  with  respect  to  costs  claimed  but 
not  considered  reimbursable.  In  addition, 
the  contracting  officer  may  direct  the 
issuance  of  DCAA  Form  1,  “Notice  of 
Contract  Costs  Suspiended  and/or  Disap¬ 
proved,”  with  respect  to  any  cost  which 
he  has  reason  to  believe  should  be  sus¬ 
pended  or  disapproved. 

5.  Provide  advice  and  recommenda¬ 
tions  to  procurement  and  contract  ad¬ 
ministration  personnel  on; 

a.  Acceptability  of  costs  incurred  under 
redeterminable,  incentive  and  similar 
type  contracts. 

b.  Acceptability  of  incurred  costs  and 
estimates  of  cost  to  be  incurred  as  repre¬ 
sented  by  contractors  incident  to  the 
award,  negotiation,  modification, 
change,  administration,  termination,  or 
settlement  of  contracts. 

c.  Adequacy  of  financial  or  accounting 
aspects  of  contract  provisions. 

d.  Adequacy  of  contractors’  accounting 
and  financial  management  systems,  ade¬ 
quacy  of  contractors’  estimating  proce¬ 
dures  and  adequacy  of  property  controls. 

6.  Assist  responsible  procurement  or 
contract  administration  activities  in  their 


surveys  of  the  purchasing-procurement 
systems  of  major  contractors. 

7.  Direct  audit  reports  to  the  govern¬ 
ment  management  level  having  authority 
and  responsibility  to  take  action  on  the 
audit  findings  and  recommendations. 

8.  Cooperate  with  other  appropriate 
Department  of  Defense  components  on 
reviews,  audits,  analyses,  or  inquiries 
involving  contractors’  financial  position 
or  financial  and  accounting  policies,  pro¬ 
cedures,  or  practices. 

9.  Establish  and  maintain  liaison  audi¬ 
tors  as  appropriate  at  major  procuring 
and  contract  administration  offices. 

10.  Review  General  Accounting  Office 
reports  and  proposed  responses  thereto 
which  involve  significant  contract  or  con¬ 
tractor  activities  for  the  purpose  of  assur¬ 
ing  the  validity  of  appropriate  pertinent 
facts  contained  therein. 

1 1 .  In  an  advisory  capacity,  attend  and 
participate,  as  appropriate,  in  contract 
negotiation  and  other  meetings  which 
contract  cost  matters,  audit  reports,  or 
related  financial  matters  are  under  con¬ 
sideration. 

12.  Provide  assistance,  as  requested  in 
the  development  of  procurement  policies 
and  regulations. 

1 3.  Perform  such  other  functions  as  the 
Assistant  Secretary  of  Defense  (Comp¬ 
troller)  may  from  time  to  time  prescribe. 

E.  AUTHORITY 

The  Director,  DCAA.  is  specifically 
delegated  authority  to; 

1 .  Have  free  and  unrestricted  access  to 
and  direct  communication  with  all  ele¬ 
ments  of  the  Department  of  Defense  and 
other  executive  departments  and  agen¬ 
cies  as  necessary. 

2.  Establish  Defense  Contract  Audit 
Agency  facilities  using  appropriate  estab¬ 
lished  physical  facilities  and  services  of 
other  DoD  components  whenever  practi¬ 
cable  to  achieve  maximum  efficiency  and 
economy. 

3.  Obtain  such  information,  consistent 
with  the  policies  and  criteria  of  DoD 
Directive  5000.19,  (reference  (b))  advice, 
and  assistance  from  DoD  components  as 
he  deems  necessary. 
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4.  Exercise  the  administrative  authori¬ 
ties  contained  in  enclosure  1  of  this 
Directive. 

F.  RELATIONSHIPS 

1 .  In  the  performance  of  his  functions, 
the  Director,  DCAA  shall: 

a.  Maintain  appropriate  liaison  with 
other  components  of  the  DoD,  other 
agencies  of  the  Executive  Branch,  and  the 
General  Accounting  Office  for  the  ex¬ 
change  of  information  and  programs  in 
the  field  of  assigned  responsibilities. 

b.  Make  full  use  of  established  facilities 
in  the  Office  of  the  Secretary  of  Defense, 
other  DoD  components,  and  other  gov¬ 
ernmental  agencies  rather  than  unneces¬ 
sarily  duplicating  such  facilities. 

c.  The  military  departments  and  other 
DoD  components  shall  provide  support, 
within  their  respective  fields  of  responsi¬ 
bility,  to  the  Director,  DCAA  to  assist  in 
carrying  out  the  assigned  responsibilities 
and  functions  of  the  Agency.  Program¬ 
ming,  budgeting  and  financing  for  such 
support  will  be  in  accordance  with  poli¬ 
cies  and  procedures  prescribed  by  the 
Assistant  Secretary  of  Defense  (Comp¬ 
troller). 


2.  Procurement  and  contract  adminis¬ 
tration  activities  of  the  DoD  components 
shall  utilize  audit  services  of  the  DCAA 
to  the  extent  appropriate  in  connection 
with  the  negotiation,  administration,  and 
settlement  of  contract  payments  and 
prices  which  are  based  on  cost  (incurred 
or  estimated),  or  on  cost  analysis. 

G.  ADMINISTRATION 

1.  The  Director,  DCAA,  shall  be  a 
civilian  selected  by  the  Secretary  of  De¬ 
fense. 

2.  The  appointment  of  other  personnel 
to  the  Agency  will  be  subject  to  the 
approval  of  the  Director,  DCAA. 

3.  DCAA  will  be  authorized  such  per¬ 
sonnel,  facilities,  funds,  and  other  admin¬ 
istrative  support  as  the  Secretary  of  De¬ 
fense  deems  necessary. 

H.  EFFECTIVE  DATE 

This  Directive  is  effective  immediate¬ 
ly. 

Deputy  Secretary  of  Defense 

Enclosure  -  1 

Delegations  of  Authority 


Enel.  I,  DoD  Instruction  5105.36 
DELEGATIONS  OF  AUTHORITY 


Pursuant  to  the  authority  vested  in  the 
Secretary  of  Defense,  and  subject  to  his 
direction,  authority,  and  control,  and  in 
accordance  with  DoD  policies,  directives, 
and  instructions,  the  Director,  DCAA, 
or,  in  the  absence  of  the  Director  the 
person  acting  for  him,  is  hereby  delected 
authority  as  required  in  the  administra¬ 
tion  and  operation  of  DCAA  to: 

1.  Exercise  the  powers  vested  in  the 
Secretary  of  Defense  by  5  U.S.C.  301, 
302(b)  and  3101  pertaining  to  the  em¬ 
ployment,  direction  and  general  adminis¬ 
tration  of  DCAA  civilian  personnel. 

2.  Fix  rates  of  pay  for  wage  board 
employees  exempted  from  Civil  Service 
classification  by  5  U.S.C.  5102(cK7)  on 
the  basis  of  prevailing  rates  for  compara¬ 
ble  jobs  in  the  locality  where  each  instal¬ 
lation  is  located. 


3.  Establish  advisory  committees  and 
employ  part-time  advisers  pursuant  to 
the  provisions  of  10  U.S.C.  173,  5  U.S.C. 
3109(b),  the  Federal  Advisory  Commit¬ 
tee  Act,  and  the  Agreement  between  the 
Department  of  Defense  (DoD)  and  the 
Civil  Service  Commission  on  employ¬ 
ment  of  experts  and  consultants,  dated 
March  14,  1975. 

4.  Administer  oaths  of  office  incident 
to  entrance  into  the  Executive  Branch  of 
the  Federal  Government  or  any  other 
oath  required  by  law  in  connection  with 
employment  therein,  in  accordance  with 
the  provisions  of  5  U.S.C.  2903,  and 
designate  in  writing,  as  may  be  necessary, 
officers  and  employees  of  DCAA  to  per¬ 
form  this  function. 

5.  Establish  a  DCAA  Incentive  Awards 
Board  and  pay  cash  awards  to,  and  incur 
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necessary  expenses  for  the  honorary  rec¬ 
ognition  of  civilian  employees  of  the 
government  whose  suggestions,  inven¬ 
tions,  superior  accomplishments  or  other 
personal  efforts,  including  special  acts  or 
services,  benefit  or  affect  DCAA  or  its 
subordinate  activities  in  accordance  with 
the  provisions  of  5  U.S.C.  4503  and  Civil 
Service  Regulations. 

6.  In  accordance  with  the  provisions  of 
5  U.S.C.  7532;  Executive  Order  10450, 
dated  April  27,  1953,  as  amended;  and 
DoD  Directive  5210.7,  “Department  of 
Defense  Civilian  Applicant  and  Employ¬ 
ee  Security  Program,”  September  2, 
1966: 

a.  Designate  any  position  in  DCAA  as 
a  “sensitive”  position; 

b.  Authorize,  in  case  of  an  emergency, 
the  appointment  of  a  person  to  a  sensi¬ 
tive  position  in  the  Agency  for  a  limited 
period  of  time  for  whom  a  full  field 
investigation  or  other  appropriate  inves¬ 
tigation,  including  the  National  Agency 
Check,  has  not  been  completed;  and 

c.  Authorize  the  suspension,  but  not  to 
terminate  the  services  of  an  employee  in 
the  interest  of  national  security  in  posi¬ 
tions  within  DCAA. 

7.  Clear  DCAA  personnel  and  such 
other  individuals  as  may  be  appropriate 
for  access  to  classified  Defense  material 
and  information  in  accordance  with  the 
provisions  of  DoD  Directive  5210.8, 
“Policy  on  Investigation  and  Clearance 
of  DoD  Personnel  for  Access  to  Classi¬ 
fied  Defense  Information,”  February  15, 
1962,  and  of  Executive  Order  11652, 
dated  March  8,  1972,  as  amended. 

8.  Act  as  agent  for  the  collection  and 
payment  of  employment  taxes  imposed 
by  Chapter  21  of  the  Internal  Revenue 
Code  of  1954  and,  as  such  agent,  make  all 
determinations  and  certifications  re¬ 
quired  or  provided  for  under  Section 
3122  of  the  Internal  Revenue  Code  of 
1 954  and  Section  205(p)(  1 )  and  (2)  of  the 
Social  Security  Act,  as  amended  (42 
U.S.C.  405(p)(l)  and  (2))  with  respect  to 
DCAA  employees. 

9.  Authorize  and  approve  overtime 
work  for  DCAA  civilian  officers  and 
employees  in  accordance  with  the  provi¬ 
sions  of  the  Federal  Personnel  Manual 
Supplement  990-1,  Section  550.111. 

10.  Authorize  and  approve: 
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a.  Travel  for  DCAA  civilian  officers 
and  employees  in  accordance  with  Joint 
Travel  Regulations,  Volume  2,  DoD  Ci¬ 
vilian  Personnel; 

b.  Temporary  duty  travel  only  for 
military  personnel  assigned  or  detailed  to 
DCAA  in  accordance  with  Joint  Travel 
Regulations,  Volume  1,  Members  of  Uni¬ 
formed  Services;  and 

c.  Invitational  travel  to  persons  serving 
without  compensation  whose  consultive, 
advisory  or  other  highly  specialized  tech¬ 
nical  services  are  required  in  a  capacity 
that  IS  directly  related  to,  or  in  connec¬ 
tion  with  DCAA  activities,  pursuant  to 
the  provisions  of  5  U.S.C.  5703. 

1 1 .  Approve  the  expenditure  of  funds 
available  for  travel  by  military  personnel 
assigned  or  detailed  to  DCAA  for  ex¬ 
penses  incident  to  attendance  at  meetings 
of  technical,  scientific,  professional  or 
other  similar  organizations  in  such  in¬ 
stances  where  the  approval  of  the  Secre¬ 
tary  of  Defense  or  his  designee  is  re¬ 
quired  by  law  (37  U.S.C.  412).  This 
authority  cannot  be  redelegated. 

12.  Develop,  establish  and  maintain  an 
active  and  continuing  Records  Manage¬ 
ment  Program,  pursuant  to  the  provi¬ 
sions  of  Section  506(b)  of  the  Federal 
Records  Act  of  1950  (44  U.S.C.  3102), 
the  Freedom  of  Information  Act  Program 
(5  U.S.C.  552)  and  the  Privacy  Act 
Program  (5  U.S.C.  552a). 

13.  Establish  and  use  Imprest  Funds 
for  making  small  purchases  of  material 
and  services  other  than  personal  for 
DCAA  when  it  is  determined  more  ad¬ 
vantageous  and  consistent  with  the  best 
interests  of  the  government,  in  accor¬ 
dance  with  the  provisions  of  DoD  In¬ 
struction  5100.71,  “Delegation  of  Au¬ 
thority  and  Regulations  Relating  to  Cash 
Held  at  Personal  Risk  Including  Imprest 
Funds,”  March  5,  1973,  and  the  Joint 
Regulation  of  the  General  Services  Ad¬ 
ministration/Treasury  Department/ 
General  Accounting  Office,  entitled  “For 
Small  Purchases  Utilizing  Imprest 
Funds.” 

14.  Authorize  the  publication  of  adver¬ 
tisements,  notices  or  proposals  in  news¬ 
papers,  magazines  or  other  public  period¬ 
icals  as  required  for  the  effective  admin¬ 
istration  and  operation  of  DCAA  (44 
U.S.C.  3702). 
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15.  Establish  and  maintain  appropriate 
Property  Accounts  for  DCAA  and  ap¬ 
point  Boards  of  Survey,  approve  reports 
of  survey,  relieve  personal  liability,  and 
drop  accountability  for  DCAA  property 
contained  in  the  authorized  Property 
Accounts  that  has  been  lost,  damaged, 
stolen,  destroyed  or  otherwise  rendered 
unserviceable,  in  accordance  with  appli¬ 
cable  laws  and  regulations. 

16.  Promulgate  the  necessary  security 
regulations  for  the  protection  of  property 
and  places  under  the  jurisdiction  of  the 
Director,  DCAA,  pursuant  to  subsections 
III. A.  and  V.B.  of  DoD  Directive  5200.8, 
“Authority  of  Military  Commanders  un¬ 
der  the  Internal  Security  Act  of  1950  to 
Issue  Security  Orders  and  Regulations  for 
the  Protection  of  Property  or  Places 
under  Their  Command,”  August  20, 
1954. 

17.  Establish  and  maintain,  for  the 
functions  assigned,  an  appropriate  publi¬ 


cations  system  for  the  promulgation  of 
common  supply  and  service  regulations, 
instructions,  and  reference  documents, 
and  changes  thereto,  pursuant  to  the 
policies  and  procedures  prescribed  in 
DoD  Directive  5025.1,  “l5epartment  of 
Defense  Directive  System,”  November 
18,  1977. 

18.  Enter  into  support  and  -ice 
agreements  with  the  Military  Depart¬ 
ments,  other  DoD  agencies,  or  other 
government  agencies  as  required  for  the 
effective  i^rformance  of  responsibilities 
and  functions  assigned  to  DCAA. 

The  Director,  Defense  Contract  Audit 
Agency,  may  redelegate  these  authorities, 
as  appropriate,  and  in  writing,  except  as 
otherwise  specifically  indicated  above  or 
as  otherwise  provided  by  law  or  regula¬ 
tion. 

This  delegation  of  authorities  is  effec¬ 
tive  immediately. 
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1-200  Section  2  —  Relationships  with  the  General  Accounting  Office 


1-201  Introduction 

This  section  contains  procedures  and 
guidance  on  (1)  granting  the  General 
Accounting  Office  access  to  DCAA  audit 
records  and  files,  (2)  submitting  informa¬ 
tion  and  comments  to  Headquarters  for 
preparing  replies  to  General  Accounting 
Office  (GAO)  reports,  (3)  coordinating 
DCAA  and  GAO  activities  to  ensure 
effective  working  relationships,  and  (4) 
coordinating  DCAA  and  GAO  perfor¬ 
mance  of  postaward  audits  of  cost  or 
pricing  data  for  possible  defective  pric¬ 
ing. 

1-202  Relationship  —  DCAA  and 
General  Accounting  Office 

a.  The  GAO  has  broad  authority  for 
conducting  audits  and  investigations  to 
enable  the  Comptroller  General,  as  an 
agent  of  Congress,  to  determine  whether 
executive  departments  and  government 
agencies  properly  discharge  their  finan¬ 
cial  responsibilities.  In  connection  with 
the  audit  of  the  procurement  function, 
the  GAO  is  granted  access  to  contractors’ 
records  by  law  and  by  contract  provi¬ 
sions.  DoD  personnel  at  all  levels  will 
cooperate  fully  with  representatives  of 
the  General  Accounting  Office. 

b.  The  Policy  Liaison  Division  (PLD) 
monitors  and  coordinates  all  GAO  mat¬ 
ters  in  accordance  with  DoDD  No. 
7650.3,  Followup  on  General  Accounting 
Office,  DoD  Inspector  General,  Internal 
Audit,  and  Internal  Review  R^orts;  No. 
7650.1,  General  Accounting  Office  Ac¬ 
cess  to  Records;  and  No.  7650.2,  General 
Accounting  Office  Audits  and  Reports. 

1-203  GAO  Access  to  Audit  Records 
and  Files 

a.  When  requested  by  GAO  furnish 
audit  reports  and  associated  working  pa¬ 
pers  in  accordance  with  DoDD  7650.1, 
General  Accounting  Office  Access  to 
Reel  rds,  and  DCAAR  Number  5205.1, 
DCAA  Information  Security  Program, 
and  the  procedures  below.  Advance  ap¬ 
proval  of  regional  offices  or  Headquar¬ 


ters  is  not  required,  provided  that  the 
GAO  has  notified  the  Secretary  of  De¬ 
fense  and  DCAA  of  the  review  and  held 
an  entrance  conference  with  DoD  offi¬ 
cials. 

b.  Do  not  furnish  non-DoD  agency 
reports,  military  department  reports, 
non-DoD  Inspector  General  reports,  or 
criminal  investigation  organization  re¬ 
ports  (including  the  FBI)  unless  .ipproved 
by  DCAA  Headquarters.  This  restriction 
also  applies  to  summaries  of  such  reports. 

c.  Promptly  submit  pertinent  informa¬ 
tion  to  the  regional  office  and  Headquar¬ 
ters,  Attn:  PLD.  Identify  the  information 
furnished  to  GAO. 

1-203.1  Access  to  Audit  Records  and 
Files  on  Completed  Audits 

a.  When  requested,  grant  GAO  repre¬ 
sentatives  unlimited  access  to  audit  rec¬ 
ords  and  files  applicable  to  completed 
audits.  This  includes  access  to  files  on  all 
types  of  system  surveys,  audit  programs, 
working  papers,  correspondence  on  cost 
allowances,  notices  of  cost  suspended  or 
disapproved,  contracts,  and  audit  re¬ 
ports. 

b.  Cooperate  with  GAO  representa¬ 
tives  by  providing  copies  of  existing 
documents  and,  to  a  reasonable  extent, 
completing  questionnaires.  Refer  GAO 
requests  for  data  which  require  the  prepa¬ 
ration  of  extensive  analyses  or  schedules 
to  Headquarters.  Attn;  PLD. 

c.  Encourage  the  GAO  representatives 
to  perform  their  analytical  effort  on  site, 
both  to  mi;’imize  the  use  of  DCAA 
resources  and  to  enable  the  auditor  to 
explain  or  clarify  data  if  required. 

1-203.2  Access  to  Audit  Records  and 
Files  on  Incomplete  Audits 

Resolve  requests  for  access  to  records 
and  fiijs  applicable  to  incomplete  audits 
with  the  GAO  representatives  on  an 
individual  case  basis.  Make  eveiy  efibrt 
to  dissuade  the  GAO  representative  from 
examining  records  and  files  on  incom¬ 
plete  audits,  because  any  audit  conclu¬ 
sions  included  therein  are  tentative.  They 
do  not  represent  the  official  position  of 
DCAA  until  the  audit  is  completed  and 
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the  report  issued.  This  does  not  preclude 
granting  the  GAO  access  to  any  factual 
data  contained  in  the  records  or  files. 

1-203.3  Access  to  Records  on  Replies  to 
GAO  Reports 

Refer  GAO  requests  for  access  to  cop¬ 
ies  of  correspondence  or  memorandums 
prepared  to  assist  DCAA  Headquarters 
and  military  departments  or  agencies  in 
the  formulation  of  an  official  reply  to  a 
GAO  draft  report  or  final  report  to 
Headquarters,  Attn;  PLD.  This  informa¬ 
tion  requires  special  consideration  be¬ 
cause  it  does  not  represent  the  final 
position  of  DCAA  or  the  military  depart¬ 
ment  or  agency  concerned  with  the  re¬ 
port. 

1-204  Replies  to  General  Accounting 
Office  Reports 

a.  GAO  reporting  on  defense  contract¬ 
ing  is  primarily  accomplished  through  (1) 
reports  (draft  and  final)  issued  by  its 
headquarters  office  and  addressed  to  the 
Secretary  of  Defense,  the  Secretaries  of 
the  Military  Departments,  or  heads  of 
Defense  agencies;  (2)  letter  reports  issued 
by  GAO  regional  offices  directly  to  offi¬ 
cials  of  field  activities  of  the  Military 
Departments  or  DoD  agencies,  and  (3) 
congressional  testimony. 

b.  DCAA  will  generally  be  requested  to 
submit  comments  and  participate  in  for¬ 
mulating  the  official  DoD  position  on  the 
cost  aspects  and  related  recommenda¬ 
tions  in  GAO  reports  issued  on  defense 
contractors  and  on  contract  audit  mat¬ 
ters. 

1-204.1  Replies  to  GAO  Headquarters 
Reports 

a.  These  reports  generally  pertain  to 
defense  contracting.  They  are  initially 
submitted  in  draft  form  with  a  request 
for  an  official  response  and  comments. 
The  response  is  usually  incorporated  in 
the  final  GAO  report. 

b.  The  Office  of  the  Assistant  Inspector 
General  for  Audit  Followup  refers  all 
proposed  DoD  responses  to  GAO  Head¬ 
quarters  reports  related  to  procurement 
or  contract  audit  matters  to  DCAA  Head¬ 
quarters  for  concurrence  or  comment 


prior  to  approval  for  signature  elsewhere 
in  the  Department  of  Defense. 

c.  In  advance.  Headquarters  (PLD) 
reviews  GAO  reports  that  may  require 
comment  and  will  immediately  transmit 
the  report  to  the  regional  office(s)  and 
FAO(s)  involved  if  field  action  or  input  is 
required.  Prepare  the  field  office  re¬ 
sponse  in  accordance  with  paragraph  d. 
below  and  any  special  requests  stated  in 
the  Headquarters  transmittal. 

d.  Review  and  evaluate  the  factual 
information,  the  surrounding  circum¬ 
stances,  and  the  conclusions  presented  in 
the  report.  Comment  on  any  corrective 
action  taken  or  proposed.  In  addition, 
note  any  GAO  report  statements  that  are 
not  fully  compatible  with  audit  findings 
or  on  which  information  is  not  available. 
To  minimize  elapsed  time,  conferences 
with  the  GAO  review  team  may  be 
necessary.  In  this  case,  make  an  appropri¬ 
ate  request  to  the  local  GAO  office  or  to 
Headquarters,  Attn:  PLD,  depending  on 
the  origin  of  the  GAO  report. 

e.  In  some  cases  the  primary  action 
office  requests  Headquarters  to  perform 
audits  or  examine  specific  contractor 
records  to  aid  in  formulating  the  DoD 
position  on  a  GAO  report.  In  these 
instances,  Headquarters  will  establish  a 
firm  due  date  for  the  response  and  for¬ 
ward  the  request  directly  to  the  field 
audit  office,  with  copies  to  the  regional 
office.  Submit  the  field  audit  office’s 
reply  to  Headquarters.  Attn:  PLD,  with  a 
copy  to  the  regional  office. 

f.  Field  audit  offices  may  receive  direct 
requests  from  procurement  or  contract 
administration  field  components  for  au¬ 
dit  service  on  specific  GAO  reports. 
Promptly  forward  copies  of  all  correspon¬ 
dence,  memorandums  of  conversations, 
and  reports  prepared  in  response  to  such 
requests  to  Headquarters,  Attn:  PLD, 
with  copies  to  the  cognizant  regional 
office. 

1-204.2  Replies  to  Letter  Reports  of 
GAO  Regional  Offices 

a.  GAO  regional  offices  may  issue 
letter  reports  on  defense  contracting  di¬ 
rectly  to  officials  of  field  activities  of 
DoD  agencies  or  the  military  depart¬ 
ments.  Letter  reports  include  any  written 
communication  from  GAO  requiring 
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written  response.  These  reports  generally 
relate  to  matters  of  less  significance  than 
GAO  Headquarters  reports.  They  are 
addressed  to  the  particular  field  activity 
responsible  for  the  matters  reported  upon 
or  for  the  implementation  of  any  recom¬ 
mendations  contained  in  the  report. 
Thus,  letter  reports  may  be  addressed  to 
field  procurement  or  contract  adminis¬ 
tration  offices  or  to  DCAA  field  offices. 

b.  Prepare  responses  to  GAO  letter 
reports  for  the  signature  of  the  regional 
director.  To  assure  uniformity  in  re¬ 
sponses  and  conformity  with  DCAA  poli¬ 
cy,  submit  drafts  of  the  proposed  re¬ 
sponses  to  Headquarters,  Attn:  PLD,  for 
concurrence  prior  to  issuance.  When  nec¬ 
essary  to  meet  a  deadline,  concurrence  of 
Headquarters  (PLD)  may  be  obtained  by 
telephone. 

c.  FAOs  may  receive  requests  directly 
from  a  field  procurement  or  contract 
administration  office  for  audit  informa¬ 
tion  in  connection  with  their  responses  to 
letter  reports  which  were  addressed  to 
them.  Honor  such  requests  pertaining  to 
contract  audit  responsibility.  Prepare  the 
response  for  the  regional  director’s  signa¬ 
ture  and  reply  directly  to  the  requesting 
activity.  Forward  copies  of  all  correspon¬ 
dence  and  reports  prepared  in  response 
to  such  requests  to  Headquarters,  Attn; 
PLD. 

1-204.3  Congressional  Testimony 

GAO  also  reports  on  defense  contract¬ 
ing  through  testimony  presented  before 
Congress.  Occasionally  DCAA  Head¬ 
quarters  is  requested  to  review  the  testi¬ 
mony  in  advance  for  factual  accuracy  and 
concurrence.  These  requests  often  have  a 
short  reponse  time,  and  regional  or  field 
office  input  is  usually  not  feasible. 

1-204.4  Explanations  of  Del^s  in 
Submission  of  Responses  to  GAO 
Reports 

Promptly  submit  an  interim  reply  to 
Headquarters,  DCAA,  with  a  copy  to  the 
regional  office,  when  a  complete  resiwnse 
cannot  be  submitted  by  the  established 
due  date.  State  the  specific  reasons  the 
due  date  cannot  be  met  and  the  estimated 
time  needed  to  complete  the  review. 
Address  as  many  of  the  report  findings. 


conclusions,  and  recommendations  as 
possible. 

1-205  Liaison  Between  DCAA  and 
GAO  Activities 

Maintain  formal  and  informal  liaison 
between  DCAA  and  GAO  at  the  head¬ 
quarters  and/or  regional  office  levels  to 
establish  an  effective  working  relation¬ 
ship.  This  is  not  intended  to  diminish  or 
detract  from  the  statutory  and  executive 
responsibilities,  functions,  or  indepen¬ 
dence  of  either  GAO  or  DCAA. 

1-205.1  Headquarters  Liaison 

Maintain  direct  headquarters-to-head- 
quarters  liaison  between  DCAA  and 
GAO  to  (1)  resolve  field  operating  prob¬ 
lems  requiring  Headquarters  attention. 
(2)  coordinate  studies  to  be  performed  by 
GAO  affecting  the  contract  audit  area, 
and  (3)  exchange  ideas  and  training  mate¬ 
rial  in  connection  with  improving  the 
performance  of  the  two  agencies. 

1-205.2  Regional  Office  Liaison 

a.  Determine  the  level  and  frequency  of 
communication  with  GAO  regional  offi¬ 
cials  by  assessing  local  conditions  and 
GAO  involvement  in  contract  audit  mat¬ 
ters.  Regional  directors  should  decide  on 
the  need  for  local  conferences  (see  1- 
205.3)  and  periodically  visit  or  contact 
GAO  representatives  located  within  their 
regional  boundaries  to  explore  the  need 
for  more  formal  information  exchange. 
Periodic  meetings  are  encouraged  to  re¬ 
solve  specific  problems  and  to  discuss  the 
results  of  individual  GAO  reviews  of 
contractor  activities  containing  signifi¬ 
cant  contract  audit  findings. 

b.  In  those  cities  where  GAO  has  a 
regional  office  and  DCAA  does  not. 
designate  a  branch  manager  or  resident 
auditor  as  a  DCAA  regional  liaison  repre¬ 
sentative  to  provide  a  local  contact  point 
to  facilitate  day-to-day  working  relation¬ 
ships  and  to  resolve  problems. 

c.  Submit  a  copy  of  the  minutes  of  any 
formal  liaison  meeting  to  Headquarters. 
Attn:  PLD. 

1-205.3  Regional  Conferences  with  GAO 

a.  Regional  directors  are  encouraged  to 
schedule  periodic  conferences  to  promote 
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free  and  open  discussions  between  GAO 
and  DCAA  at  the  regional  level.  Confer¬ 
ences  should  cover  current  items  of  com¬ 
mon  interest,  such  as  plans  for  added  or 
decreased  emphasis  in  specified  areas  of 
responsibility,  technical  problems,  audit 
approaches  and  techniques,  and  working 
relationships.  Conference  objectives 
should  be  to  identify  and  resolve  com¬ 
mon  problems,  avoid  duplication,  and 
improve  audit  techniques  and  coverage. 

b.  Where  more  than  one  GAO  regional 
office  is  located  within  the  geographical 
jurisdiction  of  a  DCAA  regional  office, 
encourage  all  of  the  GAO  regional  direc¬ 
tors  concerned  to  attend  the  conference, 
unless  the  GAO  region  is  not  significantly 
involved  with  contract  audit  work.  Simi¬ 
larly,  where  the  geographical  jurisdiction 
of  a  GAO  regional  ofiice  overl^s  DCAA 
regions,  it  may  be  appropriate  for  DCAA 
regional  directors  to  attend  conferences 
held  by  other  DCAA  regional  directors. 

c.  Submit  a  copy  of  the  minutes  of  any 
formal  liaison  conference  to  Headquar¬ 
ters,  Attn:  PLD. 

1-205.4  Liaison  on  GAO  Reviews 
Affecting  DCAA 

a.  Except  for  congressional  requests, 
GAO  regional  directors  are  expected  to 
inform  UCAA  of  the  scope  of  GAO 
planned  and  in-process  reviews  concern¬ 
ing  contractors  under  DCAA  audit  cogni¬ 
zance.  GAO  generally  contacts  DCAA  at 
the  start  of  every  review,  conducts  an  exit 
conference  at  the  end  of  such  reviews, 
and  furnishes  a  copy  of  the  draft  and/or 
final  report. 

b.  When  GAO  is  involved  in  reviews  of 
DCAA  or  in  audits  at  contractor  plants 
under  DCAA  cognizance,  work  closely 
with  GAO  to  assure  that  there  is  proper 
understanding  of  DCAA  objectives  and 
methods  to  avoid  GAO  duplication  of 
our  work  and  to  determine  reliance  to  be 
placed  upon  the  work  of  GAO  (see  4- 
1000). 

c.  Notify  the  regional  office  and  Head¬ 
quarters,  Attn:  PLD,  of  any  GAO  visits 
to  FAOs  or  contractor  sites. 

1-206  Interface  with  GAO  in  the 
Performance  of  Defective  Pricing 
Audits 

DCAA  is  the  responsible  DoD  agency 
for  establishing  and  conducting  a  pro- 
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gram  for  performing  regularly  scheduled 
audits  of  contractor  cost  or  pricing  data 
for  possible  defective  pricing  (14-1(X)). 
GAO  responsibilities  include  DoD’s  ad¬ 
herence  to  applicable  laws,  regulations, 
and  procedures  in  negotiating  noncom¬ 
petitive  contracts,  including  whether  de¬ 
fective  pricing  audits  are  adequately  per¬ 
formed.  Observe  the  following  proce¬ 
dures  whenevei  GAO  has  an  interest  in 
the  cost  or  pricing  data  submitted  for 
negotiation  of  a  contract  or  subcontract. 

1-206.1  Postaward  Audit  Already 
Performed  by  FAO 

Provide  the  results  of  the  audit  to  the 
GAO  representatives  on  request,  per  1- 
203. 

1-206.2  Postaward  Audit  not  Completed 
by  FAO 

DCAA  has  the  primary  responsibility 
for  performing  defective  pricing  audits. 
Therefore,  GAO  will  coordinate  its  con¬ 
tract  and  subcontract  defective  pricing 
audit  work  with  cognizant  field  audit 
offices  and  rely  on  the  contract  auditor’s 
work  where  possible.  Avoid  duplication 
of  audit  effort  by  following  the  proce¬ 
dures  below: 

a.  If  the  FAO  has  a  postaward  audit 
scheduled  that  is  of  interest  to  GAO, 
discuss  the  audit  plans  with  GAO  and 
attempt  to  reach  agreement  on  an  audit 
schedule  which  provides  for  audit  perfor¬ 
mance  by  DCAA.  Eliminate  the  contract 
or  subcontract  from  the  audit  schedule  if 
agreement  cannot  be  reached  and  the 
GAO  performs  the  audit.  In  these  situa¬ 
tions,  GAO  is  expected  to  perform  a 
defective  pricing  audit  of  all  contract  cost 
elements.  Promptly  notify  the  regional 
office  and  Headquarters,  Attn:  PLD,  if 
GAO  plans  to  perform  only  a  partial 
review. 

b.  If  the  GAO  identifies  a  contract  or 
subcontract  for  postaward  audit  which 
had  not  been  selected  for  audit  by 
DCAA,  attempt  to  reach  agreement  on  an 
audit  schedule  which  provides  for  audit 
performance  by  DCAA. 
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1-300  Section  3  —  Audit  Services  for  Non-DoD  Agencies 


1-301  Introduction 

This  section  provides  guidance  for  per¬ 
forming  audit  services  for  non-DoD 
agencies.  The  underlying  audit  policies, 
procedures,  and  support  requirements 
pertaining  to  such  services  are  presented 
in  15-100. 

1-302  General  Rules  for  Establishing 
Cognizance  and  Accepting  or 
Rejecting  Non-DoD  Requests 

a.  Office  of  Management  and  Budget 
(OMB)  Circular  A-73,  “Audit  of  Federal 
Operations  and  Programs”  (revised),  re¬ 
quires  Federal  agencies  to  establish  audit 
cross-servicing  arrangements  when  doing 
so  is  in  the  best  interest  of  the  Federal 
government  and  the  organization  being 
audited.  Normally,  the  agency  with  the 
predominant  financial  interest  should  ar¬ 
range  for  all  audits  at  an  organization. 
Department  of  Defense  implementing 
guidance  is  provided  by  DoDD  7600.2, 
“Audit  Policies.”  Thereunder,  contract 
audit  services  may  be  provided  to  other 
Federal  agencies  upon  request,  with  reim¬ 
bursement  at  cost,  as  prescribed  by  the 
Assistant  Secretary  of  Defense  (Comp¬ 
troller). 

b.  Cross-servicing  arrangements  have 
been  made  throi^  memorandums  of 
understanding  (MOU)  with  various  non- 
DoD  agencies  under  the  OMB  criteria 
and  DoD  implementing  guidance. 

c.  There  are  many  Federal  agencies 
with  which  DCAA  has  not  established 
MOUs  or  had  any  contact  concerning 
audit  cognizance.  Should  DCAA  auditors 
become  aware  of  contract  audit  effort 
being  performed  by  or  on  behalf  of  other 
Federal  entities  at  contractor  locations 
where  DCAA  is  the  cognizant  contract 
audit  agency,  they  should  advise  DCAA 

I  Headquarters,  Attention:  OAD,  through 
their  regional  offices. 

d.  Any  non-DoD  agency  request  con¬ 
cerning  a  change  in  audit  cognizance  or 
related  matters  should  be  addressed  to 

I  DCAA  Headquarters,  Attention:  OAD. 

e.  DCAA  is  responsible  for  determin¬ 
ing  the  scope  of  audit,  including  the 


manner  and  level  of  effort  necessary  to 
provide  complete  contract  audit  coverage 
at  a  contractor  location.  The  Contract 
Audit  Manual  will  be  the  determining 
guide  for  the  conduct  of  audits.  Complete 
contract  audit  coverage  may  include  re¬ 
views  of  internal  controls  and  examina¬ 
tions  of  contractor  accounting  and  finan¬ 
cial  management  systems  considered  nec¬ 
essary  to  satisfy  government  auditing 
standards,  as  incorporated  in  OMB  Cir¬ 
cular  A-73,  Section  6.  When  possible, 
auditors  should  be  responsive  to  any 
additional  coverage  suggested  by  the  re¬ 
questing  agency. 

f.  Audit  working  papers  prepared  dur¬ 
ing  the  course  of  audits  for  Federal 
agencies  are  the  property  of  DCAA  and 
will  generally  remain  in  the  possession  of 
the  auditor.  However,  they  will  be  made 
available  for  review  by  properly  author¬ 
ized  procurement  and  other  representa¬ 
tives  of  the  Federal  agencies  for  which 
the  audit  services  were  performed.  If 
audit  cognizance  is  transferred  from 
DoD  to  another  Federal  agency,  audit 
files  may  be  released  to  the  successor 
agency  if  (1)  the  files  are  no  longer 
required  by  DCAA,  (2)  the  files  will 
benefit  the  agency  in  carrying  out  its 
audit  responsibilities,  and  (3)  there  are  no 
restrictions  on  the  release  of  the  files,  e.g., 
SIC  and  classified.  FAOs  should  keep  a 
record  of  files  transferred.  Audit  folders 
or  other  documents  which  are  still  re¬ 
quired  by  DCAA  may  be  copied  by  the 
successor  agency  provided  they  meet  the 
above  criteria.  However,  prior  to  the 
actual  transfer  of  audit  files,  the  instruc¬ 
tions  contained  in  DCAAM  5015.1 
Chapter  4,  paragraph  B.3,  must  be  fol¬ 
lowed. 

g.  Audit  reports  will  be  addressed  in 
the  manner  prescribed  in  10-208. 

h.  The  auditor’s  responsibility  for  at¬ 
tending  negotiation  conferences  request¬ 
ed  by  non-Defense  procurement  officials 
is  essentially  the  same  as  that  outlined  in 
15-400  for  Defense  procurement  offi¬ 
cials.  The  auditor  will  also  be  responsive 
to  inquiries  and  personal  visits  from 
representatives  of  non-Defense  agencies 
concerning  the  status  and  performance  of 
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requested  audits.  The  objectives  of  such 
personal  visits  should  be  to  seek  informa¬ 
tion  and  to  discuss  mutual  problems. 
They  are  not  to  be  used  to  supervise 
and/or  evaluate  the  performance  of  the 
audit. 

i.  Responsibility  for  follow-up  of 
DCAA  audit  recommendations  and  re¬ 
views  of  program  results  remain  with  the 
non-DoD  agencies  for  which  audit  ser¬ 
vices  are  performed. 

j.  Field  activities  will  prepare  reim¬ 
bursable  billings  in  accordance  with  the 
requirements  of  the  DCAA  FMIS  User 
Manual,  Volume  II,  Section  III-E2. 

1-303  Processing  Non-DoD  Agency 
Requests  for  Audit  Information  or 
Services 

a.  DCAA  will  be  responsive  to  requests 
received  from  government  agencies  out¬ 
side  the  Department  of  Defense  for  infor¬ 
mation  available  in  the  audit  files  when 
the  circumstances  clearly  show  that  the 
inquirer  is  entitled  to  the  requested  infor¬ 
mation.  There  is  a  presumption  of  enti¬ 
tlement  if  the  requesting  agency  has  a 
contract  or  is  proposing  to  contract  with 
the  contractor  and  the  information  de¬ 
sired  is  related  to  the  negotiation  or 
administration  of  that  contract.  Requests 
for  specific  cost  information  which  is 
readily  available  without  audit  effort  will 
be  accommodated  without  reimburse¬ 
ment.  If  the  auditor  has  any  doubt  as  to 
whether  the  requesting  agency  is  entitled 
to  the  information,  the  auditor  must 
obtain  clearance  from  the  contractor  be¬ 
fore  '  leasing  any  specific  cost  or  finan¬ 
cial  data,  such  as  overhead  rates.  A 
request  for  cost  or  financial  data,  written 
material,  or  access  to  working  papers  or 
audit  flies  by  a  non-Defense  agency, 
except  for  the  Internal  Revenue  Service, 
which  pertains  to  a  matter  (except  an 
investigation  or  litigation)  unrelated  to 
the  negotiation  or  administration  of  a 
contract  by  the  requesting  agency,  will  be 
referred  to  Headquarters,  Attention: 
PLD,  for  consideration.  The  referral  will 
include  all  pertinent  details,  such  as  the 
names  of  the  representatives  involved,  a 
summary  of  the  information  requested, 
purpose  of  the  request,  a  summary  of  any 


discussions  held  with  respect  to  the  infor¬ 
mation  desired,  and  any  other  pertinent 
observations.  See  1-406  for  guidance 
when  requests  by  a  non-Defense  agency 
pertain  to  a  matter  involving  an  investi¬ 
gation  or  litigation;  see  1-408  for  all 
requests  by  the  Internal  Revenue  Service. 

b.  Cross-servicing  agreements  with 
non-DoD  agencies  provide  for  audit  re¬ 
quests  to  be  forwarded  directly  to  the 
cognizant  field  office.  Audit  requests  will 
be  honored  at  locations  where  DCAA 
maintains  a  continuing  audit  interest 
under  DoD  contracts. 

c.  A  request  for  audit  services  to  be 
performed  at  a  contractor  location  where 
DCAA  does  not  have  a  continuing  audit 
interest  is  considered  a  “casual  audit 
request.”  A  continuing  DCAA  audit  in¬ 
terest  exists  at  any  location  where  DCAA 
has  performed  audit  effort  on  a  continu¬ 
ing  basis  over  the  past  several  years, 
whether  the  contracting  agency  is  affili¬ 
ated  with  DoD/NASA  or  not. 

d.  Except  for  those  agencies  identified 
in  DCAAP  7230.1,  Reimbursable  Audit 
Program  Manual,  requests  for  audit  ser¬ 
vices  at  locations  where  DCAA  does  not 
maintain  a  continuing  audit  interest  will 
be  referred  to  the  regional  office.  Sea¬ 
soned  professional  judgment  and  com¬ 
mon  sense  must  be  applied  to  each  casual 
audit  request  in  making  a  decision  as  to 
whether  or  not  to  accept  the  audit  en¬ 
gagement.  The  following  criteria  will  be 
used  to  determine  whether  to  accommo¬ 
date  or  decline  a  request: 

( 1 )  Is  the  requested  service  compatible 
with  normal  DCAA  responsibilities? 

(2)  Would  acceptance  or  refusal  to 
perform  the  work  result  in  establishment 
of  duplicative  audit  activity? 

(3)  Is  another  government  agency  per¬ 
forming  audit  work  at  the  contractor 
location  that  could  perform  the  requested 
audit? 

(4)  The  extent  and  cost  of  DCAA  TDY 
travel  that  would  be  required  to  honor  a 
casual  audit  request  should  be  a  key 
factor.  If  honoring  the  request  would 
require  the  incurrence  of  TDY  travel 
time  and  costs,  it  may  be  just  as  efficient 
for  the  requesting  agency  to  make  other 
audit  arrangements.  In  addition,  if  the 
requesting  agency  maintains  a  local  audit 
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organization,  rejection  may  well  be  the 
appropriate  response. 

(5)  It  is  important  to  consider  the  type 
of  audit  being  requested  and  the  contract 
audit  capabilities  of  the  requesting  agen¬ 
cy.  For  example,  if  the  request  is  for 
review  of  a  price  proposal,  we  should 
consider  the  nature  of  the  proposed  ser¬ 
vices  or  products,  the  urgency  of  the 
procurement,  and  the  ability  of  the  re¬ 
questing  agency  to  arrange  for  adequate 
timely  contract  audit  service. 

A  regional  determination  that  a  casual 
audit  request  should  be  declined  will  be 
coordinated  with  Headquarters,  Atten- 
I  tion:  OAD. 

e.  When  an  auditor  observes  the  pres¬ 
ence  of  non-DoD  contracts  subject  to 
audit  coverage  for  which  audit  requests 
have  not  been  received,  they  will  be 
brought  to  the  attention  of  appropriate 
non-DoD  agency  officials,  to  facilitate 
issuance  of  requests  for  audit. 

f.  Regional  offices  will  notify  Head- 
I  quarters.  Attention:  OAD,  of  audit  re¬ 
quests  from  non-DoD  agencies  not  iden¬ 
tified  in  the  FMIS  User  Manual,  Appen¬ 
dix  C,  Billing  Source  Codes.  Such  re¬ 
quests  must  be  processed  promptly,  since 


the  requesting  agency  will  need  to  make 
other  arrangements  if  DCAA  does  not 
agree  to  accept  the  engagement.  Typical¬ 
ly,  such  work  will  be  accepted  if  the  audit 
effort  falls  within  the  normal  scope  of 
DCAA  work  and  the  requesting  agency 
agrees  to  pay  for  the  audit  effort.  Head¬ 
quarters  will  decide  whether  the  addi¬ 
tional  work  will  be  undertaken  and  will 
notify  the  requesting  organization  and 
field  office  accordingly. 

g.  All  audit  requests  should  be  prompt¬ 
ly  responded  to  in  writing.  The  response 
^ould  state  whether  DCAA  will  accom¬ 
modate  or  decline  the  request.  If  the 
request  is  declined,  the  reasons  should  be 
stated.  If  the  request  is  accepted,  the 
response  should  include  the  anticipated 
audit  report  date. 

h.  Based  on  prior  agreements,  DCAA 
will  perform  all  contract  audit  work  re¬ 
quested  by  NASA.  DCAA  has  also  agreed 
to  perform  contract  audit  work  at  all 
DOE  prime  contractor  locations  other 
than  those  designated  as  Management 
and  Operating  Prime  Contractors.  DCAA 
will  also  perform  all  audit  effort  assigned 
to  DoD  under  OMB  Circular  A-88. 
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1-400  Section  4  —  Relationships  with  Other  Government  Organizations 


1-401  Introduction 

This  section  provides  guidance  and 
procedures  governing  relationships  with 
other  government  organizations. 

1-402  General 

Other  government  personnel  may  com¬ 
municate  with  DCAA  personnel  on  ofH- 
cial  business.  In  all  cases,  the  identity  of 
the  individual  and  his  or  her  need  to 
know  should  be  established  prior  to  fur¬ 
nishing  any  information  either  written  or 
oral.  Appropriate  security  precautions 
should  be  observed  with  respect  to  both 
classified  military  information  and  con¬ 
tractor  information. 

1-403  Relationships  with  DoD 
Procurement  and  Contract 
Administration  Organizations 

1-403.1  DCAA  to  Procurement  and 
Contract  Administration  Organizations 

a.  As  the  audit  and  financial  advisor  to 
procurement  and  contract  administration 
activities,  auditors  must  understand  and 
support  the  service  needs  of  these  organi¬ 
zations.  DCAA  is  committed  to  provid¬ 
ing  timely  and  responsive  services  and 
will  maintain  communications  and  liai¬ 
son  services  sufficient  to  continuously 
assess  if  customer  needs  are  being  met. 

b.  Organizationally,  DCAA  is  separate 
and  independent  from  acquisition  com¬ 
ponents  of  the  DoD.  Auditors  are  expect¬ 
ed  to  exercise  independent  judgment  in 
planning  the  type  and  extent  of  audit 
testing  sufficient  to  render  unqualified 
audit  opinions,  but  will  consider  and 
address  special  areas  of  concern  or  infor¬ 
mational  needs  of  requestors.  The  audi¬ 
tor  will  also  exercise  independence  in  the 
formulation  of  audit  opinions,  recom¬ 
mendations,  and  conclusions  contained 
in  audit  reports. 

c.  Government  interests  can  best  be 
served  by  maximum  cooperation  and 
exchange  of  useful  information  between 
audit  and  procurement  personnel.  DoD 
Directive  7600.2  requires  that  DCAA 
coordinate  annual  contract  audit  plans 


with  procurement  and  contract  adminis¬ 
tration  organizations.  In  addition,  effec¬ 
tive  liaison  between  the  DCAA  auditor 
and  the  contracting  officer’s  representa¬ 
tives,  and  a  clear  understanding  of  the 
respective  responsibilities  of  each  in  the 
overall  procurement  function,  are  essen¬ 
tial  to  ensure  continuous  close  coopera¬ 
tion. 

d.  Regulations  of  the  military  depart¬ 
ments  and  DLA  require  the  contracting 
officers’  representatives  to  use  advisory 
audit  services  to  the  fullest  extent  practi¬ 
cable  and  to  aid  audit  i^rformance  by 
furnishing  the  auditor  with  appropriate 
administrative  and  technical  assistance. 
Appendix  D-200  of  this  manual  refers  to 
the  procedures  whereby  the  auditor  ob¬ 
tains  technical  assistance  and  guidance 
which  may  be  required  in  the  evaluation 
of  a  contractor’s  proposal.  For  those 
contractor  locations  where  there  is  a 
significant  and  continuing  volume  of 
audit  workload,  e.g.,  audit  residency  or 
suboffice,  the  auditor  should  establish  an 
effective  working  relationship  with  the 
major  field  contract  administrators  to 
keep  each  other  informed  on  procure¬ 
ment  and  audit  matters  including  forth¬ 
coming  contractor  proposals  which  will 
require  audit  services. 

1-403.2  Procurement  and  Contract 
Administration  Responsibilities  to 
DCAA 

Procurement  and  contract  administra¬ 
tion  personnel  have  responsibility  for  the 
following: 

a.  Requesting  contract  audit  service. 

b.  Providing  sufficient  time  for  the 
performance  of  the  audit. 

c.  Furnishing  to  the  auditor,  in  connec¬ 
tion  with  a  request  for  audit,  copies  of 
any  contracts  (including  change  orders, 
supplements,  amendments,  and  termina¬ 
tion  notices),  cost  statements,  proposals, 
and  other  financial  data  submitted  by 
contractors  or,  as  appropriate,  requested 
by  the  auditor. 

d.  Establishing  access  to  contractor 
records  r^uired  by  auditors. 

e.  Furnishing  such  other  information, 
data,  or  service  as  may  be  required  (such 
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as  technical  evaluation  of  the  need  for  the 
quantity  and  type  of  labor  and  material 
proposed  in  contract  pricing  actions)  or 
otherwise  may  be  useful  in  performing 
the  audit. 

1-4033  Major  Audit  Issues 

DCAA  Form  I  as  well  as  audit  report 
recommendations  may  lead  to  disagree¬ 
ments  between  the  auditor  and  the  con¬ 
tracting  officer.  There  must  be  continual 
and  timely  communication  between  the 
parties  to  promote  understanding  and 
improve  the  potential  for  satisfactory 
resolution  of  the  issue  before  Hnai  con¬ 
tracting  officer  action.  Verbal  communi¬ 
cations  involving  major  audit  issues 
should  be  followed  up  in  writing  to  avoid 
misunderstandings. 

1-403.4  DCAA  PartkiiMtioa  on  Contract 
Management  Boaids  of  Review 

a.  Nature  of  Review  Boards 

Review  Boards  are  established  to  ex¬ 
amine  proposed  contract  actions  for  all 
contract  administration  functions  on  an 
ad  hoc  basis.  For  example,  review  boards 
may  be  established  to  evaluate  the  rea¬ 
sonableness  of  proposed  settlements  or 
determinations  concerning  contractor 
purchasing  system  reviews  (CreR),  con¬ 
tract  terminations,  and  Cost  Accounting 
Standards  issues.  The  District  Com¬ 
mander  is  responsible  for  the  establish¬ 
ment  of  review  boards  for  each  Defense 
Contract  Management  District  (DCMD). 
In  addition,  the  District  Commander 
may  establish  subordinate  Boards  of  Re¬ 
view  at  individual  Defense  Contract 
Managment  Area  Operations  (DCMAO) 
or  Defense  Procurement  Offices 
(DPRO). 

b.  Restrictions  on  Auditor  Participa¬ 
tion 

Auditor  participation  in  review  board 
activities  has  proven  beneficial  in  many 
instances.  Such  participation  is  normally 
performed  as  a  non-voting  advisory  ser¬ 
vice.  Continued  efforts  of  this  type  are 
encouraged  subject  to  the  following  re¬ 
strictions. 

(1)  DCAA  personnel  shall  not  partici¬ 
pate  as  members  of  review  boards  when 
they  are  engaged  in  matters  related  to  the 
resolution  of  audit  report  recommenda¬ 
tions.  DCAA  participation  on  the  board 


in  such  cases  might  discourage  the  board 
from  requesting  assistance  from  field 
personnel  most  capable  of  answering 
questions  pertaining  to  a  specific  audit 
recommendation. 

(2)  No  DCAA  auditor  will  serve  as  a 
member  of  a  board  while  it  is  reviewing  a 
contract  action  with  which  he  or  she  was 
previously  associated  as  a  contract  audi¬ 
tor,  supervisor,  or  participant  in  negotia¬ 
tion  conferences.  Where  this  situation 
occurs,  another  auditor  should  be  ap¬ 
pointed. 

c.  Processing  Requests  for  Participa¬ 
tion 

(1)  Requests  may  be  received  by  Head¬ 
quarters,  regional  offices,  or  field  audit 
offices  to  furnish  audit  personnel  to  par¬ 
ticipate  on  review  boards.  The  Assistant 
Director,  Operations,  is  responsible  for 
action  on  requests  for  board  participation 
by  Headquarters  personnel.  The  cogni¬ 
zant  regional  director  is  responsible  for 
action  on  requests  for  board^rticipation 
by  remonal  office  and  FAO  personnel. 

(2)  Upon  receiving  a  request  to  furnish 
audit  personnel  to  participate  on  review 
boards,  first  obtain  information  concern¬ 
ing  the  functions  of  the  board,  the  esti¬ 
mated  periods  of  participation  of  DCAA 
personnel,  the  estimated  amount  of  time 
required  on  a  weekly  or  monthly  basis, 
and  the  benefit  to  the  government  of 
DCAA  participation.  Requests  received 
by  FAOs  will  then  be  promptly  forward¬ 
ed  to  the  regional  office  with  the  name  of 
the  auditor  recommended  for  member¬ 
ship. 

(3)  Tactfully  decline  any  request  for 
participation  which  would  frequently  re¬ 
quire  auditor  abstentions  or  substitutions 
to  avoid  a  restriction  in  b.  above.  Where 
any  other  request  cannot  be  complied 
with  by  the  re^on,  contact  the  Assistant 
Director,  Operations,  before  notifying 
the  requesting  office. 

(4)  when  a  request  for  participation  is 
accepted,  the  C>CAA  response  will  set 
forth  the  arrangements  for  and  restric¬ 
tions,  if  any,  on  auditor  participation. 

1-404  RebtkNiship  with  Govenuaent 
Interaal  Aadit  OrganizatioBs 

1-404.1  Orgaaizatioa  for  GovcraracBt 
lateraal  Aadit 

a.  The  DoD  Inspector  General  is  re¬ 
sponsible  for  DoD  level  internal  and 
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oversight  audits  and  investigations.  Re¬ 
sponsibilities  of  the  DoD  IG  include  (I) 
evaluating  activities  relating  to  contract 
audits;  (2)  investigating  fraud,  waste,  and 
error;  (3)  monitoring  adherence  to  con¬ 
tract  audit  principles,  policies,  and  proce¬ 
dures;  and  (4)  monitoring  actions  taken 
by  DoD  components  in  response  to  con¬ 
tract  audits.  The  various  Military  Ser¬ 
vices  also  have  internal  audit  grou^  that 
l^rform  internal  audits  for  their  respec¬ 
tive  DoD  component. 

b.  Internal  audit,  oversi^t,  and  inves¬ 
tigative  services  are  permrmed  by  the 
offices  of  the  Assistant  DoD  IGs  for  (I) 
Auditing,  (2)  Audit  Policy  and  Oversight, 
(3)  Analysis  and  Followup,  (4)  Investiga- 
tions/DCIS,  and  (S)  Inspections.  DoD 
component  internal  audit  organizations 
include  the  Army  Audit  Agency,  the 
Naval  Audit  Service,  and  the  Air  Force 
Audit  Agency.  Most  non-DoD  agencies 
have  similar  activities  for  the  perfor¬ 
mance  of  internal  audit  within  their 
organizations.  The  following  guidance 
also  applies  to  non-DoD  agencies. 

1-404.2  DCAA  Assistance  to 
Government  Internal  Audit 
Organizations 

a.  When  internal  audits  require  verifi¬ 
cation  of  contractor  data  or  records  at 
contractors’  plants,  the  internal  audit 
organization  normally  will  obtain  fact¬ 
finding  assistance  from  DCAA. 

b.  Support  will  be  furnished  to  the 
internal  auditor  where  doing  so  does  not 
conflict  with  the  contract  auditor’s  basic 
role  of  providing  advisory  services  to 
contracting  officers.  Requests  requiring 
contract  auditors  to  evaluate  contracting 
officers’  performance  are  inappropriate, 
whereas  assistance  concerning  contrac¬ 
tors’ Mrformance  is  appropriate. 

c.  Contract  audit  working  papers,  re¬ 
ports,  and  files  win  be  made  available  to 
internal  auditors  in  their  audits  of  pro¬ 
curement,  contract  administration,  or  re¬ 
lated  functions  provided  DCAA  has  re¬ 
ceived  written  notice  of  the  objective  and 
the  scope  of  the  internal  audit  review. 

d.  If  the  data  or  information  required 
by  the  internal  auditor  are  not  available 
in  contract  audit  files,  DCAA  may  be 
requested  to  provide  assistance,  lliese 
requests  will  be  honored  when  feasible 
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and  mutually  agreeable.  Written  confir¬ 
mation  of  the  request  for  audit  assistance 
will  be  furnished  to  the  internal  auditor 
within  seven  working  days  of  receipt. 
When  DCAA  is  unable  to  render  request¬ 
ed  assistance,  the  DoD  audit  representa¬ 
tives  shall  make  arrangements  to  perform 
the  necessary  audit  work  themselves. 

e.  Internal  auditors  will  not  be  preclud¬ 
ed  from  reviewing  contractors’  books  and 
records  when  DCAA  acknowledges  that  it 
cannot  provide  the  assistance  required 
because  (1)  it  concerns  matters  beyond 
the  proper  role  of  DCAA,  (2)  it  would 
impede  the  prompt  execution  of  DCAA’s 
primary  role  of  furnishing  accounting 
and  financial  management  advisory  ser¬ 
vices  regarding  contracts  and  subcon¬ 
tracts  to  DoD  components,  or  (3)  it 
would  result  in  undue  delays  or  ineffi¬ 
ciencies  in  the  accomplishment  of  inter¬ 
nal  audit  objectives.  Internal  auditors  are 
required  by  DoD  audit  policy  to  coordi¬ 
nate  all  reviews  involving  contractor  rec¬ 
ords  with  DCAA  and  the  appropriate 
contract  administration  office  to  avoid 
duplication  of  audit  work. 

f.  Supplement  1-4S1  presents  illustra¬ 
tive  audit  situations  involving  interface 
between  contract  and  internal  audit. 

1-4043  Govemment  Internal  Audit 
Organization  Assistance  to  DCAA 

In  certain  instances,  contract  audits 
involve  work  at  a  defense  installation  or 
remote  location  where  the  nature  of  the 
work,  proximity  of  an  internal  audit 
office,  or  other  factors  make  it  more 
practical  or  economical  for  the  contract 
auditor  to  obtain  assistance  from  an 
internal  auditor.  Such  cross-service  audit 
assistance  shall  be  referred  to  DCAA 
Headquarters,  Attn:  PLD,  for  a  determi¬ 
nation  before  the  request  is  issued. 

1-404.4  Contacts  by  Government  Internal 
Audit  Organizations 

a.  Requests  from  govemment  internal 
audit  or^nizations  are  normally  coordi¬ 
nated  through  DCAA  Headquarters, 
PLD,  which  in  turn  will  notify  the  affect¬ 
ed  regional  and  field  offices.  Regional 
and  field  offices  may  receive  requests  for 
audit  assistance  directly  from  the  internal 
audit  organization  without  prior  Head¬ 
quarters  coordination.  When  such  re- 
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quests  are  limited  in  nature,  e.g.,  factual 
information  at  a  specific  location.  Head¬ 
quarters  need  not  be  notified.  However, 
all  other  requests  should  be  referred  to 
Headquarters,  PLD,  before  any  action  is 
taken. 

b.  During  the  course  of  visits  by  a 
government  internal  audit  organization, 
such  as  oversight  reviews  by  the  DoD  IG, 
the  FAO  manager  should  answer  ques¬ 
tions  raised  and  tactfully  clarify  or  cor¬ 
rect  any  misinterpretation  of  factual  in¬ 
formation.  Providing  concurrent  feed¬ 
back  during  the  onsite  visit  should  im¬ 
prove  the  reporting  of  factual  informa¬ 
tion  in  the  government  internal  audit 
organization’s  written  observations  and 
comments.  If  possible,  the  FAO  manager 
should  request  that  the  representative’s 
written  observations  and  comments  be 
transferred  to  an  electronic  file.  This  will 
help  speed  the  FAO  manager’s  reporting 
of  the  results  to  the  region  and  Headquar¬ 
ters.  Discussions  with  representatives  of 
the  government  internal  audit  organiza¬ 
tion  should  be  limited  to  factual  matters 
related  to  specific  DCAA  audits  and/or 
the  management  of  those  audits.  Matters 
regarding  overall  Agency  policy,  opera¬ 
tions,  or  resources  should  be  referred  to 
Headquarters,  Attention:  PLD.  Regional 
audit  manager’s  attendance  is  recom¬ 
mended  at  both  the  entrance  and  the  exit 
conferences. 

c.  The  FAO  manager  should  promptly 
report  to  the  regional  office  the  results  of 
any  government  internal  audit  organiza¬ 
tion’s  visit.  After  regional  review,  the 
report  should  be  forwarded  to  Headquar¬ 
ters  DCAA,  Attention:  PLD.  Headquar¬ 
ters  will  forward  any  necessary  reports  to 
the  government  internal  audit  organiza¬ 
tion.  FAO  reports  should  be  received  by 
Headquarters  within  ten  working  days 
after  the  visit. 

(1)  The  report  should  identify  the  orga¬ 
nization’s  project  assignment  number 
and  contain  all  pertinent  information, 
including  the  purpose  of  the  visit,  the 
government  internal  audit  organization’s 
observations,  DCAA  responses  to  specif¬ 
ic  comments  or  observations,  references 
to  or  actual  copies  of  data  provided,  the 
representative’s  reaction  after  discussions 
were  completed,  and  any  additional  com¬ 
ments  regarding  the  representative’s  reac¬ 


tion.  The  report  should  also  identify  any 
actions  that  will  be  taken  as  a  result  of  the 
specific  findings  of  the  government  inter¬ 
nal  auditor.  Tne  internal  auditor’s  com¬ 
ments  or  observations  will  be  assumed  by 
Headquarters  to  be  accurate  unless  dis¬ 
puted  in  the  FAO/r^onal  response. 

(2)  To  simplify  field  office  responses  to 
specific  comments  or  observations  fur¬ 
nished  by  government  internal  audit  or¬ 
ganizations,  such  as  in  DoD  IG  oversight 
reviews,  the  FAO  response  may  either  be 
provided  in  a  separate  document  or  inte¬ 
grated  into  the  internal  auditor’s  text,  if 
an  electronic  copy  has  been  supplied.  If 
provided  separately,  the  comments 
should  be  keyed  to  the  page  number  or 
other  identifier  in  the  internal  auditor’s 
text.  If  integrated  into  the  internal  audi¬ 
tor’s  text,  preface  the  FAO/regional  com¬ 
ments  with  the  heading  “DCAA  RE¬ 
SPONSE”  for  each  item  addressed. 

1-404.5  Issuance  of  Audit  Reports 

When  an  audit  performed  at  the  re¬ 
quest  of  an  internal  audit  organization 
i^uires  corrective  action  by  the  contrac¬ 
tor  involving  such  matters  as  unallowable 
costs  and  cost  avoidance,  the  auditor  will 
follow  the  normal  practice  and  issue  the 
audit  report  to  the  cognizant  ACO  to 
assure  timely  corrective  action.  A  copy  of 
the  report  will  also  be  forwarded  to  the 
requesting  internal  audit  organization  by 
a  transmittal  letter  indicating  that  the 
audit  report  has  been  issued  directly  to 
the  ACO.  When  an  audit  performed  at 
the  request  of  an  internal  audit  oigwiza- 
tion  does  not  require  corrective  action  by 
the  contractor,  the  audit  report  will  be 
issued  to  the  internal  audit  organization 
(see  10-208). 

1-405  Relationship  with  Military 
Inspectmrs  General 

When  an  Inspector  General  of  a  DoD 
component,  or  an  IG  representative,  vi¬ 
sits  an  audit  office,  the  auditor  should, 
after  satisfying  himself/herself  as  to  the 
identity  of  the  individual,  cooperate  fully 
in  responding  to  inquiries  pertaining  to 
the  audit  of  contracts  under  the  auditor’s 
cognizance.  Requests  for  sensitive  infor¬ 
mation,  or  requests  which  require  the 
assignment  of  an  auditor  for  a  substantial 
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period  of  time,  should  be  in  writing.  The 
auditor  should  report  such  visits  to  the 
regional  office  and  furnish  copies  of  an 
exchange  of  correspondence  and  memo¬ 
randums.  Before  furnishing  any  sensitive 
information,  the  auditor  should  coordi¬ 
nate  the  matter  with  the  regional  direc¬ 
tor.  Unusual  or  significant  inquiries 
should  be  reported  to  Headquarters,  At¬ 
tention:  PLD. 

1-406  Relationship  With 
Investifpitive  Agencies  of  the 
Government 

a.  Auditors  will  cooperate  with  repre¬ 
sentatives  of  the  Federal  Bureau  of  Inves- 
ti^tion,  DoD  criminal  investigators,  and 
criminal  investigators  from  other  agen¬ 
cies.  (See  4-702.6  and  DCAA  Regulation 
7640.13.)  Written  material  and  access  to 
files  or  working  papers  will  be  made 
readily  available  to  such  investigators. 
The  contractor  need  not  be  informed 
when  such  information  is  provided  to 
investigators.  Original  documents  may  be 
provided  to  investigators  if  a  subpoena  is 
issued  for  the  documents.  If  investigators 
insist  upon  obtaining  original  documents 
in  other  situations,  promptly  refer  the 

I  matter  to  Headquarters,  Attention:  OPD. 
In  either  case,  original  documents  cannot 
be  released  until  copies  have  been  pre¬ 
pared  for  retention  by  DCAA.  Document 
all  meetings  with  members  of  govern¬ 
mental  investigative  agencies  in  the  audit 
working  papers  or  the  DCAA  Form 
2(X)0.0  files  as  appropriate  in  the  circum¬ 
stances.  Guidance  pertaining  to  the  pro¬ 
tection  of  information  related  to  investi¬ 
gations  is  provided  in  4-702.Sd.,  e.,  f., 
and  g. 

b.  Except  as  otherwise  provided  in  this 
section  (1-400  et  seq.),  inform  Headquar- 

I  ters.  Attention:  OPD,  of  any  requests  for 
written  material  or  access  to  files  and 
working  papers  made  by  representatives 

I  of  other  wencies  (e.g.,  civil  investigators 
from  the  DOL,  EEOC,  etc.).  Ask  that  the 
request  be  put  in  writing,  and  that  it 
include  the  names  of  the  investigators,  a 
summary  of  the  information  requested, 

I  and  purpose  of  release.  Obtain  the  ap- 
proval  of  Headquarters  before  complyii^ 
I  with  such  requests.  The  FAO  manager 


January  1995 


may  grant  representatives  of  a  civilian 
agency  access  to  audit  files  pertaining  to 
that  agency’s  contracts  regardless  of 
whether  the  request  is  made  in  conjunc¬ 
tion  with  an  investigation;  however. 
Headquarters  should  be  notified  of  the 
visit.  If  the  request  arises  under  a  joint 
investigation  with  an  agency  with  access 
ri^ts  and  the  request  is  made  by  the 
privileged  agency.  Headquarters  need  not 
be  notified. 

c.  Occasionally  an  investigator  will 
interview  an  auditor  in  connection  with 
an  inquiry  of  contractor  activities.  The 
auditor  should  request  to  review  the 
investigator’s  write-up  of  the  interview 
before  its  release,  to  ensure  statements 
have  been  accurately  recorded.  Report 
investigative  interviews  of  an  unusual  or 
important  nature  to  Headquarters,  Atten¬ 
tion:  OPD.  Identify  the  investigative  I 
agency,  name  of  investigatorfs),  summary 
of  the  questions  asked,  and  other  perti¬ 
nent  information.  It  is  not  necessary  to 
report  routine  investigative  contacts  by 
DoD  investigators. 

1-407  Relationship  with  Government 
Legal  Counsel  in  Contract  Disputes 
and  Bid  Protest  Cases  I 

It  is  Agency  policy  to  assist  govern¬ 
ment  counsel  in  auditing  matters  in  all 
contract  disputes  and  bid  protest  cases,  I 
whether  initiated  through  an  Agency 
finding  or  by  other  means  when  request¬ 
ed  to  do  so  by  counsel.  Audit  support  I 
should  fully  respond  to  the  needs  of 
counsel  and  may  consist  of  comprehen¬ 
sive  audit  and  accounting  advisory  ser¬ 
vices;  accounting  research  applicable  to 
the  specific  case,  including  testimony 
relative  to  the  audit  report;  or  testimony 
as  an  expert  on  accounting  and  auditing 
practices  and  procedures.  All  work  done 
at  the  request  of  the  government  trial 
attorney  is  subject  to  the  attorney  work 
product  privilege.  As  such,  while  DCAA 
may  maintain  custody  of  any  documents 
developed  while  providing  support  to  the 
trial  attorney,  control  over  the  docu¬ 
ments  rests  with  the  trial  attorney  or 
his/her  successor.  This  policy  is  in  keep¬ 
ing  with  the  Agency’s  assigned  responsi¬ 
bility  to  provide  accounting  and  financial 
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advisory  services  to  all  DoD  procure* 
ment  and  contract  administration  activi¬ 
ties  in  negotiating,  administering,  and 
settling  contracts. 

1-407.1  Armed  Services  Board  of 
Contract  Appeals  (ASBCA) 

a.  Details  of  the  ASBCA  Charter  are 
found  in  Appendix  A  to  the  DoD  FAR 
Supplement.  The  ASBCA  is  the  author¬ 
ized  representative  of  the  Secretaries  of 
Defense,  Army,  Navy,  and  Air  Force  in 
hearing,  considering,  and  determining 
appeals  by  contractors  from  decisions  of 
contracting  officers  or  their  authorized 
representatives  or  other  authorities  on 
disputed  questions.  These  appeals  may 
be  taken  pursuant  to: 

(1)  the  Contract  Disputes  Act  of  1978, 

(2)  the  provision  of  contracts  requiring 
the  decision  by  the  Secreta^  of  Defense 
or  by  a  Secretary  of  a  Military  Depart¬ 
ment  or  their  duly  authorized  representa¬ 
tive  or  board,  or 

(3)  the  provisions  of  any  directive 
whereby  the  Secret^  of  Defense  or  the 
Secretary  of  a  Military  Department  has 
granted  a  right  of  appeal  not  contained  in 
the  contract  on  any  matter  consistent 
with  the  contract  appeals  procedure. 

b.  Rules  on  submitting  contractor  ap¬ 
peals  and  preparing  for  and  conducting  a 
hearing  are  in  Part  2  of  Appendix  A  to 
the  DoD  FAR  Supplement.  These  rules 
may  vary  from  a  case  requiring  the 
submission  of  a  substantial  amount  of 
evidence,  the  presentation  of  witnesses, 
and  a  prehearing  and  formal  hearing  to  a 
situation  in  which  the  hearing  is  waived 
and  the  case  settled  on  the  basis  of  the 
submitted  record.  The  rules  also  provide 
for  decisions  of  appeals  involving 
$10,000  or  less,  under  an  optional  small 
claims  (expedited)  procedure  or  for  ap¬ 
peals  where  the  amount  in  dispute  is 
$50,000  or  less,  under  an  optional  accel¬ 
erated  procedure. 

c.  The  auditor  will  be  mainly  con¬ 
cerned  with  ASBCA  procedures  which 
require  the  contracting  officer  and  gov¬ 
ernment  trial  attorney  to  submit  a  file  of 
applicable  documents  and  to  produce 
documents,  admit  facts,  and  answer 
questions  when  properly  requested  by  the 
other  party  to  do  so.  Further  details  on 
audit  procedures  and  responsibilities  in 


121 

11-407 

connection  with  ASBCA  cases  are  in  1 5- 
500  and  DCAAP  7641.50. 

1-407.2  Other  Boards 

In  addition  to  the  ASBCA,  there  are 
boards  that  service  various  other  agencies 
and  departments  of  the  government.  On 
occasion,  the  DCAA  auditor  may  be 
called  on  to  assist  in  hearings  before  these 
boards.  While  the  size  of  the  board  and 
the  rules  may  vary,  the  type  and  degree  of 
services  an  auditor  must  provide  will 
generally  be  the  same. 

1-408  Relationships  with  the  Internal 
Revenue  l^rvice  (IRS) 

Procurement-related  requests  from  the 
IRS  (Department  of  the  Treasury)  should 
be  handled  in  accordance  with  1-303, 
following  15-1S7  for  distribution  of  any 
resulting  report.  The  procedures  con¬ 
tained  in  1-404  should  be  followed  re¬ 
garding  contacts  by  the  IRS  internal  audit 
staff.  In  addition.  Held  audit  offices  may 
receive  direct  requests  from  the  IRS  for 
records  and  files  related  to  an  IRS  inves¬ 
tigation  or  tax  matters.  The  field  audit 
oiTice  should  coordinate  IRS  requests  for 
investigative  or  tax  information  with  the 
regional  office,  before  providing  any  in¬ 
formation  of  this  type  to  the  IRS.  With 
regional  approval,  information  related  to 
an  IRS  fraud  or  criminal  investigation,  or 
in  connection  with  a  docketed  case  before 
the  U.S.  Tax  Court,  should  be  released 
directly  to  the  IRS.  The  field  audit  office 
should  request  the  IRS  to  provide  infor¬ 
mation  showing  that  the  requested  infor¬ 
mation  relates  to  these  situations.  For 
requests  related  to  civil  investigation  or 
administrative  inquiry,  the  field  audit 
office  is  only  authorized  to  release  infor¬ 
mation  that  would  normally  be  releasable 
to  the  general  public  under  the  Freedom 
of  Information  Act  (for  example,  publica¬ 
tions  and  most  MRDs).  If  the  requested 
documents  would  not  normally  be  releas¬ 
able  by  DCAA  to  the  general  public  (for 
example,  audit  reports  or  contractor  pro¬ 
prietary  information),  the  region  should 
forward  the  request  to  Headquarters, 
Attn:  OPD,  for  a  release  determination.  I 
The  region  should  provide  Headquarters 
with  a  summary  of  the  information  re- 
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quested,  purpose  of  release,  and  other 
pertinent  information. 

1-409  Relationship  with  Members  of 
Congress  and  Congressional 
Committees 

DCAA  personnel  will  cooperate  with 
members  of  Congress  and  concessional 
committees  by  responding  fully  and 
promptly  to  their  official  requests  for 
information  on  this  Agency’s  programs 
and  operations.  All  written  responses 
and/or  copies  of  DCAA  documents  will 
be  provided  directly  by  the  appropriate 
Headquarters  element.  Detailed  guidance 
relative  to  (1)  inquiries  from  members  of 
Congress,  (2)  visits  by  congressional  com¬ 
mittees,  (3)  preparation  of  material  for 
testimony  or  use  before  congressional 
committees,  and  (4)  comments  on  legisla- 

ition  and  legislative  matters  is  set  forth  in 
DCAA  Regulations  Nos.  5020.3,  and 
5030.16. 

The  Headquarters  Policy  Liaison  Divi¬ 
sion  (PLD)  should  be  notified  immedi¬ 
ately  of  any  inquiry  from  members  of 
Congress,  congressional  committees,  or 
their  staffs. 

1-409.1  Writtt;^  Requests  for  Information 

a.  Written  requests  for  information 
received  from  Congressional  members  or 
their  staffs  should  be  forwarded  to  Head¬ 
quarters,  ATTN:  PLD,  as  expeditiously 
as  possible.  When  requested  by  Head¬ 
quarters,  field  and  regional  elements  will 
provide,  through  the  regional  director, 
the  following  information  to  the  respon¬ 
sible  staff  element  not  later  than  the  date 
established  by  the  head  of  the  staff  ele¬ 
ment:  (1)  the  congressional  inquiry,  (2)  a 
copy  of  any  interim  acknowledgment,  (3) 
a  copy  of  the  requested  audit  report(s),  if 
applicable,  (4)  a  proposed  final  reply  to 
the  inquiry,  and  (5)  the  information  upon 
which  the  proposed  final  reply  is  based. 

b.  When  a  proposed  final  reply  cannot 
be  forwarded  to  the  responsible  staff 
element  within  the  established  due  date. 


the  regional  director  will  forward  a  brief  I 
memorandum  stating  the  anticipated 
date  that  the  reply  and  information  will 
be  provided.  (See  DCAAR  No.  5030.16  I 
for  detailed  processing  requirements.) 

1-409.2  Meetings  with  and  Visits  by 
Congressional  Committees 

a.  Field  and  regional  elements  will 
immediately  notify  Headquarters,  PLD 
(through  the  regional  director)  of  written 
or  verbal  requests  received  from  Congres¬ 
sional  committees  or  their  staff  to  visit  a 
DCAA  office. 

b.  In  accordance  with  DCAAR  No. 
5030.16,  regional  and  field  personnel  will 
permit  committee  members  or  their  staff 
to  examine  records  which  pertain  to  areas 
of  interest  to  the  committee.  Regional 
directors  will  refer  any  committee  re¬ 
quests  to  remove  or  retain  records  (in¬ 
cluding  audit  reports  and  working  pa¬ 
pers)  to  Headquarters,  PLD.  Headquar¬ 
ters,  PLD  will  coordinate  receipt  and 
transmission  of  requested  files  to  the 
committee’s  offices  in  Washington,  D.C. 
Requests  for  any  other  information  to  be 
provided  to  committee  representatives 
will  be  forwarded  to  Headquarters,  PLD, 
within  10  working  days  following  the 
visit.  In  any  case,  no  information  should 
be  released  until  authorized  by  PLD. 

c.  Field  and  regional  elements  will 
forward  a  memorandum  (through  the 
regional  director)  summarizing  visits  by 
Congressional  representatives  within  five 
working  days  following  the  visit.  The 
memorandum  should  specifically  enu¬ 
merate  the  subjects  discussed  during  the 
visit,  any  requests  for  data,  and  questions 
and  answers  still  to  be  provided.  If  a 
request  has  been  made  for  audit  reports 
or  working  papers,  the  memorandum 
should  also  include  an  assessment  of  the 
requested  materials’  compliance  with 
Agency  policy.  If  the  assessment  discloses 
any  deficiencies  in  the  reports  or  working 
papers,  additional  comments  should  be 
included  to  clearly  establish  the  steps 
taken  to  correct  the  deficiency. 
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1-4S1  Supplement  —  Illustrative  Audit  Situations  Involving 
Interface  Between  Contract  and  Internal  Audit 


1.  Audit  of  Japanese  master  labor  con¬ 
tract. 

The  Defense  Contract  Audit  Agency 
has  responsibility  for  audit  of  contractual 
payments.  Many  of  the  functions  relating 
to  the  contract  such  as  the  need  for, 
utilization,  classiflcation,  and  control  of 
contract  employees;  establishing  pay  and 
allowances  in  conformance  with  the 
terms  of  the  contract;  and  sub  lission  of 
payroll  data  are  the  responsibility  of 
Army,  Navy,  and  Air  Force  activities. 
Internal  audit  normally  would  encom¬ 
pass  evaluation  of  these  functions.  Con¬ 
tract  auditors  may  need  internal  audit 
assistance  in  confirming  the  accuracy  and 
reliability  of  reports  from  military  activi¬ 
ties  which  form  the  basis  of  contract 
reimbursements. 

2.  Audit  of  small  cost-type  contracts  at 
remote  defense  installations. 

Travel  and  per-diem  costs  may  be 
saved  by  DCAA  obtaining  internal  audit 
assistance  on  audit  of  relatively  small 
contracts  performed  at  remote  defense 
installations  where  internal  auditors  are 
in  residence  or  in  the  vicinity.  Factors  to 
consider  are  the  location,  complexity  of 
the  contract  audit  work,  and  the  avail¬ 
ability  of  internal  auditors.  An  example  is 
a  small  construction  contract  at  Goose 
Air  Base  in  Labrador.  Audit  by  DCAA 
would  require  travel  from  New  York. 
Audit  can  be  performed  by  internal  audi¬ 
tors  in  residence. 

3.  Audit  of  administration  of  government 
property  furnished  to  contractors. 

Prime  responsibility  for  audit  of  the 
administration  of  government  property, 
including  that  furnished  to  contractors,  is 
a  part  of  the  internal  audit  mission. 
However,  DCAA  likewise  performs  prop¬ 
erty  auditing  in  itsrole  of  advisor  to  the 
property  administrator  and  contracting 
office,  as  well  as  in  connection  with  cost 
determination.  When  an  internal  audit  of 
the  government  property  administration 
function  requires  verification  of  detailed 
records  maintained  by  a  contractor,  assis¬ 
tance  ordinarily  can  be  obtained  from  the 


cognizant  contract  auditor.  However,  if 
necessary  to  performance  of  the  internal 
audit  mission,  internal  auditors  will  be 
afforded  access  to  contractor-maintained 
records. 

4.  Audit  at  government-owned,  contrac¬ 
tor-operated  plants. 

M  GOCO  plants  DCAA  is  responsible 
for  audit  of  the  cost-reimbursement  oper¬ 
ating  contracts.  Internal  auditors  are  re¬ 
sponsible  for  auditing  operations  of  the 
Contracting  Officer.  DCAA  should  assist 
the  internal  auditors  by  providing  such 
cost  and  financial  information  from  con¬ 
tractor  records  as  is  essential  to  permit 
evaluation  of  the  management  of  the 
facility. 

5.  Audit  at  military  installations  where 
services  and/or  maintenance  are  pur¬ 
chased  under  contracts  subject  to  DCAA 
audit. 

Circumstances  may  be  such  that  the 
internal  auditors  need  fact-finding  assis¬ 
tance  from  contract  auditors  to  obtain  or 
verify  information  from  contractors’  rec¬ 
ords.  For  example,  the  internal  auditor 
may  be  reviewing  the  potential  for  sav¬ 
ings  from  elimination  of  duplicating  sup¬ 
ply  operations  and  information  is  needed 
from  the  contract  auditor  regarding  the 
contractor’s  supply  system. 

6.  Audit  of  a  weapon  system  where  sup¬ 
ply,  maintenance,  funding,  and  other 
functions  are  closely  integrated  with  in¬ 
put  from  or  operations  of  mgjor  contrac¬ 
tors. 

Internal  audits  of  this  nature  give  rise 
to  various  situations  where  audit  infor¬ 
mation  is  needed  from  contractors’  books 
and  records.  Assistance  from  contract 
auditors  would  be  appropriate  in  some 
cases  and  not  in  others.  Examples  follow: 

a.  Internal  auditors  are  reviewing  a 
contract  pricing  action.  Contract  audit 
assistance  ordinarily  should  not  be  re¬ 
quested  since  the  contract  auditor  partici¬ 
pated  in  the  procurement  team  effort. 

b.  Internal  auditors  determine  that 
substantial  quantities  of  end  items  which 
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have  been  inspected  and  accepted  are 
found  subsequently  to  have  defects  re¬ 
quiring  major  modification.  In  t^ing  to 
ascertain  the  cause  for  this  situation,  the 
auditors  find  it  necessary  to  determine 
whether  the  contractor  has  responded 
timely  to  contract  change  orders  requir¬ 
ing  modification  dunng  production. 
Contract  audit  assistance  in  conjunction 
with  technical  assistance  would  be  appro¬ 
priate  as  determinations  of  this  nature 
are  an  integral  part  of  oi^rations  audits 
of  contractors’  production  scheduling 
and  control  systems.  These  determina¬ 
tions  are  also  made  during  reviews  of 
contractors’  internal  planning  and  con¬ 


trol  systems  when  performing  Cost/ 
Schedule  Control  Systems  Criteria  dem¬ 
onstration/validation  reviews. 

c.  An  internal  auditor  is  reviewing  the 
computation  of  requirements  which  in¬ 
volve  data  on  assets  in  the  hands  of  the 
contractor  and  reports  thereon.  Contract 
audit  assistance  would  be  appropriate  to 
verify  data  furnished  by  the  contractor. 

d.  An  internal  auditor  is  reviewing 
funding  status  and  validity  of  obligations 
which  involve  data  and  reports  from 
contractors.  Contract  audit  assistance 
would  be  appropriate  to  verify  data  fur¬ 
nished  by  contractors. 
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1-500  Section  5  —  Relationships  with  Contractors 


1-501  Introduction 

Requirements  for  specific  audit  confer¬ 
ences  with  contractors  are  stated  in  4- 
300.  This  section  covers  other  aspects  of 
the  relationships  between  DCAA  and 
contractors. 

1-502  Establishment  of  DCAA  Field 
Audit  Offices  (FAOs)  and  Suboffices 

1-502.1  General 

DCAA  Regulation  5005.1  contains  the 
procedures  for  activation  and  deactiva¬ 
tion  of  DCAA  FAOs.  The  activation  or 
deactivation  of  DCAA  FAOs  (excluding 
suboffices)  is  subject  to  approval  by  the 
Director,  DCAA,  upon  the  recommenda¬ 
tion  of  the  cognizant  regional  director. 
The  regional  director  may  establish  or 
discontinue  suboffices.  Regional  direc¬ 
tors  should  periodically  review  the  opera¬ 
tions  of  existing  FA()s  to  determine  if 
they  still  meet  the  criteria  referred  to  in 
the  regulation  or  whether,  due  to  changed 
conditions,  any  of  these  offices  should  be 
discontinued.  Conversely,  consideration 
should  be  given  to  establishing  FAOs  at 
those  locations  where  the  workload  so 
warrants.  If  any  such  changes  are  indicat¬ 
ed,  submit  recommendations  to  Head¬ 
quarters,  Attn:  OWD  (with  concurrent 
copy  direct  to  CP),  containing  the  infor¬ 
mation  required  by  the  regulation. 

1-502.2  Establishment  of  Branch  Offices 

a.  A  branch  office  is  defined  as  a 
DCAA  field  audit  office  which  (I)  per¬ 
forms  mobile  audit  work  at  all  contrac¬ 
tors  within  its  designated  geographic  ar¬ 
eas  which  are  not  audited  by  a  DCAA 
resident  office  and/or  (2)  performs  resi¬ 
dent  audits  of  several  unrelated  contrac¬ 
tors  through  suboffices.  Branch  offices 
are  established  at  appropriate  locations 
within  DCAA  regions  for  these  purposes. 

b.  A  branch  office  may  be  located  in  a 
contractor  facility  only  if  there  is  unre¬ 
stricted  access  to  the  DCAA  office  by 
other  (nonhost)  contractor  representa¬ 
tives  and  adequate  security  is  provided 
for  data  of  such  other  contractors.  Re¬ 
gional  directors  are  responsible  for  esta^ 


lishing  the  most  efficient  and  economical 
arrangements  for  specific  locations  with¬ 
in  these  restrictions.  If  a  branch  office  is 
located  in  a  contractor  facility,  the  name 
of  the  branch  office  will  not  include  the 
contractor’s  name,  and  the  mail  system 
will  be  arranged  so  that  DCAA  mail  does 
not  go  to  or  through  the  host  contractor  s 
system. 

c.  A  branch  office  may  have  one  or 
more  suboffices.  A  suboffice  is  defined  as 
a  subordinate  element  of  an  FAO.  A 
suboffice  may  be  established  (1)  at  a 
geographic  point  distant  from  the  main 
branch  office  location  if  a  concentrated 
workload  of  mobile  audits  exists  in  the 
area  which  can  be  performed  more  eco¬ 
nomically  by  stationing  one  or  a  few 
auditors  permanently  at  that  distant 
point,  (2)  at  a  particular  contractor  loca¬ 
tion  which  has  a  continuous  workload 
requiring  the  full-time  assignment  of  a 
few  auditors,  or  (3)  at  a  location  where  a 
significant  combination  of  the  two  pre¬ 
ceding  conditions  exists.  A  suboffice  with 
both  mobile  and  resident  workload  must 
meet  the  criteria  of  b  above,  unless  the 
exception  in  1 -502.3b  applies. 

1-502.3  EstablisbmcDt  of  Resident 
Offices 

a.  A  resident  office  is  defined  as  a 
DCAA  field  audit  office  located  at  a 
contractor’s  facility  for  the  purpose  of 
performing  the  contract  audit  workload 
at  the  contractor.  The  office  may  be 
made  up  of  suboffices  located  at  compo¬ 
nents  of  the  same  company  and  still  meet 
the  resident  office  definition. 

b.  On  a  case-by-case  basis  with  prior 
Headquarters  approval,  limited  amounts 
of  mobile  work  may  be  assigned  to  resi¬ 
dent  offices  without  changing  the  office 
designation.  This  exception  applies  only 
to  situations  where  it  is  uneconomical  or 
impractical  to  assign  the  mobile  work  to 
a  branch  office. 

c.  Resident  offices  are  usually  estab¬ 
lished  at  principal  locations  of  major 
defense  contractors.  The  main  criteria  for 
establishing  a  resident  office  are  whether 
the  audit  workload  at  the  contractor  is  of 
a  continuing  nature  and  is  sufficient  in 
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significance,  complexity,  and  volume  to 
warrant  a  full-time  staff  large  enough  to 
require  a  resident  audit  manager  and 
clerical  staff. 

d.  A  resident  office  has  the  important 
advantage  of  enabling  auditors  assigned 
to  the  contractor  location  on  a  continuing 
basis  to  develop  a  comprehensive  under¬ 
standing  of  the  contractor’s  operations 
and  basic  management  policies  and  prac¬ 
tices  in  relation  to  government  contract¬ 
ing.  This  understanding  enables  more 
efficient  audits  of  major  contractors  and 
more  timely  and  effective  audit  advice  on 
these  contractors  to  procureinent  and 
contract  administration  activities. 

1-502.4  Change  of  FAO  Cognizance 

a.  Occasionally,  FAO  cognizance  of  a 
contractor  organization  will  change  be¬ 
cause  of  such  contractor  actions  as  relo¬ 
cations,  reorganizations,  or  consolida¬ 
tions.  FAO  cognizance  of  a  contractor 
may  also  need  to  be  reassigned  as  a  result 
of  DCAA’s  actions  such  as  establishing 
new  FAOs,  consolidating  FA<^,  or  deac¬ 
tivating  FAOs.  When  audit  responsibili¬ 
ties  of  a  contractor  need  to  be  trans¬ 
ferred,  the  branch  or  resident  office  hav¬ 
ing  audit  cognizance  prior  to  the  change 
is  required  to  coordinate  with  the  gaining 
office  to  assure  that  continuity  of  audit 
services  is  maintained. 

b.  Actions  to  be  taken  by.  the  losing 
FAO  include: 

(1)  Issue  notification  to  the  major 
procurement  and  contract  administration 
activities  that  do  business  with  the  con¬ 
tractor;  providing  the  name,  address,  and 
telephone  and  facsimile  numbers  of  the 
FAO  gaining  cognizance  of  the  contrac¬ 
tor. 

(2)  Provide  the  gaining  FAO  with  a 
listing  of  all  auditable  contracts.  The 
listing  should  include  the  name  of  the 
procurement  office,  contract  number, 
type,  amount  of  award,  cognizant  ACO 
and  identify  those  contracts  that  provide 
for  DCAA  provisional  approval  of  public 
vouchers. 

(3)  Transfer  permanent  files  informa¬ 
tion,  with  a  transmittal  memorandum 
that  lists  the  content  of  the  files.  A  copy 
of  the  transmittal  memorandum  should 
be  sent  separate  of  the  files  and  retained 


in  the  permanent  files  of  both  the  gaining 
and  losing  FAO. 

(4)  Provide  a  copy  of  ail  requirements 
and  program  plan  data  relating  to  the 
contractor  for  the  current  and  prior  years. 

(5)  Prepare  a  summary  of  all  unre¬ 
solved  issues  and  forward  it,  through  the 
new  RAM,  to  the  gaining  FAO.  This 
summary  should  include  the  current  sta¬ 
tus  of  these  issues.  Wherever  possible, 
resolution  of  the  issues  should  be  accom¬ 
plished  prior  to  transferring  cognizance 
to  the  gaining  FAO. 

(6)  Notify  the  CAC/GAC  of  the  change 
in  audit  co^izance  and  provide  informa¬ 
tion  concerning  status  of  audit  issues 
affecting  the  CAC/GAC  network. 

(7)  Provide  a  listing  of  files  maintained 
at  the  Federal  Records  Center  to  the 
gaining  FAO. 

(8)  Issue  a  change  of  address  notifica¬ 
tion  to  the  Federal  Records  Center  for 
any  audit  files  that  are  in  records  reten¬ 
tion.  The  change  of  address  should  be 
forwarded  through  the  regional  resources 
office,  Attn:  Records  Management  Offi¬ 
cer  (See  DCAAM  5015.1). 

(9)  Provide  the  regional  resources  man¬ 
ager,  with  a  concurrent  copy  to  Head¬ 
quarters,  Attn:  CP  and  OWD,  a  brief 
explanation  of  all  contractor  data  main¬ 
tained  in  the  FMIS  that  will  need  to  be 
transferred  to  the  gaining  FAO  and  the 
effective  date  of  the  transfer.  When  possi¬ 
ble,  provide  this  information  at  least  60 
days  in  advance  of  the  anticipated 
change. 

(10)  Transfer  any  data  relating  to  the 
contractor  that  is  included  in  regional  or 
headquarters  periodic  reports  to  the  gain¬ 
ing  FAO,  complete  with  any  computer- 
based  files  (e.g.,  incurred  cost  status 
report  database).  Concurrent  notification 
of  the  change  in  FAO  cognizance  should 
be  made  to  the  responsible  regional  office 
element. 

1-503  Notification  of  Visits  to 
Contractor  Facilities 

1-503.1  Security  Requirements  and 
Procedures 

a.  Section  3-1  Old  of  the  DoD  Industri¬ 
al  Security  Regulation  (DoD  5220.22R) 
and  paragraph  37  of  the  DoD  Industrial 
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Security  Manual  for  Safeguarding  Classi¬ 
fied  Information  (DoD  5220.22M)  re¬ 
quire  that  the  contractor  be  given  ad¬ 
vance  notice  in  writing  when  access  to 
classified  information  held  by  the  con¬ 
tractor  is  involved.  The  manual  requires 
such  notification  to  include; 

The  name  and  title  of  personfs)  to  be 
visited. 

The  name,  title,  date  and  place  of 
birth,  citizenship,  and  security  clearance 
status  of  the  DCAA  representative(s). 

The  purpose  of  and  Justification  for  the 
visit,  including  identification  of  related 
program(s)  or  contract(s)  and  classified 
information  to  which  access  is  required, 
if  known. 

The  date  of  the  proposed  visit  or 
period  during  which  the  notice  is  to  be 
valid. 

It  is  IXHAA  policy  to  also  include  the 
following  information; 

IXTAA  identification  number  (auditor 
credential  card  number  or  equivalent). 

Visitor  Category  (the  Industrial  Securi¬ 
ty  Manual  designates  category  I  for  U.S. 
government  employees). 

b.  When  a  visit  will  require  access  to 
classified  matter  held  by  the  contractor 
and/or  access  to  a  secured  contractor 
plant,  DCAA  Form  5220-1  will  be  used 
to  notify  contractors  of  planned  visits. 
This  form  will  also  be  used  for  DCAA 
personnel  permanently  located  at  con¬ 
tractor  facilities  (such  as  those  assigned 
to  resident  offices  and  suboffices)  and  for 
those  visiting  contractors  on  a  regular 
basis  (such  as  regional  audit  managers 
and  members  of  regional  audit  teams). 
Notification  in  these  cases  will  normally 
consist  of  blanket  notices  submitted  on 
an  annual  basis.  A  copy  of  each  notifica¬ 
tion  sent  to  the  contractor  will  be  for¬ 
warded  to  the  cognizant  contract  admin¬ 
istration  office. 

c.  CXTAA  personnel  will  inform  their 
security  officer  of  planned  visits  to  con¬ 
tractor  facilities  in  suffcient  time  to 
enable  timely  notification. 

1-S03.2  Required  Notice  to  Contract 
Administration  Offices  and  Courtesy 
Notice  to  Contractors 

a.  Whether  or  not  access  to  classified 
matter  or  secured  area(s)  is  required,  to 
preclude  duplicate  demands  on  the  con¬ 


tractor,  prospective  visitors  to  contractor 
facilities  are  to  provide  information  con¬ 
cerning  the  visit  to  the  cognizant  Con¬ 
tract  Administration  Office  (CAO)  suffi¬ 
ciently  in  advance  and  in  adequate  detail 
so  as  to  permit  the  CAO  to  advise  the 
visitors  in  the  event  information  related 
to  the  contract  administration  functions 
currently  exists  that  may  satisfy  the  stat¬ 
ed  purpose  of  the  visit  (FAR  42.101(a) 
and  42.402(a)  and  (b)).  The  visitor  will 
make  a  courtesy  telephone  call  to  inform 
the  contractor  and  make  appropriate  ar¬ 
rangements  if  a  planned  visit  will  involve 
contractor  personnel.  If  desired,  the  visi¬ 
tor  may  send  a  letter  to  confirm  arrange¬ 
ments  made.  Such  a  letter  will  not  substi¬ 
tute  for  any  notification  required  by  1- 
503. 1. 

b.  If  a  planned  visit  will  involve  con¬ 
tract  administration  personnel,  make  ad¬ 
vance  arrangements  comparable  to  those 
for  contractors  as  stated  in  a  above. 

1-504  Access  to  Contractor  Records 

1-504.1  Genera) 

a.  Statutes,  implementing  regulations, 
or  contract  terms  may  provide  access  to 
contractors’  records  for  purpose  of  audit 
(1-504.2).  The  clause  at  FAR  52.215-2 
provides  the  auditor’s  primary  authority 
for  access  to  contractor  records.  This 
clause  must  be  inserted  in  all  negotiated 
contracts,  except  contracts  for  small  pur¬ 
chases  (See  FAR  15.106-2).  This  clause 
provides  the  contracting  officer’s  repre¬ 
sentative  with  the  authority  to  examine 
and  audit  contractors'  books,  records, 
documents  and  other  evidence  and  ac¬ 
counting  procedures  and  practices,  re¬ 
gardless  of  form  (e.g.,  machine  readable 
media  such  as  disk,  tape,  etc.)  or  type 
(e.g.,  data  bases,  application  software, 
data  base  management  software,  utilities, 
etc.),  sufficient  to  reflect  properly  all 
costs  claimed  to  have  been  incurred  or 
anticipated  to  be  incurred  in  performing 
cost-reimbursement,  incentive,  time-and- 
material,  labor-hour,  or  price-redeter- 
minable  contracts.  The  clause  also  pro¬ 
vides  access  rights  for  the  purpose  of 
evaluating  the  accuracy,  completeness, 
and  currency  of  cost  or  pricing  data. 
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b.  In  addition  to  access  to  specific  cost 
records,  access  to  records  refers  to  con¬ 
tractor  policies,  procedures,  systems, 
management  reports,  personnel,  minutes 
of  its  board  of  directors  meetings,  charter 
and  bylaws,  and  any  other  information 
source  which  ;;ffects  and  reflects  the 
incurrence,  control,  and  allocation  of 
costs  to  contracts. 

c.  Adequate  audits  are  possible  only 
when  all  existing  evidence  which  pertains 
to  the  representations,  claims,  or  propos¬ 
als  under  audit  is  available  to  the  auditor. 
A  contractor’s  failure  to  make  all  perti¬ 
nent  records  available  to  the  auditor 
when  needed  leads  to  audit  reports  that 
contain  qualified  or  adverse  opinions, 
and  may  result  in  more  difficult  negotia¬ 
tions  and  delay  in  the  contract  award  or 
settlement. 

d.  For  field  pricing  support  audits, 
FAR  1 3.80S-5(e)  states  that  the  auditor  is 
responsible  for  determining  the  scope 
and  depth  of  audit.  Inherent  in  this 
responsibility  is  the  right  of  auditors  to 
determine  the  specific  records  or  other 
evidential  matter  needed  to  accomplish 
the  audit.  IXTAA  auditors  must  adhere  to 
generally  accepted  government  auditing 
standards  in  determining  what  comprises 
competent,  relevant,  and  sufficient  evi¬ 
dential  matter.  Therefore,  auditors  must 
use  good  judgment  and  rationale  in  de¬ 
ciding  what  contractor  records  or  other 
evidential  matter  should  be  sou^t.  In 
determining  the  sufficiency  of  evidence 
needed,  auditors  must  consider  the  audit 
objective,  the  risk,  and  materiality  of  an 
error  or  misstatement  in  the  area  being 
audited  and  the  effect  on  the  audit  opin¬ 
ion.  See  5-505  for  additional  guidance  on 
access  to  contractor  budgets  and  14-304 
on  access  to  cash  flow  forecasts. 

e.  FAOs  should  not  enter  into  written 
agreements  with  contractors,  or  concur 
with  contractor  letters,  containing  access 
to  records  provisions  or  procedures.  Any 
such  written  a^eements  may  give  the 
appearance  of  limiting  access.  However, 
responses  to  contractor  requests  for  writ¬ 
ten  confirmation  that  proprietary  data 
will  be  protected  in  accordance  with 
applicable  laws  and  regulations  are  per¬ 
missible.  See  1-805  for  guidance  on  mem¬ 
orandum  of  agreements  pertaining  to 


matters  other  than  access  to  contractor 
records. 

f.  While  FAOs  will  not  sign  agree¬ 
ments,  letters  or  procedures  indicating 
concurrence  on  access  to  records  matters, 
they  will  obtain  and  review  any  such 
documents  containing  contractor  proce¬ 
dures  or  policies.  If  the  FAO  believes  the 
policies  and  procedures  will  invoke  un¬ 
reasonable  delays,  waste  audit  time  or 
otherwise  impede  the  orderly  process  of 
the  audit,  the  contractor  should  be  noti¬ 
fied  in  writing  of  such  concerns  in  accor¬ 
dance  with  procedures  in  1-504.4,  and  1- 
504.5.  If  no  such  concerns  exist,  the  FAO 
should  follow  contractor  procedural  ar¬ 
rangements  for  obtaining  access  to  need¬ 
ed  information. 

g.  Agreements  between  a  contracting 
officer  and  a  contractor  which  appear  to 
restrict  DCAA’s  access  to  a  contractor’s 
records  should  be  transmitted  through 
Headquarters,  Operations  to  the  General 
Counsel  for  a  legal  analysis. 

1-504.2  Statutory  and  Regulatory 
Requirements 

Among  statutory  bases  for  access  to 
contractor  records  are  10  U.S.C.  2313(a), 
"Examination  of  Books  and  Records  of 
Contractor,’’  10  U.S.C.  2306a,  (“Truth  in 
Negotiations’’),  and  41  U.S.C.  422k  (Cost 
Accounting  Standards).  The  following 
acquisition  regulations  have  implement¬ 
ed  these  statutory  and  other  access  re¬ 
quirements: 

a.  FAR  15.106-2  requires  an  “Audit  - 
Negotiation”  clause  (FAR  52.215-2)  in 
all  negotiated  contracts  other  than  those 
which  are  not  expected  to  exceed 
$25,000. 

b.  FAR  15.804-6  Table  15-2,  Instruc¬ 
tions  for  Submission  of  a  Contract  Pric¬ 
ing  Proposal. 

c.  FAR  52.215-32  (Certification  of 
Commercial  Pricing),  implementing  10 
U.S.C.  2323(d). 

d.  FAR  52.230-2  and  52.230-3  (Cost 
Accounting  Standards). 

e.  FAR  52.216-4  (Economic  Price  Ad¬ 
justment  -  Labor  and  Material). 

f.  FAR  52.232-16  (Progress  Payments). 

1-504.3  Guidance  for  Requesting  Access 
to  Records 

a.  Records  should  first  be  verbally 
requested  during  the  FAO's  normal 
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course  of  business  with  the  contractor. 
The  auditor  should  be  ready  to  discuss 
the  basis  for  the  request  with  the  contrac¬ 
tor.  CAM  or  other  Agency  guidelines 
should  not  be  cited  as  the  reason  for 
requesting  a  record  in  lieu  of  explaining 
the  underlying  audit  need. 

b.  Occasionally  contractors  may  ask 
that  requests  for  records  be  in  writing. 
Auditors  should  generally  accommodate 
the  contractor  where  it  will  facilitate 
access  and  avoid  misunderstanding. 
However,  contractor  requirements  that 
all  requests  for  records  be  in  writing  are 
unacceptable  as  such  a  process  would 
unnecessarily  impede  the  audit  process. 

c.  All  requests  should  be  for  specific 
records  rather  than  a  general  class  of 
records.  For  example,  requests  should  be 
for  “the  general  ledger  for  FY  1985,”  or 
“the  payroll  register  for  the  pay  period 
ending  4  July  1987”  rather  than  “t  e 
general  ledger,”  or  “payroll  data.  ”  Ad¬ 
dressing  speciflc  records  relates  the  re¬ 
quest  to  a  specific  audit.  This  action 
should  avoid  lengthy  discussion  with  the 
contractor  on  the  merits  of  the  request. 

d.  When  the  auditor  does  not  know 
precisely  what  records  exist,  a  listing  of 
what  does  exist  (such  as  “recurring  finan¬ 
cial  reports”  or  “EDP  files”)  should  be 
r^uested.  The  listing  itself  may  be  con¬ 
sidered  a  record,  particularly  it  the  con¬ 
tractor  already  produces  such  a  list  for 
other  purposes. 

e.  Unusual  or  extensive  requests  for 
reproduction  of  contractor  records 
should  be  made  by  supervisors  and  be  in 
writing  if  requested  by  the  contractor. 

f.  >^en  original  records  or  documents 
are  provided  by  the  contractor,  auditors 
will  ensure  that  all  such  records  and 
documents  are  returned  to  the  contractor 
as  soon  as  possible.  Due  professional  care 
will  be  exercised  in  protecting  contractor 
records  at  ail  times  they  are  in  the 
auditor’s  possession.  See  1-306  guidelines 
for  safeguarding  contractor  information. 

1-504.4  Conditions  Representing  Denial 
of  Access  to  Contractor  Records 

The  following  conditions  qualify  as 
access  to  records  problems  where  a  spe¬ 
cific  record  is  needed  within  these  gener¬ 
al  areas: 


a.  Contractor  refusal  to  provide  access 
to  any  requested  record  including  sup¬ 
port  for  unclaimed  costs  excluded  under 
CAS  405. 

b.  Unreasonable  delays  by  contractor 
representatives  in  permitting  the  audit 
commencement  or  in  providing  access  to 
needed  data  or  personnel.  Since  the  de¬ 
termination  of  unreasonable  delay  is  sub¬ 
jective,  it  is  important  to  distinguish 
between  occasional  delays  due  to  unex¬ 
pected  circumstances  (for  example,  a  key 
employee  is  out  sick)  and  recurring  de¬ 
lays  which  suggest  that  it  is  a  contractor’s 
practice  to  engage  in  delaying  tactics. 
Recurring  delays  should  be  carefully  do¬ 
cumented  with  the  names  of  contractor 
employees,  data  requested,  dates  when 
requested,  dates  when  provided,  etc. 

c.  Restrictions  on  reproduction  of  nec¬ 
essary  supporting  evidential  matter. 

d.  Parti^  or  complete  denial  of  access 
to  internal  audit  data  or  other  manage¬ 
ment  reports  on  contractor  operations. 

e.  Denial  of  access  to  the  contractor’s 
data  base.  This  denial  can  be  a  refusal  to 
produce  the  necessary  reports,  or  allow 
DCAA  to  validate  reports  by  testing  the 
database  using  DATATRAK,  or  other  I 
data  retrieval  software. 

f.  Chronic  failure  of  contractor  person¬ 
nel  to  comply  with  agreed-to  dates  for 
furnishing  data. 

g.  Assertion  of  attorney-client  privilege 
or  attorney  work  product  rule.  TTie  audi¬ 
tor  is  not  in  a  position  to  accept  a  claim 
of  attorney-client  privilege  or  the  work 
product  rule.  Therefore,  auditors  should 
request  that  Headquarters,  Operations 
obtain  a  legal  opinion  from  DCAA  coun¬ 
sel  when  a  claim  of  privilege  is  made. 

1-504.5  Resolution  of  Contractor  Deniak 

a.  When  contractor  personnel  deny  or 
unreasonably  delay  access  to  records 
needed  for  audit,  auditors  should  imme¬ 
diately  notify  and  thoroughly  discuss  the 
issue  with  responsible  contractor  officials 
authorized  to  make  decisions.  Reason¬ 
able  effort  should  be  made  to  resolve  the 
issue  in  a  timely  manner  at  the  lowest 
possible  DCAA  and  contractor  man^e- 
ment  level.  If  access  is  denied  following 
the  initial  conference  with  the  contractor, 
the  auditor  should  follow  the  procedures 
cited  in  DCAA  Instruction  No.  7640.17. 
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b.  When  implementation  of  DCAA 
Instruction  No  7640.17  does  not  resolve 
contractor  denial  of  access  to  records, 
then  the  regional  office  should  consider 
requesting  Headquarters  to  subpoena  the 
records  in  accordance  with  DCAA  Regu¬ 
lation  No.  5500.5.  The  DCAA  Director  is 
authorized  to  subpoena  contractor  docu¬ 
ments  and  records  needed  to  audit  costs 
incurred  under  flexibly  priced  govern¬ 
ment  contracts  and  subcontracts,  and  to 
audit  the  accuracy,  completeness,  and 
currency  of  cost  or  pricing  data  used  for 
negotiated  government  contracts  and 
subcontracts. 

1-504.6  Impact  of  Contractor  Denial  of 
Access  to  Records 

a.  Costs  which  are  unsupported  due  to 
lack  of  access  to  records  should  be  ques¬ 
tioned  under  price  proposals.  Such  costs 
should  also  be  questioned  on  prt^ess 
payments  and  suspended  under  cost- 
reimbursement  contracts  per  6-902a.  A 
contractor’s  denial  of  access  to  records 
may  be  so  extensive  that  it  is  impractical 
to  perform  any  audit  or  determine  an 
amount  affected  by  the  denial.  In  such  a 
case,  immediately  notify  all  procurement 
and  contract  administration  activities 
that  may  be  involved  with  the  subject 
audit  and  request  their  assistance.  In 
addition,  the  auditor  should  recommend 
suspension  of  payments  on  all  affected 
contracts  until  the  access  to  records  prob¬ 
lem  is  resolved. 

b.  The  impact  of  a  contractor’s  denial 
of  access  to  records  on  the  scope  of  audit 
should  be  described  in  the  “purpose  and 
scope  of  audit,”  “circumstances  affecting 
the  audit,”  and,  “summary  of  audit  re¬ 
sults,”  paragraphs  of  the  audit  report. 
The  report  should  identify  the  records 
that  were  sought,  discuss  the  need  Ibr  the 
records,  and  describe  the  measures  that 
were  taken  to  gain  access  (see  10-209.2). 

1-505  Records  Destroyed  or  Not  in 
Condition  for  Audit 

a.  When  the  contractor’s  records  are 
inadequate,  not  current,  or  otherwise  not 
in  condition  for  audit,  immediately  bring 
the  deficiency  to  the  contractor’s  atten¬ 
tion.  If  corrective  action  is  not  instituted 
promptly,  notify  the  regional  office,  the 


requesting  procurement  activity,  and  oth¬ 
er  government  offices  affected.  The  audi¬ 
tor  should  not  undertake  or  participate  in 
correcting  the  deficiencies. 

b.  When  records  are  alleged  to  have 
been  destroyed,  lost,  stolen,  or  otherwise 
cannot  be  located,  obtain  a  written  state¬ 
ment  from  the  contractor  describing  the 
circumstances.  Notify  the  contracting  of¬ 
ficer  of  the  extent  to  which  an  audit  can 
be  made  using  the  remaining  available 
records.  The  auditor  should  not  attempt 
reconstruction  of  contractor’s  records  . 

c.  Any  audit  reports  issued  under  these 
circumstances  should  contain  appropri¬ 
ate  comments  on  all  the  facts,  with  any 
necessary  disclaimer,  adverse  opinion, 
qualifications,  and/or  explanations  of 
questioned  costs. 

1-506  Safeguarding  Contractor 
Information 

a.  Perform  audits  in  such  privacy  as 
warranted  under  the  circumstances,  and 
provide  all  necessary  safeguards  of  con- 
tractor-confidential  data.  Working  pa¬ 
pers,  audit  reports,  unpublished  financial 
statements,  correspondence,  files,  and 
other  records  and  sources  available  to  or 
in  the  possession  of  the  auditor  usually 
contain  information  which  the  contractor 
regards  as  confidential.  Use  such  infor¬ 
mation  only  for  performance  of  official 
duties.  The  auditor  shall  not  disclose  the 
information  to  other  persons  except  with 
the  contractor’s  permission,  and  shall  not 
discuss  information  in  a  manner  which 
might  permit  disclosure  to  unauthorized 
persons. 

b.  The  law  pertaining  to  unauthorized 
disclosure  of  contractor  information,  and 
penalties  for  violation  thereof,  is  con¬ 
tained  in  18  U.S.C.  1905,  as  amended, 
and  is  quoted  below; 

Whoever,  being  an  officer  or  em¬ 
ployee  of  the  United  States  or  of  any 
department  or  agency  thereof,  or 
agent  of  the  E>epartment  of  Justice  as 
defined  in  the  Antitrust  Civil  Process 
Act  (15  U.S.C.  1311-1314),  publ¬ 
ishes,  divulges,  discloses,  or  makes 
known  in  any  manner  or  to  any 
extent  not  authorized  by  law  any 
information  coming  to  him  in  the 
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course  of  his  employment  or  oflicial 
duties  or  by  reason  of  any  examina¬ 
tion  or  investigation  made  by,  or 
return,  report  or  record  made  to  or 
filed  with,  such  department  or  agen¬ 
cy  or  officer  or  employee  thereof, 
which  information  concerns  or  re¬ 
lates  to  the  trade  secrets,  processes, 
operations,  style  of  work,  or  appara¬ 
tus,  or  to  the  identity,  confidential 
statistical  data,  amount  or  source  of 
any  income,  profits,  losses,  or  expen¬ 
ditures  of  any  person,  firm,  partner¬ 
ship,  corporation,  or  association;  or 
permits  any  income  return  or  copy 
thereof  or  any  book  containing  any 
abstract  or  particulars  thereof  to  be 
seen  or  examined  by  any  person 
except  as  provided  by  law;  shall  be 
fined  not  more  than  $1,000,  or  im¬ 
prisoned  not  more  than  one  year,  or 
both;  and  shall  be  removed  from 
office  or  employment. 

c.  Release  of  contractor  information  to 
the  General  Accounting  Office,  members 
of  Congress  and  congressional  commit¬ 
tees  and  their  staffs,  offices  of  inspector 
general,  and  government  investigative 
agencies  should  be  handled  in  accordance 
with  the  procedures  outlined  in  the  appli¬ 
cable  paragraph  under  1-202,  1-405,  or  1- 
406.  Release  of  contractor  provided  in¬ 
formation  in  litigation  is  governed  by 
DCAAR  5410.1 1  and  the  discovery  rules 
of  the  forum  involved.  Release  of  con¬ 
tractor  provided  information  in  response 
to  requests  under  the  Freedom  of  Infor¬ 


mation  Act  is  governed  by  DCAAR 
5410.5. 

1-507  Assistance  in  Preparing 
Claims  Against  the  Government 

a.  Officers  and  employees  of  the  gov¬ 
ernment  are  prohibited  by  law  (18  U.S.C. 
205)  from  acting  as  agents  or  attorneys 
for  prosecuting  any  claim  against  the 
United  States  or  aiding  or  assisting  in  the 
prosecution  or  support  of  any  such  claim 
other  than  in  the  proper  discharge  of 
their  official  duties.  A  part  of  the  audi¬ 
tor’s  official  duties  is  to  inform  contrac¬ 
tors  of  the  manner  in  which  public 
vouchers,  termination  settlement  propos¬ 
als,  cost  statements,  and  other  financial 
representations  connected  with  the  nego¬ 
tiation  and  performance  of  government 
contracts  should  be  prepared  and  submit¬ 
ted. 

b.  The  auditor  may  advise  contractors 
as  to  types  of  costs  which  are  considered 
allowable  and  unallowable  and  on  re¬ 
quest  may  orally  express  an  opinion  as  to 
the  acceptability  of  a  specific  item  of 
cost. 

c.  Advise  contractors  to  screen  and  not 
claim  costs  specifically  unallowable  by 
contract  terms,  statute,  public  policy,  or 
government  regulations.  If  the  contractor 
consistently  claims  costs  which  are  clear¬ 
ly  unallowable  under  the  contract  terms, 
refer  the  matter  to  the  Plant  Representa¬ 
tive/ AGO  for  appropriate  action.  (See  8- 
405.) 
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1-600  Section  6  —  Relationships  with  the  News  Media 


1-601  Introduction 

This  section  contains  guidelines  re¬ 
garding  contacts  with  the  news  media. 

1-602  General 

DCAA  Regulation  S230.1  implements 
DoD  Directive  5230.9,  Clearance  of 
DoD  Information  for  Public  Release. 
The  Regulation  includes  guidance  regard¬ 
ing  information  to  be  furnished  the  news 
media.  Information  in  any  form  concern¬ 
ing  Agency  plans,  policies,  programs,  or 
operations  must  be  cleared  through 
Headquarters  before  release. 


1-603  Processing  Requests  for 
Information 

Agency  personnel  are  often  contacted 
directly  by  the  news  media.  Although 
talking  with  the  news  media  is  not  prohi¬ 
bited,  the  above  references  govern  the 
release  of  information.  If  contacted  by 
the  media,  the  employee  should  obtain 
the  person’s  name,  the  organization  rep¬ 
resented  and  telephone  number,  and  the 
questions  to  be  answered.  This  informa¬ 
tion  and  the  circumstances  surrounding 
the  request  should  be  conveyed  to  the 
Agency  Executive  Officer  (DX),  Head¬ 
quarters.  The  Executive  Officer  is  re¬ 
sponsible  for  deciding  how  the  request 
from  the  media  will  be  satisfied  and  for 
obtaining  appropriate  clearance  for  the 
release  of  information. 


DCAA  Contract  Audit  Manual 


January  1995 


133 

1-700 


1-700  Section  7  —  Processing  Freedom  of  Information  Act  (FOIA)  Requests 

1-701  Introduction  preclude  release  of  the  requested  records. 

An  explanation  of  the  exemptions  is 


This  section  contains  information  and 
pertinent  references  for  processing  Free¬ 
dom  of  Information  Act  (FOIA)  requests. 

1-702  General 

The  Freedom  of  Information  Act,  5 
U.S.C.  532,  is  a  public  law  which  is 
designed  to  allow  the  general  public  ac¬ 
cess  to  government  records.  E)CAA  Re¬ 
lation  5410.8,  DCAA  Freedom  of  Inror- 
mation  Act  Program,  implements  DoD 
Directive  5400.7,  DoD  Freedom  of  Infor¬ 
mation  Act  Program.  DCAA’s  imple¬ 
menting  relation  is  codified  as  32 
C.F.R.  Part  290  and  contains  policy  and 
procedural  information  relative  to  the 
Act.  This  issuance  is  supplemented  by 
DCAAP  5410.14,  DCAA  Freedom  of 
Information  Act  Processing  Guide,  and 
DCAAP  5410.12,  FOIA:  A  Manager’s 
Guide  to  a  Complex  Law,  and  Chapter 
19  to  DCAAM  5020.9,  FAO  Administra¬ 
tive  Manual.  A  self-paced  tutorial  on  the 
FOIA  may  be  found  on  the  local  area 
network  as  part  of  the  info  systems  menu. 

1-703  Scope  of  the  Statute 

All  audit  work  products  are  subject  to 
public  demand  under  the  Freedom  of 
Information  Act.  Although  there  is  a 
preference  for  release  of  government  doc¬ 
uments,  aspects  of  these  documents  may 
be  subject  to  withholding  under  one  or 
more  of  the  established  exemptions  con¬ 
tained  in  the  Act.  The  Agency  must  prove 
that  a  specific  harm  will  be  realized  to 


contained  in  DCAAP  5410.14. 

Typically,  requesters  seek  copies  of 
audit  reports  and  working  papers.  Some 
requests  are  specific  to  a  particular  audit 
report  while  others  are  more  general. 
Since  the  release  of  most  audit  reports  is 
at  the  sole  discretion  of  the  contracting 
officer,  the  primary  demand  for  records 
will  be  limited  to  the  working  papers. 
Requests  for  DCAA  records  compiled  to 
support  an  ongoing  investi^tion  are  nor¬ 
mally  referred  to  the  investigative  agency 
for  processing  until  all  actions  related  to 
the  case  have  been  resolved.  Similarly, 
requests  that  would  cover  records  gener¬ 
ated  in  support  of  a  trial  attorney  are 
covered  by  the  attorney  work  product 
privilege.  Their  release  should  be  coordi¬ 
nated  with  the  trial  attorney  or  his/her 
successor. 

1-704  Processing  Requests  for 
Information  under  the  Freedom  of 
Information  Act 

Request  for  records  may  require  a 
search  of  the  Agency’s  records  to  identify 
potentially  responsive  documents  and 
information  pertinent  to  the  releasability 
of  each  record.  Specific  instructions  for 
the  processing  of  each  request  will  be 
provided  by  the  FOIA  Coordinator  at  the 
regional  level  and  the  DCAA  Information 
and  Privacy  Advisor  for  the  Headquar¬ 
ters.  A  listing  of  Agency  FOIA  personnel 
may  be  found  in  DCAAR  5410.8  and 
DCAAP  5410.14. 
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1-800  Section  8  —  Auditor  Participation  on  Contractor  and  Government 
Process  Action  Teams  (PATs)  and  Process  Oriented  Contract 
Administration  Services  (PROCAS) 


1-801  General 

a.  Auditors  are  often  asked  to  partici¬ 
pate  on  contractor  or  government  PATs. 
In  most  cases,  the  PATs’  objectives  are  to 
study  and  suggest  improvements  to  sys¬ 
tems  of  internal  controls  as  well  as  to 
analyze  the  efficiency  and  effectiveness 
of  the  process.  This  section  provides 
guidance  on  auditor  participation  on 
PATs. 

b.  PATs  are  generally  formed  to  evalu¬ 
ate  and  improve  a  process  or  system. 
Generally,  PAT  membership  is  cross¬ 
functional  and  consists  of  nonmanage¬ 
ment  personnel.  PATs  are  generally  advi¬ 
sory  in  nature  and  provide  their  recom¬ 
mendations  to  management  for  further 
consideration  and  implementation. 

1-802  Auditor’s  Role  on  Contractor 
PATs 

a.  The  auditor  can  be  a  full  voting 
participant  on  PATs  that  are  not  empow¬ 
ered  to  make  management  decisions. 
Usually,  the  auditor  is  asked  to  partici¬ 
pate  on  PATs  addressing  contractor  sys¬ 
tems  for  which  DCAA  has  audit  responsi¬ 
bility  such  as  billing,  estimating,  compen¬ 
sation,  and  accounting  systems.  For 
PATs  focusing  on  other  systems  for 
which  DCAA  does  not  have  the  primary 
responsibility,  DCAA  should  provide 
support  as  requested  and  appropriate  in 
the  circumstances. 

b.  DCAA’s  role  as  independent  finan¬ 
cial  advisor  to  the  contracting  officer 
limits  our  participation  on  contractor 
PATs,  steering  committees,  quality 
boards,  or  other  similar  groups  that  are 
empowered  to  make  management  deci¬ 
sions.  The  auditor  can  participate  in 
most  of  the  team  activities  such  as  team 
meetings,  discussion  of  risk  areas,  discus¬ 
sion  of  key  internal  controls,  establishing 
evaluation  criteria,  and  the  development 
of  metrics.  However,  the  auditor  cannot 
be  involved  in  a  decision-making  process 
such  as  voting  on  implementation  of 
recommendations  and  corrective  actions. 


c.  Actual  and  perceived  independence 
must  be  maintained  by  not  participating 
or  being  identified  with  contractor  man¬ 
agement  groups.  Examples  of  manage¬ 
ment  groups  that  generally  make  manage¬ 
ment  decisions  include  executive  steering 
committees,  quality  councils,  and  man¬ 
agement  advisory  boards. 

d.  The  auditor  should  document  im¬ 
portant  aspects  of  participating  on  the 
PAT.  Examples  of  items  to  document 
include  coordination  of  specific  risk  areas 
that  should  be  considered  by  the  PAT  for 
improvement,  the  PAT’s  objective,  the 
auditor’s  role  on  the  PAT,  identification 
of  key  PAT  milestones  and  when  these 
milestones  were  accomplished,  atten¬ 
dance  at  key  PAT  meetings,  the  PAT’s 
recommendations,  and  metrics  used  to 
assess  effectiveness  of  the  system.  The 
auditor  shoulu  also  follow  up  to  evaluate 
any  recommendations  made  to  the  sys¬ 
tem  and  consider  these  improvements 
when  scoping  any  future  audits  of  the 
system. 

e.  Since  the  system  that  is  being  evalu¬ 
ated  by  the  PAT  belongs  to  the  contrac¬ 
tor,  the  contractor  performs  most  of  the 
action  to  implement  improvements  to 
the  system,  while  the  government  active¬ 
ly  monitors  the  improvements.  The  audi¬ 
tor’s  participation  on  contractor  PATs 
does  not  preclude  DCAA  from  conduct¬ 
ing  audits  and  expressing  an  opinion  of 
the  particular  process  in  the  future  as  are 
considered  necessary,  even  if  the  opinion 
is  contrary  to  the  recommendation  or 
conclusions  of  the  PAT.  Figure  1-8-1  is 
an  example  of  a  letter  that  should  be  sent 
to  the  contractor  describing  the  auditor’s 
role  on  contractor  PATs. 

1-803  Auditor’s  Role  on  Government 
PATs 

Auditors  can  fully  participate  on  gov¬ 
ernment  PATs  that  are  studying  pro¬ 
cesses  involving  DCAA  mission  responsi¬ 
bilities.  Examples  of  government  PATs 
that  auditors  are  frequently  asked  to 
participate  on  include  PATs  formed  to 
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study  and  suggest  improvements  on  ac¬ 
quisition  processes  or  regulations. 

1-804  Process  Oriented  Contract 
Administration  Services  (PROCAS) 

a.  Process  Oriented  Contract  Adminis¬ 
tration  Services  (PROCAS)  is  a  Defense 
Contract  Management  Command 
(DCMC)  initiative  to  foster  and  promote 
continuous  contractor  process  improve¬ 
ment  through  teaming  efforts.  The  funda¬ 
mental  concepts  of  PROCAS  are  similar 
to  Total  Quality  Management  and  Con¬ 
tractor  Risk  Assessment  Guide  (see  3- 
104.4). 

b.  When  implementing  PROCAS,  rep¬ 
resentatives  from  the  contractor,  DCMC, 
the  buying  office,  and  DCAA  use  analyti¬ 
cal  techniques  to  evaluate  and  make 
continuous  improvements  to  contractor 
and  government  processes. 

c.  The  auditor  should  be  asked  to 
participate  on  PROCAS  teams  that  will 
be  evaluating  systems  for  which  DCAA 
has  audit  responsibility  such  as  billing, 
estimating,  compensation,  and  account¬ 
ing  systems.  For  other  systems  for  which 
DCAA  does  not  have  primary  responsi¬ 
bility,  the  FAO  should  provide  support  as 
requested  and  as  appropriate.  The  guid¬ 
ance  discussed  at  1-802  and  1-803  also 
applies  to  DCAA’s  participation  on 
PROCAS  teams. 


d.  The  auditor  should  be  involved  in 
the  system  selection  process  to  ensure 
that  high-risk  systems  identified  by 
DCAA  are  considered  for  selection  by  the 
PROCAS  team.  This  is  accomplished  by 
coordinating  audit  plans  with  the  PRO¬ 
CAS  team,  sharing  risk  assessments,  and 
recommending  that  the  PROCAS  team 
select  systems  identified  with  high  risk  to 
the  government.  This  will  assist  the  PRO¬ 
CAS  team  to  identify,  prioritize,  and 
select  high-risk  systems  for  review. 

1-805  Memorandum  of  Agreement 

Sometimes  when  participating  on 
PATs,  PROCAS  teams,  or  other  similar 
types  of  teams,  the  auditor  may  be  asked 
to  sign  a  teaming  agreement  or  memoran¬ 
dum  of  agreement  (see  l-504.1.e  for 
guidance  on  memorandums  of  agreement 
pertaining  to  access  to  contractor  rec¬ 
ords).  Auditors  generally  should  not  sign 
these  agreements.  The  auditing  standard 
of  independence  precludes  DCAA  from 
entering  into  most  agreements.  If  the 
contractor  or  Federal  agency  insists  on 
the  FAO  entering  into  such  agreements, 
the  FAO  should  send  the  proposed  mem¬ 
orandum  of  agreement  and  background 
material  before  executing  the  agreement 
through  the  regional  office  to  Headquar¬ 
ters,  Attn:  PFD,  for  coordination. 
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Figure  1-8-1 

Notification  Letter  to  Contractor 


Danica  Smith,  Controller 
ABC  Corporation 
507  Main  Street 
Any  City,  State  00000 

Dear  Ms.  Smith: 

You  have  requested  that  DCAA  provide  a  participant  on  a  PAT  you  are  establishing 
to  study  and  suggest  improvements  in  your  processes  and  internal  controls  for 
[identify  system  or  process  that  is  being  evaluated].  I  believe  your  desire  to  pursue 
continuous  process  improvement  in  this  critical  area  has  significant  potential  benefit 

to  the  government.  Accordingly,  I  have  assigned _ Ms./Mr. _ of  my 

staff  to  participate.  They  may  be  contacted  at  [telephone  no.]. 

While  I  am  supportive  of  your  PAT  efforts  and  understand  the  value  of  a  DCAA 
participant,  it  is  important  that  you  acknowledge  the  following  conditions  regarding 

such  participation.  Ms./Mr - is  participating  in  her  or  his  individual  capacity, 

and  his  or  her  contributions  do  not  represent  formal  audit  opinions  of  the  DCAA.  As 
such,  DCAA  reserves  the  right  to  conduct  such  audits  in  the  future  as  are  considered 
necessary,  in  accordance  with  FAR,  and  to  render  independent  opinions  as  a  result  of 
such  work,  even  if  such  opinions  are  contrary  to  the  recommendations  or  conclusions 
of  this  PAT. 


Sincerely, 


James  Jones 
FAO  Manager 
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2-000 


CHAPTER  2 

2-000  AUDITING  STANDARDS 


2-001  Scope  of  Chapter 

a.  The  term  “audit”  is  used  to  refer  to  a 
variety  of  types  of  examinations  and 
reviews  by  a  person  other  than  the  pre¬ 
parer  of  the  data.  There  is  no  commonly 
accepted  definition  of  precisely  what  con¬ 
stitutes  an  audit  that  can  be  assumed  to 
apply  to  all  cases  in  which  the  term  is 
used.  In  order  to  be  understood,  the  term 
“audit”  must  be  accompanied  by  an 
explanation  of  ( 1 )  the  auditing  standards 
followed  and,  (2)  if  not  otherwise  implied 
by  the  standards,  the  purpose  and  scope 
of  work  undertaken. 

b.  Auditing  standards  differ  from  audit 
procedures  as  discussed  elsewhere  in 
CAM  in  that  procedures  relate  to  acts  to 
be  performed,  whereas  standards  deal 


with  measures  of  quality  of  the  perfor¬ 
mance  of  those  acts  and  the  objectives  to 
be  attained  by  use  of  the  procedures 
undertaken. 

c.  Government  audit  standards  include 
generally  accepted  auditing  standards  of 
the  American  Institute  of  Certified  Pub¬ 
lic  Accountants  and  audit  policy  state¬ 
ments  of  the  General  Accounting  Office 
and  the  Office  of  Management  and  Bud¬ 
get.  It  is  important  to  understand  these 
standards  and  how  they  affect  DCAA 
audits.  Generally  these  standards  govern 

(1)  the  quality  of  the  audit  performance, 

(2)  the  nature  and  extent  of  audit  evi¬ 
dence  to  be  obtained  by  means  of  audit¬ 
ing  procedures,  and  (3)  the  nature  and 
content  of  audit  reports. 
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2-100  Section  1 — Generally  Accepted  Auditing  Standards  and  Their 
Relationship  to  DCAA  Audits 


2-101  AICPA  Auditing  Standards 

a.  Generally  accepted  auditing  stan¬ 
dards  (“GAAS”)  refer  to  the  auditing 
standards  approved  and  adopted  by  the 
membership  of  the  American  Institute  of 
Certified  Public  Accountants  (AICPA). 
The  standards  are  oriented  toward  inde¬ 
pendent  audits  of  financial  statements. 
They  also  apply,  however,  at  least  in  part, 
to  audits  of  “selected  financial  data”  that 
is  less  than  a  complete  financial  state¬ 
ment  and  to  agreed-upon  audit  proce¬ 
dures  examinations  (less  than  a  full-scope 
audit)  that  may  be  used  in  certain  cir¬ 
cumstances  when  a  “special”  report  pro¬ 
viding  less  assurance  than  an  audit  in 
accordance  with  GAAS  is  to  be  issued. 
Thus,  they  may  be  applied  to  the  audit  of 
a  contract,  a  particular  transaction,  or  a 
department  of  a  business,  governmental, 
or  nonprofit  entity. 

b.  The  AICPA,  through  its  Auditing 
Standards  Board,  has  also  issued  an  ex¬ 
tensive  series  of  interpretations  of  its 
standards  (referred  to  as  Statements  on 
Auditing  Standards  (SAS),  which  CPAs 
are  expected  to  follow  in  order  to  comply 
with  GAAS.  A  copy  of  the  AICPA  publi¬ 
cation  with  all  of  the  SAS  is  in  each 
DCAA  field  audit  office  library-  The 
AICPA  also  publishes  “audit  guides”  to 
provide  relatively  specific  guidance  for 
the  audit  of  companies  in  certain  special¬ 
ized  industries  such  as  banking,  invest¬ 
ment  companies,  finance  companies,  etc. 
Of  special  interest  to  DCAA  auditors  is 
the  Guide  for  Audits  of  Federal  Govern¬ 
ment  Contractors,  published  in  1990. 
The  guide  is  tailored  for  an  audit  pursu¬ 
ant  to  GAAS  of  complete  financial  state¬ 
ments  of  contractors  prepared  in  accor¬ 
dance  with  Generally  Accepted  Account¬ 
ing  Principles  (GAAP)  and  addresses 
many  of  the  same  internal  control  and 
compliance  issues  of  concern  to  DCAA 
auditors.  A  copy  of  the  guide  is  included 
in  each  DCAA  field  audit  office  library. 

2-102  Other  AICPA  Standards 

a.  In  addition  to  performing  audits  of 
“historical”  financial  statements  in  ac¬ 


cordance  with  GAAS,  auditors  perform 
other  types  of  “attest”  services  to  which 
other  AICPA  standards  apply.  For  exam¬ 
ple,  separate  standards  have  been  issued 
for  “prospective”  financial  statements 
which  include  forecasts  and  projections. 
These  standards  provide  for  a  four-level 
approach  to  such  data  in  which  the 
auditor  may  perform  either  ( 1 )  an  “exam¬ 
ination”  of  the  data,  (2)  a  “review”  of  the 
data,  (3)  a  “compilation”  of  the  data,  or 
(4)  agreed-upon  procedures  which  are 
generally  less  than  ( 1 )  and  either  more  or 
less  than  (2).  The  existence  of  these  four 
levels  of  work  provides  the  auditor  with 
considerable  flexibility  to  tailor  the  en¬ 
gagement  to  the  needs  of  the  user  of  the 
audit  report. 

b.  Separate  standards  also  have  been 
issued  for  other  types  of  attestation  en¬ 
gagements.  Commonly,  these  engage¬ 
ments  involve  reports  of  statistical  or 
factual  non-financial  statement  data,  but 
also  may  involve  such  matters  as  compli¬ 
ance  with  a  prescribed  code  of  ethics,  or 
other  prescribed  procedures  or  standards. 
The  attestation  standards  are  a  natural 
extension  of  the  GAAS  for  financial 
statement  audits.  They  deal  with  the  need 
for  technical  competence,  independence 
in  mental  attitude,  due  professional  care, 
adequate  planning  and  supervision,  suffi¬ 
cient  evidence,  and  appropriate  report¬ 
ing. 

2-103  Government  Auditing 
Standards 

a.  “Standards  for  Audit  of  Governmen¬ 
tal  Organizations,  Programs.  Activities, 
and  Functions”  are  developed  and  pub¬ 
lished  by  the  Comptroller  General.  The 
latest  version  was  published  in  1988.  A 
copy  is  included  in  each  DCAA  field 
audit  office  library.  The  Comptroller 
General’s  standards  incorporate  GAAS 
by  reference  and  add  standards  for  mat¬ 
ters  of  unique  concern  in  government 
audits.  The  Comptroller  General’s  stan¬ 
dards  identify  government  contract  au¬ 
dits  as  being  “financial  related  audits”  to 
which  certain  financial  statement  audit- 
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ing  (as  opposed  to  compliance  or  other 
audits)  standards  apply.  OMB  Circular 
A-73,  dated  20  June  1983,  and  DoD 
Directive  7600.2,  dated  26  January  1990, 
incorporate  the  Comptroller  General’s 
standards  by  reference  as  well  as  those 
issued  by  the  President’s  Council  on 
Integrity  and  Efficiency  and  the  Inspector 
General  of  the  Department  of  Defense. 
The  government  auditing  standards  are 
applicable  to  DCAA. 

b.  The  government  auditing  standards 
have  expanded  the  AICPA’s  general  au¬ 
diting  standards  to  require  continuing 
education  and  a  quality  control  program, 
and  adopted  the  AICPA  auditing  stan¬ 
dards  for  audit  field  work  and  reporting. 
Standards  related  to  the  following  mat¬ 
ters  have  been  added  for  governmental 
audits: 

(1)  Planning  should  include  consider¬ 
ation  of  the  audit  requirements  of  all 
levels  of  government. 

(2)  A  test  should  be  made  of  compli¬ 
ance  with  applicable  laws  and  regula¬ 
tions. 

(3)  Performance  audits  will  assess  the 
economy  and  efficiency  of  operations  or 
programs. 


(4)  Requirements  for  working  papers 
set  the  level  of  documentation  which  the 
auditor  must  develop. 

(5)  Supplemental  reporting  standards 
deal  with  reporting  on  compliance,  illegal 
acts,  internal  controls,  and  performance 
audits. 

c.  Under  GAAS,  an  auditor  is  not 
required  to  evaluate,  per  se,  the  reason¬ 
ableness  of  business  operating  decisions 
or  matters  of  management  and  operation¬ 
al  efficiency  that  directly  impact  operat¬ 
ing  costs.  Government  auditing  stan¬ 
dards  for  performance  audits  require  the 
auditor  to  consider  such  matters.  Perfor¬ 
mance  audits  should  determine  (1) 
whether  the  entity  is  acquiring,  protect¬ 
ing,  and  using  its  resources  (such  as 
personnel,  property,  and  space)  economi¬ 
cally  and  efficiently;  (2)  the  causes  of 
ine^iciencies  or  uneconomical  practices; 
and  (3)  whether  the  entity  has  complied 
with  the  laws  and  regulations  concerning 
matters  of  economy  and  efficiency.  These 
performance  audit  standards  relate  to 
E>Ci^  operations  audits  and  other  such 
audit  activities  carried  out  to  assess  the 
reasonableness  of  contract  cost. 
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2-200  Section  2 — General  Standards 


2-201  Introduction 

This  section  explains  the  “general  stan¬ 
dards”  element  of  government  auditing 
standards  for  conducting  audits.  General 
standards  relate  to  the  qualifications  of 
the  staff,  the  audit  organization’s  and  the 
individual  auditor’s  independence,  the 
exercise  of  due  professional  care  in  per¬ 
forming  the  audit  and  in  preparing  relat¬ 
ed  reports,  and  the  presence  of  quality 
controls. 

2-202  Qualifications 

The  staff  assigned  to  conduct  the  audit 
should  collectively  possess  adequate  pro¬ 
fessional  proficiency  for  the  tasks  re¬ 
quired. 

a.  This  standard  requires  that  those 
assigned  to  the  job  collectively  have  the 
skills  necessary  for  the  task  at  hand;  their 
qualifications  should  be  commensurate 
with  the  scope  and  complexities  of  the 
assignments.  Audits  vary  in  purpose  and 
scope.  Some  require  an  opinion  on  the 
adequacy  of  financial  representations; 
others  an  opinion  on  compliance  with 
specific  laws,  contractual  provisions,  and 
other  requirements;  others  require  re¬ 
views  of  efficiency  and  economy  of  oper¬ 
ations;  and  still  others  require  some  or  all 
of  these  elements.  Since  audits  frequently 
require  a  wide  variety  of  skills,  an  auditor 
may  need  technical  assistance  from  other 
disciplines  such  as  legal,  engineering,  and 
production/quality  control.  The  auditor 
should  make  arrangements  to  secure  any 
needed  technical  assistance  from  the 
ACO/plant  representative  or  responsible 
acquisition  agency. 

b.  The  effectiveness  of  contract  audits 
is  governed  in  large  measure  by  the 
caliber  and  training  of  the  person  or 
persons  performing  the  work.  The  audi¬ 
tor  is  expected  to  have  acquired  through 
continuing  education,  training  and  expe¬ 
rience  the  ability  to  plan;  to  devise  and 
apply  effective  audit  procedures;  to  deter¬ 
mine  facts;  to  make  reasonable  judg¬ 
ments  and  decisions;  and  to  prepare 
objective  and  effective  reports. 


c.  The  continuing  education  and  train¬ 
ing  may  include  such  topics  as  current 
developments  in  audit  methods,  account¬ 
ing,  assessment  of  internal  controls,  prin¬ 
ciples  of  management  and  supervision, 
financial  management,  statistical  sam¬ 
pling,  evaluation  design,  and  data  analy¬ 
sis.  It  may  also  include  subjects  related  to 
the  auditor’s  field  of  work,  such  as  public 
administration,  public  policy  and  struc¬ 
ture,  industrial  engineering,  economics, 
social  sciences,  and  computer  science. 

d.  DCAA  requires  all  audit  staff  mem¬ 
bers  to  complete  80  hours  of  professional 
training  or  development  during  each  two- 
year  reporting  i^riod.  At  least  20  of  the 
80  hours  of  training  must  be  completed 
in  each  fiscal  year.  These  hours  of  train¬ 
ing  shall  be  referred  to  as  continuing 
professional  education  (CPE)  credits,  and 
the  terms  training  and  education  are  used 
interchangeably. 

e.  Continuing  professional  education  is 
a  shared  responsibility  of  Headquarters 
and  the  regions;  however,  the  primary 
responsibility  resides  with  the  individual 
supervisors  and  staff  members.  DCAA 
staff  must  have  satisfied  the  CPE  require¬ 
ment  to  meet  the  government  auditing 
standards  underlying  audit  planning,  di¬ 
recting,  conduct,  and  reporting.  The  spe¬ 
cific  responsibilities  of  all  parties  are 
defined  in  the  DCAA  Personnel  Manage¬ 
ment  Manual,  DCAAM  1400.1. 

f.  These  standards  do  not  exclude  the 
use  of  auditors  in  a  training  status,  as 
long  as  trainees  are  assigned  duties  com¬ 
mensurate  with  their  experience  and  ca¬ 
pabilities  and  are  adequately  supervised. 
Proper  supervision  of  the  work  done  by 
trainees  will  contribute  to  their  develop¬ 
ment  and  skill  and  should  assure  mainte¬ 
nance  of  acceptable  standards. 

2-203  Independence 

In  all  matters  relating  to  the  audit 
work,  the  audit  organization  and  the 
individual  auditors  should  be  free  from 
personal  or  external  impairments  to  inde¬ 
pendence,  should  be  oi^anizationally  in¬ 
dependent,  and  should  maintain  an  inde¬ 
pendent  attitude  and  appearance. 
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a.  As  an  employee  of  DCAA,  the 
contract  auditor’s  primary  responsibility 
is  to  protect  the  interests  of  the  govern¬ 
ment.  However,  the  auditor’s  effective¬ 
ness  depends  on  the  ability  to  develop 
and  evaluate  facts  and  amve  at  sound 
conclusions  objectively  (based  on  unbi¬ 
ased  judgments)  and  independently  (not 
subject  to  influence  or  control  by  others). 
The  matter  of  independence  and  objec¬ 
tivity  also  requires  that  the  auditor  not 
identify  so  closely  with  contractor  per¬ 
sonnel  that  practices  or  decisions  of  the 
contractor  go  unexamined  or  are  exam¬ 
ined  only  cursorily. 

b.  The  conduct  of  audits  and  prepara¬ 
tion  of  reports  may  require  the  display  of 
courage,  particularly  with  respect  to  au¬ 
dits  involving  sensitive  areas  (e.g.,  mat¬ 
ters  affecting  contractor  profits  or  cash 
flow).  Therefore,  the  auditor’s  status  and 
organizational  position  should  provide 
the  authority  and  opportunity  to  make 
and  rep9rt  findings  and  recommenda¬ 
tions  objectively. 

c.  Each  auditor  has  an  obligation  to 
refrain  from  entering  into  any  relation¬ 
ship  (financial,  social,  or  other)  with 
contractors  and  their  officers  and  em¬ 
ployees  which  would  impair  his  or  her 
objectivity  or  reflect  discreditably  on 
him/her  or  the  DoD.  It  is  essential  that  he 
or  she  observe  the  prescribed  Standards 
of  Conduct  (DCAA  Regulation  No. 
SS00.2)  to  ensure  compliance  with  the 
ethical  standards  demanded  of  all  public 
servants. 

d.  It  is  important  not  only  that  the 
auditor  be  independent  and  impartial  in 
fact,  but  also  that  other  persons  consider 
him  or  her  so.  In  this  connection,  there 
are  three  general  classes  of  impairments 
that  the  auditor  should  consider;  person¬ 
al,  external,  and  organizational.  If  one  or 
more  of  these  affect  his  or  her  objectivity, 
he  or  she  should  decline  to  perform  the 
audit.  Some  brief  examples  of  the  three 
types  of  impairments  follow: 

(1)  Personal.  In  some  circumstances  an 
auditor  cannot  be  impartial  because  of 
his  or  her  views  or  personal  situation. 
These  circumstances  could  include:  rela¬ 
tionships  of  a  personal  nature  that  might 
limit  or  inhibit  his  or  her  inquiry;  precon¬ 
ceived  ideas;  prior  employment  with  the 
contractor  being  audited;  and  financial 
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interest,  direct  or  indirect,  in  the  entity 
being  audited. 

(2)  External.  These  factors  can  restrict 
the  audit  or  infringe  on  the  auditor’s 
ability  to  form  independent  and  objective 
opinions  and  conclusions  and  may  in¬ 
clude:  interference  in  the  scope  and  char¬ 
acter  of  the  audit  that  could  modify  audit 
results;  denial  of  access  to  sources  of 
information  such  as  books,  records,  and 
supporting  documents  or  officials  and 
employees  of  the  organization  under  au¬ 
dit;  interference  in  the  assignment  of 
personnel  to  the  audit  task;  actions  by 
contractors  significantly  influencing  the 
auditor's  judgment  regarding  the  content 
of  the  audit  report;  and  unreasonable 
restrictions  on  the  time  allowed  to  com¬ 
petently  complete  the  audit  assignment. 

(3)  Organizational.  The  auditor’s  inde¬ 
pendence  can  be  affected  by  his  or  her 
place  within  the  organizational  structure 
of  government.  To  achieve  maximum 
independence,  auditors  and  their  respec¬ 
tive  audit  organizations  not  only  should 
report  to  the  highest  echelon  within  their 
governmental  component  but  should  be 
organizationally  independent.  DoDD 
5105.36  (see  Supplement  1-1  SI)  estab¬ 
lished  DCAA  as  an  independent  agency 
of  DoD;  accordingly,  an  environment 
exists  where  DCAA  can  function  in  an 
independent,  objective  manner  in  per¬ 
forming  its  contract  audit  services. 

2-204  Due  Professional  Care 

Due  professional  care  should  be  used 
in  conducting  the  audit  and  in  preparing 
related  reports. 

a.  The  matter  of  due  care  concerns 
what  the  independent  auditor  does  and 
how  well  he  or  she  does  it.  For  example, 
due  care  in  the  matter  of  working  papers 
requires  that  their  content  support  the 
auditor’s  opinion. 

b.  In  the  exercise  of  due  professional 
care,  the  auditor  must  be  fully  aware  of 
the  purpose  of  the  review  and  must  be 
mentally  alert,  inquisitive,  and  responsi¬ 
ble.  Due  care  also  requires  all  supervisors 
to  look  critically  at  the  work  done  and  the 
judgments  made  by  those  assisting  in  the 
examination. 

c.  Due  professional  care  requires  that 
the  auditor  observe  recognized  auditing 
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standards  and  apply  them  professionally, 
not  perfunctorily.  Application  of  due  care 
represents  the  difference  between  audit¬ 
ing  by  the  continuous  exercise  of  good 
judgment  and  mere  checking  by  rote. 
Professional  auditing  cannot  be  reduced 
to  rote;  the  auditor’s  judgment  is  vital  at 
almost  every  point  in  the  examination. 
Unusual  care  in  the  mechanics  of  audit¬ 
ing  is  necessary  to  ensure  competent 
work  because  the  auditor’s  opinion  is 
based  on  per^nal  judgment  and  on  infor¬ 
mation  obtained  by  tests,  sampling,  and 
other  appropriate  methods. 

2-205  Quality  Control 

Audit  organizations  conducting  gov¬ 
ernment  audits  should  have  appropriate 
internal  quality  control  systems  in  place 
and  participate  in  an  external  quality 
control  review  program. 

a.  A  strong  internal  quality  control 
system  has  been  in  place  within  DCAA 
since  its  inception.  The  system  has  been 
well  documented  in  the  Agency’s  charter, 
regulations,  instructions,  contract  audit 
manual,  personnel  management  manual, 
etc.  Agency  managers  and  supervisors 
serve  as  the  focal  point  for  assuring  that 


I^licies  and  procedures  are  adequate 
(including  appropriate  reflection  of  au¬ 
diting  standards)  and  are  properly  ap¬ 
plied.  The  functioning  strength  of  the 
Agency’s  system  is  apparent  in  the  atten¬ 
tion  given  to  improving  it  over  the  years. 
In  particular,  the  Agency’s  implementa¬ 
tion  of  the  Federal  Financial  Managers 
Financial  Integrity  Act  and  related  I^D 
internal  management  control  system  re¬ 
quirements  (DoD  Directive  No.  5010.38) 
was  achieved  by  consolidating  the  vari¬ 
ous  existing  quality  controls.  Procedures 
are  in  place  for  periodic  vulnerability 
assessments  and  internal  reviews. 

b.  Organizations  conducting  govern¬ 
ment  audits  should  have  an  external 
quality  control  review  at  least  once  every 
three  years  by  an  organization  not  affili¬ 
ated  with  the  organization  being  re¬ 
viewed.  The  external  quality  control  re¬ 
view  pro^am  should  determine  that;  (1) 
the  organization’s  internal  quality  control 
system  is  in  place  and  operating  effective¬ 
ly  and  (2)  established  policies  and  proce¬ 
dures  and  applicable  auditing  standards 
are  being  followed  in  its  audit  work.  For 
DCAA  this  function  is  performed  pri¬ 
marily  by  the  Department  of  Defense, 
Office  of  Inspector  General. 
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2-300  Section  3  —  Field  Work  Standards 
for  Financial  Statement  and  Financial  Related  Audits 


2-301  Introduction 

The  field  work  standards  explained  in 
this  section  are  to  be  followed  in  per¬ 
forming  financial  statement  audits  and 
financial  related  audits.  Financial  related 
audits  are  deflned  as  including  contract 
audits  such  as  those  performed  to  evalu¬ 
ate  bid  proposals,  contract  pricing, 
amounts  billed,  amounts  due  on  termina¬ 
tion  claims,  and  compliance  with  con¬ 
tract  terms. 

2-302  Planning 

The  auditor's  work  will  be  adequately 
planned.  This  standard  particularly  con¬ 
cerns  the  timeliness  of  audit  procedures 
and  the  orderliness  of  their  application.  It 
places  upon  the  auditor  the  responsibility 
for  scheduling  in  advance  for  an  effective 
and  timely  audit. 

a.  Before  beginning  an  audit  assign¬ 
ment,  it  is  essential  to  understand  fully 
the  purpose  of  the  audit,  to  be  aware  of 
contractual,  regulatory,  or  other  factors 
pertinent  to  the  review;  and  to  consider 
the  type  of  report  to  be  prepared  upon 
completing  the  assignment.  The  initial 
planning  phase  includes  a  review  of  perti¬ 
nent  files,  such  as  the  working  papers  of 
previous  audits,  copies  of  contracts,  and 
correspondence  related  to  the  current 
audit.  It  also  includes  discussion  and 
coordination  with  procurement  oflicials 
and  contractor  personnel,  so  that  the 
work  may  proceed  smoothly  and  effi¬ 
ciently.  When  appropriate,  arrangements 
should  be  made  for  audits  of  costs  of 
subcontractors  or  other  divisions  of  the 
contractor  and  for  technical  assistance. 

b.  The  auditor  should  consider  whether 
specialized  computer-related  skills  are 
needed  to  help  determine  the  impact  of 
computer  processing  on  the  overall  audit. 
For  example,  the  auditor  needs  to  assess 
if  special  computer  skills  are  needed  to 
help  understand  the  flow  of  transactions 
through  the  svstem,  to  help  determine  the 
nature  of  the  accounting  control  proce¬ 
dures  for  the  system,  or  to  help  design 
and  perform  the  audit  procedures  neces- 


sa^  to  review  the  system.  If  specialized  I 
skills  are  needed,  the  auditor  should  seek 
the  assistance  of  a  professional  possessing 
such  skills,  who  may  be  within  either 
DCAA  or  government  procurement  orga¬ 
nizations.  If  the  use  of  such  a  professional 
is  planned,  the  auditor  should  have  suffi¬ 
cient  computer-related  knowledge  to  (1) 
communicate  the  objectives  of  the  other 
professional's  work,  (2)  evaluate  whether 
the  specified  procedures  will  meet  the 
auditor's  objectives  and  (3)  evaluate  the 
results  of  the  procedures  applied  as  they 
relate  to  the  nature,  timing,  and  extent  of 
other  planned  audit  procedures.  The  au¬ 
ditor’s  responsibilities  with  respect  to 
using  such  a  professional  are  equivalent 
to  those  for  other  assistants  functioning 
as  members  of  the  audit  team. 

c.  The  auditor  should  consider  the 
methods  the  contractor  used  to  process 
accounting  information  in  planning  the 
audit  because  such  methods  influence  the 
design  of  the  accounting  system  and  the 
nature  of  the  internal  accounting  control 
procedures.  The  extent  to  which  comput¬ 
er  processing  is  used  in  significant  appli¬ 
cations,  as  well  as  the  complexity  of  that 
processing,  may  also  influence  the  nature 
and  extent  of  audit  procedures. 

d.  Before  preparing  audit  programs, 
the  entity  to  be  audited  should  1^  sur¬ 
veyed.  A  skillfully  performed  survey 
should  provide  information  about  the 
size  and  scope  of  the  contractor’s  activi¬ 
ties  and  any  areas  in  which  there  may  be 
weaknesses  in  internal  controls,  uneco¬ 
nomical  or  inefficient  operations,  ineffec¬ 
tiveness  in  achieving  prescribed  goals,  or 
lack  of  compliance  with  applicable  laws 
and  regulations.  Tests  to  determine  the 
significance  of  such  matters  are  to  be 
performed  in  the  detailed  audit  work  and 
should  be  carefully  set  out  in  the  audit 
program.  It  should  be  emphasized,  how¬ 
ever,  that  the  survey  discussed  here  is 
primarily  a  review  of  prior  audit  work 
(e.g.,  permanent  files).  At  major  contrac¬ 
tors,  the  main  source  of  internal  control 
information  is  normally  the  applicable 
system  review  which  is  summarized  on 
the  internal  control  audit  planning  sum- 


DCAA  Contract  Audit  Manual 


t 


208 

12-302d. 


January  1995 


Imary  sheet  in  the  permanent  file  (see  3- 
300  and  S-100).  To  the  extent  that  this 
prior  audit  work  does  not  provide  the 
auditor  with  adequate  planning  informa¬ 
tion,  the  scope  of  the  audit  being  planned 
may  have  to  be  expanded. 

e.  A  written  audit  program  should  be 
prepared  for  each  audit  to  effectively 
communicate  objectives  to  all  staff  mem¬ 
bers,  to  facilitate  control  of  the  audit 
work,  and  to  provide  a  permanent  record 
of  the  work  to  be  accomplished.  Where 
appropriate,  the  Agency’s  standard  audit 
program  can  be  used  to  meet  these  objec¬ 
tives;  or,  if  necessary,  it  can  be  used  as  a 
starting  point  for  developing  an  audit 
program  tailored  to  the  specific  review 
being  planned.  Although  the  information 
needed  to  prepare  a  satisfactory  audit 
program  will  vary  with  each  assignment, 
it  should  ordinanly  include  the  following; 

(1)  The  purpose  of  the  audit  and  its 
scope. 

(2)  Information  concerning  the  con¬ 
tractor’s  operations,  its  sources  of  reve¬ 
nue,  principal  locations,  and  similar 
items  needed  to  understand  the  objec¬ 
tives  and  operational  characteristics  of  its 
work. 

(3)  A  carefully  drawn  statement  of 
what  the  auditor  is  expected  to  produce 
as  a  result  of  the  audit.  This  statement 
should  tell  the  auditor  the  issues  in  which 
he  or  she  is  expected  to  reach  conclu¬ 
sions.  In  financial  and  compliance  audits, 
the  financial  reports  to  be  examined 
should  be  specified  as  well  as  principal 
laws  and  regulations  to  which  compliance 
is  to  be  determined.  In  audits  of  economy 
and  efficiency,  the  criteria  prescribed  for 
evaluating  the  economy  and  efficiency  of 
the  audit  area  should  be  clearly  set  out. 

(4)  The  procedures  to  be  used.  When 
multilocation  programs  are  to  be  per¬ 
formed,  the  audit  organization  that  is 
centrally  planning  the  work  should  usual¬ 
ly  prescribe  very  specific  methods  to  be 
followed  in  the  examination  to  be  sure 
that  the  data  obtained  from  all  participat¬ 
ing  locations  will  be  comparable.  How¬ 
ever,  this  should  be  done  in  a  manner 
that  does  not  restrict  the  auditor’s  profes¬ 
sional  judgment.  Audit  programs  should 
never  be  used  as  a  blind  checklist  or  in  a 
way  that  stifles  initiative,  imagination, 
and  thoroughness  in  performing  an  audit. 


2-303  Supervision 

Assistants  are  to  be  properly  super¬ 
vised.  This  standard  places  upon  the 
auditor  the  responsibility  for  ensuring 
that  subordinate  staff  members  receive 
appropriate  guidance. 

a.  When  assistants  are  used,  the 
amount  of  preparatory  training  and  the 
direct  on-the-job  supervision  required  on 
a  given  assignment  will  vary  according  to 
the  assistants’  experience  and  compe¬ 
tence.  The  auditor-in-charge  is  responsi¬ 
ble  for  ensuring  that  assistants  are  appro¬ 
priately  instructed  in  the  particular  seg¬ 
ments  of  work  assigned  and  that  their 
work  is  professionally  competent.  Re¬ 
sponsibility  cannot  be  severed  from  au¬ 
thority;  the  auditor-in-charge  as  well  as 
other  supeiA'isory  auditors  must  exercise 
due  care  in  supervising  assistants  and  in 
reviewing  their  work  and  judgments. 

b.  Supervisory  review  should  be  direct¬ 
ed  to  both  the  substance  and  the  method 
of  auditing.  The  review  should  ensure 
that  (1)  the  auditor  conforms  to  the 
auditing  standards,  (2)  the  audit  pro¬ 
grams  are  followed,  unless  deviation  is 
justified  and  authorized,  (3)  the  working 
papers  adequately  support  findings  and 
conclusions,  (4)  the  working  papers  pro¬ 
vide  adequate  data  to  prepare  a  meaning¬ 
ful  report,  and  (5)  the  auditor  will  accom¬ 
plish  the  audit  objectives.  Documenta¬ 
tion  of  supervise^  reviews  should  be 
prepared  and  retained. 

2-304  Legal  and  Regulatory 
Requirements 

In  performing  contract  audits,  auditors 
should  be  knowledgeable  of  laws  and 
regulations  applicable  to  the  costing  and 
pneing  of  government  contracts.  For  ex¬ 
ample,  when  contracts  are  subject  to 
specific  federal  laws  and  regulations 
where  violation  may  entail  contractual 
penalties  (such  as  Truth  in  Negotiation 
Act  (10  U.S.C.  2306a);  Cost  Accounting 
Standards  (50  U.S.C.  App.  2168);  or 
Walsh-Healey  Public  Contracts  Act  (41 
U.S.C.  35-45)),  contracts  are  required  to 
describe  the  general  provisions  of  the  law 
and  the  penalty  or  penalties  for  violation. 

a.  This  standard  places  upon  the  audi¬ 
tor  the  responsibility  for  determining 
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whether  contractors  have  complied  with 
contractual  costing  and  pricing  require¬ 
ments.  As  a  general  rule,  audit  files 
should  contain  details  concerning  the 
laws  and  regulations  pertinent  to  the 
government  contracts  under  audit.  Addi¬ 
tionally,  liaison  between  the  auditor  and 
the  administrative  contracting  officer 
should  provide  the  information  necessary 
to  keep  the  files  current. 

b.  The  standards  for  reporting  require  a 
statement  in  the  report  regarding  any 
significant  instances  of  noncompliance 
disclosed  by  the  examination  and  evalu¬ 
ation  work.  What  is  to  be  included  in  this 
statement  requi:es  judgment.  The  audi¬ 
tor  cannot  be  expected  to  be  completely 
knowledgeable  about  1^1  ramifications 
of  all  noncompliance  issues  but  should 
seek  assistance  from  DCAA  and  govern¬ 
ment  procurement  legal  counsel  in  in¬ 
stances  when  specific  guidance  is  not 
available.  Insignificant  noncompliances 
need  not  be  disclosed  except  where  they 
could  result  in  significant  adjustments 
due  to  changed  circumstances.  When  a 
noncompliance  is  reported,  the  auditor 
should  place  the  finding  in  proper  per¬ 
spective.  The  extent  of  instances  of  non- 
compliance  should  be  related  to  the  num¬ 
ber  of  cases  examined  to  provide  the 
reader  with  a  basis  for  judging  the  preva¬ 
lence  of  noncompliance. 

c.  In  determining  the  nature,  timing, 
and  extent  of  the  audit  steps  and  proce¬ 
dures  to  test  for  compliance,  the  auditor 
should  assess  the  risk  of  noncompliance 
with  laws  and  regulations  occurring  and 
having  a  direct  and  material  effect  on  the 
results  of  contract  audits.  The  auditor 
should  assess  the  risk  that  the  entity  did 
not  comply  with  those  laws  and  regula¬ 
tions  and  the  risk  that  the  entity’s  control 
structure  to  ensure  compliance  with  laws 
and  regulations  mi^t  not  prevent  or 
detect  that  noncompliance.  At  major  con¬ 
tractor  locations  this  assessment  of  con¬ 
trol  risk  is  normally  maintained  in  the 
Internal  Control  Audit  Planning  Summa¬ 
ry  sheet  maintained  in  the  permanent 
file. 

d.  Cost  Accounting  Standards  (SO 
U.S.C.  2168)  are  issued  to  achieve  (1)  an 
increased  degree  of  uniformity  in  cost 
accounting  practices  among  government 
contractors  in  like  circumstances,  and  (2) 
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consistency  in  cost  accounting  practices 
in  like  circumstances  by  individual  gov¬ 
ernment  contractors  over  periods  of  time. 
Increased  uniformity  and  consistency  in 
accounting  improve  understanding  and 
communication,  reduce  the  incidence  of 
disputes  and  disagreements,  and  facili¬ 
tate  equitable  contract  settlements.  FAR 
30.202-6C  and  30.202-7b  outlines  the 
basic  functions  of  the  contract  auditor  in 
the  implementation  of  the  Cost  Account¬ 
ing  Standards.  The  broad  base  of  CAS 
coverage  on  DoD  contracts,  coupled  with 
the  number  and  scope  of  the  standards 
promulgated,  have  had  a  substantive  ef¬ 
fect  on  DCAA  audit  procedures  and 
responsibilities. 

e.  In  determining  compliance  with  laws 
and  regulations  the  auditor  should  design 
audit  steps  and  procedures  to  provide 
reasonable  assurance  of  detecting  errors, 
irregularities,  and  illegal  acts  that  could 
have  a  direct  and  material  effect  on  the 
results  of  contract  audits.  The  auditor 
should  also  be  aware  of  the  possibility  of 
illegal  acts  that  could  have  an  indirect 
and  material  effect  on  the  results  of 
contract  audits. 

2-305  Internal  Control  Structure 

a.  The  auditor  should  obtain  a  suffi¬ 
cient  understanding  of  the  internal  con¬ 
trol  structure  to  adequately  plan  the 
audit.  At  major  contractors,  the  review  to 
gain  this  understanding  is  normally  per¬ 
formed  and  documented  in  separate  au¬ 
dits  of  the  contractor’s  systems,  and 
summarized  on  the  internal  control  audit 
planning  summary  (ICAPS)  forms  (see  3- 
300  and  5-100).  This  understanding 
should  include  knowledge  of  the  contrac¬ 
tor’s  control  environment,  accounting 
system,  and  relevant  control  procedures.  I 
The  auditor  should  also  determine 
whether  relevant  policies  and  procedures  I 
have  been  placed  in  operation.  Generally, 
relevant  policies  and  procedures  pertain 
to  a  contractor’s  ability  to  record,  pro¬ 
cess,  summarize,  and  report  contract  and 
financial  information,  and  to  ensure 
compliance  with  applicable  laws  and  reg¬ 
ulations. 

b.  Knowledge  may  be  obtained  from 
various  sources,  including  previous  au¬ 
dits,  inquiries  of  management  officials 
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and  others,  and  observations  of  contrac¬ 
tor  operations.  The  extent  of  knowledge 
required  depends  upon  the  auditor’s 
judgements  concerning  inherent  risk,  ma¬ 
teriality,  and  the  complexity  and  sophist¬ 
ication  of  the  contractor's  operations  and 
systems,  including  whether  the  method  of 
controlling  accounting  data  is  highly  de¬ 
pendent  on  computerized  controls.  Addi- 

Itional  guidance  on  the  review  of  contrac¬ 
tor  internal  control  structures  is  con¬ 
tained  in  Chapter  S. 

c.  The  auditor  should  document  the 
understanding  of  the  contractor’s  internal 
control  structure.  The  form  and  extent  of 
the  documentation  is  influenced  by  the 
size  and  complexity  of  the  contractor  and 
the  contractor’s  internal  control  struc¬ 
ture.  Documentation  of  the  internal  con¬ 
trol  structure  of  a  large  complex  contrac¬ 
tor  may  include  flowcharts,  question¬ 
naires,  narratives,  computer  program 
documentation,  etc.  For  a  small  contrac¬ 
tor,  less  documentation  may  be  required. 
Additional  guidance  on  the  documenta¬ 
tion  of  contractor  internal  control  struc- 
I  tures  is  contained  in  5-100. 

d.  A  contractor’s  internal  control  struc¬ 
ture  is  comprised  of  three  elements:  the 
control  environment,  the  accounting  sys¬ 
tem,  and  the  control  procedures.  Charac- 
teristics  of  a  satisfactory  internal  control 
I  structure  are  discussed  in  Chapter  5  and 
other  chapters  and  appendixes  of  this 
manual. 

2-305.1  Control  Environment 

a.  The  control  environment  represents 
the  collective  effect  of  various  factors  on 
establishing,  enhancing,  or  mitigating  the 
effectiveness  of  specific  policies  and  pro¬ 
cedures.  Such  factors  include  manage¬ 
ment’s  philosophy  and  operating  style, 
the  entity’s  organizational  structure,  the 
functioning  of  the  board  of  directors  and 
its  committees,  the  methods  of  assigning 
authority  and  responsibility,  manage¬ 
ment’s  control  methods  for  monitoring 
and  following  up  on  performance,  man¬ 
agement’s  attitude  toward  internal  and 
external  audit,  the  entity’s  personnel  poli¬ 
cies  and  practices,  and  various  other 
external  influences  that  affect  an  entity’s 
operations  and  practices. 

b.  Obtain  sufficient  knowledge  of  the 
control  environment  to  understand  man¬ 


agement’s  and  the  board  of  directors’ 
attitude,  awareness,  and  actions  concern¬ 
ing  the  control  environment.  Concentrate 
on  the  substance  of  management’s  poli¬ 
cies,  procedures,  and  related  actions  rath¬ 
er  than  their  form,  because  management 
may  establish  policies  and  procedures  but 
not  act  on  them.  Similarly,  management 
may  establish  a  formal  code  of  conduct 
but  act  in  a  manner  that  condones  viola¬ 
tions  of  that  code. 

c.  Additional  guidance  on  the  review  of 
contractor  policies  is  contained  in  Chap¬ 
ter  5. 

2-305.2  Accounting  System 

a.  The  accounting  system  consists  of 
the  methods  and  records  established  to 
identify,  assemble,  analyze,  classify,  rec¬ 
ord,  and  report  accounting  transactions 
and  to  maintain  accountability  for  the 
related  assets  and  liabilities.  An  effective 
accounting  system  identifies  and  records 
all  valid  transactions,  describes  transac¬ 
tions  in  sufficient  detail  to  permit  proper 
classification  for  financial  reporting, 
measures  the  value  of  transactions  in  a 
manner  that  permits  proper  monetary 
recording,  records  transactions  in  the 
proper  accounting  period,  and  presents 
transactions  properly  in  the  flnancial 
statements. 

b.  Obtain  sufficient  knowledge  of  the 
contractor’s  accounting  system  to  under¬ 
stand  the  classes  of  significant  transac¬ 
tions,  how  these  transactions  are  initiat¬ 
ed,  the  accounting  records,  supporting 
documents,  machine-readable  informa¬ 
tion,  and  the  specific  accounts  involved 
in  the  processing  and  reporting  of  trans¬ 
actions,  the  accounting  process  involved 
from  the  initiation  of  a  transaction  to  its 
inclusion  in  cost  representations  to  the 
government,  including  how  the  computer 
IS  used  to  process  data,  and  the  reporting 
process  used  to  prepare  the  contractor’s 
financial  statements  and  cost  representa¬ 
tions. 

c.  Additional  guidance  on  the  review 
and  documentation  of  contractor  ac¬ 
counting  systems  is  contained  in  Chapter 


2-305 J  Control  Procedures 
a.  Control  procedures  are  those  policies 
and  procedures  in  addtiion  to  the  control 
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environment  and  accounting  system  that 
management  has  established  to  provide 
reasonable  assurance  that  specific  objec¬ 
tives  will  be  achieved.  These  control 
procedures  may  be  integrated  into  specif¬ 
ic  components  of  the  control  environ¬ 
ment  and  accounting  system.  They  gener¬ 
ally  pertain  to: 

(1)  Proper  authorization  of  transac¬ 
tions  and  activities. 

(2)  Segregation  of  duties  that  reduces 
the  opportunities  to  allow  any  person  to 
be  in  a  position  to  both  pe^trate  and 
conceal  errors  or  irregularities. 

(3)  Design  and  use  of  adequate  docu¬ 
ments  and  records  to  help  ensure  the 
proper  recording  of  transactions  and 
events. 

(4)  Adequate  safeguards  over  access  to 
and  use  of  assets  and  records,  such  as 
secured  facilities  and  authorization  for 
access  to  computer  programs  and  files. 

(5)  Independent  checks  on  perfor¬ 
mance  and  proper  valuation  of  recorded 
amounts,  such  as  clerical  checks,  compar¬ 
ison  of  assets  with  recorded  accountabili¬ 
ty,  computer-programmed  controls,  and 
user  review  of  computer-generated  re¬ 
ports. 

b.  Control  procedures  are  often  inte¬ 
grated  in  specific  components  of  the 
control  environment  and  accounting  sys¬ 
tem.  As  knowledge  is  obtained  about  the 
control  environment  and  accounting  sys¬ 
tem,  the  auditor  is  likely  to  develop  an 
understanding  of  some  control  proce¬ 
dures.  Consider  this  when  determining 
whether  it  is  necessary  to  devote  addi¬ 
tional  time  to  obtaining  an  understand¬ 
ing  of  control  procedures. 

c.  Additional  guidance  on  the  review  of 
contractor  procedures  is  contained  in 
Chapter  5. 

2-305.4  Procedures  to  Obtain 
Understanding 

a.  Perform  procedures  to  provide  suffi¬ 
cient  knowledge  of  the  design  of  the 
relevant  policies,  procedures,  and  records 
for  each  of  the  three  internal  control 
structure  elements.  It  is  also  important  to 
determine  whether  they  have  b<%n  placed 
in  operation.  The  nature  and  extent  of 
the  procedures  performed  will  vary  de¬ 
pending  on  the  size  and  complexity  of  the 
contractor,  previous  audit  experience 


with  the  contractor,  the  nature  of  the 
particular  policy  or  procedure,  and  the 
nature  and  availability  of  the  contractor’s 
internal  control  documentation. 

b.  Prior  experience  with  the  contractor 
may  provide  an  understanding  of  its 
classes  of  transactions.  Inquiries  of  ap¬ 
propriate  contractor  personnel  and  in¬ 
spection  of  documents  and  records,  such 
as  source  documents,  journals,  and  led¬ 
gers,  may  provide  an  understanding  of 
the  accounting  records  used  to  process 
those  transactions.  Similarly,  in  obtain¬ 
ing  an  understanding  of  the  design  of 
computer-programmed  control  proce¬ 
dures,  make  inquiries  of  appropriate  con¬ 
tractor  personnel  and  inspect  relevant 
systems  documentation  to  understand 
control  procedure  design  and  inspect 
exception  reports  generated  as  a  result  of 
such  control  procedures  to  determine 
that  the  procedures  have  been  placed  in 
operation. 

c.  The  auditor’s  assessment  of  inherent 
risk  and  materiality  for  various  cost 
accounts  and  classes  of  transactions  will 
affect  the  nature  and  extent  of  audit 
procedures  performed  to  obtain  the  un¬ 
derstanding.  Transactions  involving  par¬ 
ticularly  large  dollar  amounts,  and  those 
of  an  unusual  or  sensitive  nature,  should 
be  examined,  even  though  the  reliability 
of  the  contractor’s  internal  control  struc¬ 
ture  has  been  established. 

d.  Internal  controls  may  not  continue 
to  be  effective,  especially  as  changes 
occur  in  a  contractor’s  organization.  The 
auditor  may  find  it  necessary  at  any  stage 
of  the  audit  to  make  assumptions  regard¬ 
ing  the  reliability  of  the  contractor’s 
internal  control  structure.  When  tests 
disclose  that  these  assumptions  are  un¬ 
warranted,  revise  the  original  approach 
and  extend  the  scope  and  depth  of  the 
tests.  Reported  changes  to  the  assessment 
of  control  risk,  at  major  contractor  loca¬ 
tions,  should  be  documented  on  the 
ICAK  maintained  in  the  permanent  file. 
By  employing  this  technique,  the  evalu¬ 
ation  of  the  contractor’s  internal  control 
structure  is  kept  current,  and  the  overall 
audit  prc^am  is  amended  to  fit  prevail¬ 
ing  conditions. 

e.  Internal  auditors  often  perform  a 
number  of  services  for  management,  in¬ 
cluding  studying  and  evaluating  the  inter- 
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nal  control  structure.  Although  the  work 
of  internal  auditors  cannot  be  substituted 
for  the  auditor’s  own  work,  it  should  be 
considered  in  determining  the  nature, 
timing,  and  extent  of  the  review  required. 
In  certain  circumstances,  we  may  con¬ 
duct  a  coordinated  audit  with  the  inter¬ 
nal  audit  staff.  Requirements  to  be  ap¬ 
plied  in  considering  the  internal  auditor’s 
examinations,  or  in  performing  a  coordi¬ 
nated  audit  with  them,  are  discussed  in  4- 
202. 

2-305.5  Assessing  Control  Risk  and 
Designing  Substantive  Audit  Tests 

a.  Control  risk  is  the  likelihood  that  a 
material  misstatement  will  get  through 
the  internal  control  structure  and  into  the 
financial  statements  and  cost  representa¬ 
tions.  Assess  this  risk  by  evaluating  the 
effectiveness  of  the  control  environment, 
accounting  system,  and  control  proce¬ 
dures  set  up  to  prevent  or  detect  misstate¬ 
ments  and  by  evaluating  the  effectiveness 
of  the  design  and  operation  of  those 
policies  or  procedures  in  preventing  or 
detecting  misstatements.  The  lower  the 
assessed  risk  and  materiality,  the  less 
evidence  needed  from  substantive  tests  to 
form  an  opinion.  Substantive  tests  cover 
two  general  classes  of  auditing  proce¬ 
dures  to  obtain  evidential  matter:  (I) 
detailed  tests  of  transactions  and  bal¬ 
ances,  and  (2)  analytical  review  proce¬ 
dures  applied  to  financial  information. 

b.  Use  the  understanding  of  the  inter¬ 
nal  control  structure  and  the  assessed 
level  of  control  risk  to  design  substantive 
tests  for  auditing  the  contractor’s  cost 
estimates  or  representations.  The  auditor 
should  rely  on  a  strong  internal  control 
structure  and  therefore  reduce  the 
amount  of  substantive  testing  in  a  partic¬ 
ular  audit  area.  For  example,  as  the  risk 
decreases,  change  the  nature  and/or  tim¬ 
ing  of  substantive  tests  or  reduce  the 
extent  of  testing.  In  these  circumstances, 
identify  the  controls  being  relied  upon, 
perform  tests  of  the  controls  to  evaluate 
their  effectiveness,  and  document  these 
tests  and  the  conclusions  reached. 

c.  The  auditor  may  choose  not  to  rely 
on  the  internal  control  structure  when 
planning  substantive  audit  tests  because 
the  contractor’s  internal  controls  are  un¬ 
likely  to  be  effective,  or  because  it  would 
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be  inefficient  to  evaluate  their  effective¬ 
ness.  In  these  circumstances,  more  evi¬ 
dence  is  needed  from  substantive  tests  to 
form  an  opinion. 

d.  The  auditor  should  review  internal 
controls  in  order  to  determine  to  what 
extent  she  or  he  can  rely  on  the  account¬ 
ing  records  and  related  contract  cost  data 
for  both  contract  costing  and  pricing 
purposes.  The  extent  of  accounting  data 
tests  should  be  based  upon  the  assess¬ 
ment  of  the  reliability  of  the  contractor’s 
internal  controls.  Reviews  of  internal 
controls,  at  major  contractors,  are  nor¬ 
mally  performed  and  documented  in  sep¬ 
arate  audit  assignments  which  are  sum¬ 
marized  in  the  Internal  Control  Audit 
Planning  Summary  maintained  in  the 
permanent  file.  When  this  is  not  the  case, 
the  review  should  be  detailed  enough  to 
determine  whether  policies,  procedures, 
and  practices  are  consistent  with  applica¬ 
ble  laws  and  regulations  and  whether  the 
system  of  internal  control  can  be  relied 
upon  to  provide  reasonable  assurance 
that  such  policies  and  practices  are  being 
followed. 

2-306  Evidence 

The  auditor’s  work  shall  include  the 
examination  or  development  of  sufficient 
evidence  to  afford  a  reasonable  basis  for 
the  auditor’s  conclusions  and  recommen¬ 
dations  regarding  cost  representations, 
management  decisions  infiuencing  costs, 
financial  statements,  or  any  other  matters 
requiring  the  auditor’s  opinion. 

a.  It  is  the  auditor’s  responsibility  to 
accumulate  sufficient  evidence  to  pro¬ 
vide  an  appropriate  factual  basis  for  the 
conclusions  and  recommendations.  Evi¬ 
dence  needed  to  support  the  auditor's 
findings  may  be  (1)  observation,  photo¬ 
graph,  or  similar  means,  (2)  interviewing 
or  taking  statements  from  involved  per¬ 
sons,  (3)  documentary  evidence  consist¬ 
ing  of  letters,  contracts,  extracts  from 
books  of  account,  etc.,  and  (4)  analysis  of 
information  the  auditor  has  obtained. 
The  evidence  involved  should  meet  the 
basic  tests  of  sufficiency,  competence, 
and  relevance.  The  auditor’s  working 
papers  should  reflect  the  details  of  the 
evidence  he  or  she  has  relied  upon  and 
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should  disclose  the  procedures  employed 
to  obtain  it. 

b.  Sufficiency  is  the  presence  of  enough 
factual  evidence  to  lead  a  prudent  pereon 
to  the  same  conclusion  as  the  auditor. 
Determining  the  sufficiency  of  evidence 
requires  judgment  because  there  fre¬ 
quently  is  conflicting  evidence  and  the 
auditor  must  make  an  impartial  judg¬ 
ment  as  to  what  position  is  supported  by 
the  weight  of  evidence.  When  appropri¬ 
ate,  statistical  methods  may  be  employed 
to  establish  sufficiency.  There  is  no  need 
for  elaborate  documentation  to  support 
noncontroversial  or  insignificant  points. 
For  significant  matters,  however,  the 
auditor  should  ensure  that  he  or  she  has 
obtained  sufficient  evidence  and  show 
the  factors  relied  upon  to  reach  the 
conclusion. 

c.  Competent  evidence  should  be  reli¬ 
able  and  the  best  attainable  through  the 
use  of  reasonable  audit  methods.  In  eval¬ 
uating  the  competence  of  evidence,  the 
auditor  should  carefully  consider  whether 
there  is  any  reason  to  doubt  its  validity  or 
completeness.  If  there  is  reason  for 
doubt,  the  auditor  should  take  additional 
measures  to  authenticate  the  evidence. 
The  following  presumptions  are  useful  in 
judging  the  competence  of  evidence; 
however,  these  presumptions  are  not  to 
be  considered  as  sufficient  in  themselves 
to  reach  a  conclusion. 

(1)  Evidence  developed  under  a  good 
system  of  internal  control  is  more  likely 
to  be  reliable  than  that  obtained  where 
such  control  is  weak  or  unsatisfactory. 


(2)  Evidence  obtained  by  the  auditor 
through  physical  examination,  observa¬ 
tion,  computation,  and  inspection  is 
more  reliable  than  evidence  obtained 
indirectly. 

(3)  Original  documents  are  more  reli¬ 
able  than  copies. 

d.  Relevance  refers  to  the  relationship 
of  the  information  to  its  use.  The  facts 
and  opinions  used  to  prove  or  disprove 
an  issue  must  have  a  logical  relationship 
to  that  issue.  Information  which  does  not 
have  this  relationship  is  irrelevant  and 
should  not  be  included  as  evidence. 

e.  The  auditor’s  specific  audit  objec¬ 
tives  do  not  change  whether  accounting 
data  is  processed  manually  or  by  comput¬ 
er.  However,  the  methods  of  applying 
audit  procedures  to  gather  evidence  may 
be  influenced  by  the  method  of  data 
processing.  The  auditor  can  use  either 
manual  audit  procedures,  computer-as¬ 
sisted  audit  techniques,  or  a  combination 
of  both  to  obtain  sufficient,  competent 
evidential  matter.  In  some  accounting 
systems  that  use  a  computer  for  signifi¬ 
cant  accounting  applications,  it  may  be 
difficult  or  impossible  for  the  auditor  to 
obtain  certain  data  for  inspection,  in¬ 
quiry,  or  confirmation  without  computer 
assistance. 

f.  Statistical  sampling  techniques  will 
be  used  in  testing  selected  transactions, 
whenever  feasible. 

g.  For  further  details  concerning  the 
subject  of  audit  evidence,  see  3-104.13 
and  4-1003. 
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2-400  Section  4 — Reporting  Standards  for  Financial  Statement  and  Financial 

Related  Audits 


2-401  Introduction 

a.  The  AICPA  has  explained  that  gen¬ 
erally  accepted  auditing  standards  are 
applicable  when  an  auditor  examines  and 
reports  on  any  financial  statements.  The 
AICPA  defines  (at  AU621.02)  a  financial 
statement  as  “  . .  .  a  presentation  of 
financial  data,  including  accompanying 
notes,  derived  from  accounting  records 
and  intended  to  communicate  an  entity's 
economic  resources  or  obligations  at  a 
point  in  time  or  the  changes  therein  for  a 
period  of  time  in  accordance  with  a 
comprehensive  basis  of  accounting.”  As  a 
natural  extension  of  generally  accepted 
auditing  standards,  the  AICPA  has  also 
promulgated  standards  for  attestation 
services  which  are  similar  but  broader  in 
scope. 

b.  The  government  auditing  standards 
indicate  that  the  reporting  standards  of 
the  AICPA  as  well  as  the  supplemental 
government  standards  apply  to  both  fi¬ 
nancial  statement  audits  and  financial 
related  audits.  Application  of  the  stan¬ 
dards  to  contract  audit  reports  requires 
due  regard  for  the  purpose  and  circum¬ 
stances  of  the  audit.  This  section  identi¬ 
fies  the  reporting  standards  and  explains 
how  they  have  been  applied  in  contract 
audit  report  guidance. 

c.  Reporting  standards  for  operations 
audits  are  addressed  in  2-600. 

2-402  Reporting  Standards 

a.  The  four  standards  of  reporting 
under  AICPA  generally  accepted  auditing 
standards  are: 

(1)  The  report  shall  state  whether  the 
financial  statements  are  presented  in  ac¬ 
cordance  with  generally  accepted  ac¬ 
counting  principles. 

(2)  The  report  shall  identify  those 
circumstances  in  which  such  principles 
have  not  been  consistently  observed  in 
the  current  period  in  relation  to  the 
preceding  period. 

(3)  Information  disclosures  in  the  fi¬ 
nancial  statements  are  to  be  regarded  as 


reasonably  adequate  unless  otherwise 
stated  in  the  report. 

(4)  The  report  shall  contain  either  an 
expiession  of  opinion  regarding  the  fi- 
nancir-l  statements,  taken  as  a  whole,  or 
an  assertion  to  the  effect  that  an  opinion 
cannot  be  expressed.  When  an  overall 
opinion  cannot  be  expressed,  the  reasons 
therefor  should  be  stated.  In  all  cases 
where  an  auditor’s  name  is  associated 
with  financial  statements,  the  report 
should  contain  a  clear-cut  indication  of 
the  character  of  the  auditor's  examina¬ 
tion,  if  any,  and  the  degree  of  responsibil¬ 
ity  the  auditor  is  taking. 

b.  The  six  supplemental  government 
reporting  standards  are: 

(1)  A  statement  should  be  included  in 
the  auditor’s  report  that  the  audit  was 
made  in  accordance  with  generally  ac¬ 
cepted  government  auditing  standards. 

(2)  The  auditors  should  prepare  a  writ¬ 
ten  repoi,  on  their  tests  of  compliance 
with  applicable  laws  and  regulations. 
This  report,  which  may  be  included  in 
either  the  report  on  the  financial  audit  or 
a  separate  report,  should  contain  a  state¬ 
ment  of  positive  assurance  on  those  items 
which  were  tested  for  compliance  and 
negative  assurance  on  those  items  not 
tested.  It  should  include  all  material 
instances  of  noncompliance  and  all  in¬ 
stances  or  indications  of  illegal  acts 
which  could  result  in  criminal  prosecu¬ 
tion. 

(3)  The  auditors  should  prepare  a  writ¬ 
ten  report  on  their  understanding  of  the 
entity’s  internal  control  structure  and  the 
assessment  of  control  risk  made  as  part  of 
a  financial  statement  audit  or  a  financial 
related  audit.  This  report  may  be  includ¬ 
ed  in  either  the  auditor’s  report  on  the 
financial  audit  or  a  separate  report.  The 
auditor’s  report  should  include  as  a  mini¬ 
mum:  (1)  the  scope  of  the  auditor’s  work 
in  obtaining  an  understanding  of  the 
internal  control  structure  and  in  assessing 
the  control  risk,  (2)  the  entity’s  signifi¬ 
cant  internal  controls  or  control  structure 
including  the  controls  established  to  en¬ 
sure  compliance  with  laws  and  regula¬ 
tions  that  have  a  material  impact  on  the 
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financial  statements  and  results  of  the 
financial  related  audit,  and  (3)  the  report- 
able  conditions,  including  the  identifica¬ 
tion  of  material  weaknesses,  identified  as 
a  result  of  the  auditor’s  work  in  under¬ 
standing  and  assessing  the  control  risk. 

(4)  Written  audit  reports  are  to  be 
prepared  giving  the  results  of  each  finan¬ 
cial  related  audit. 

(5)  If  certain  information  is  prohibited 
from  general  disclosure,  the  report  should 
state  the  nature  of  the  information  omit¬ 
ted  and  the  requirement  that  makes  the 
omission  necessary. 

(6)  Written  audit  reports  are  to  be 
submitted  by  the  audit  organization  to 
the  appropriate  officials  of  the  organiza¬ 
tion  audited  and  to  the  appropriate  offi¬ 
cials  of  the  organizations  requiring  or 
arranging  for  the  audits,  including  exter¬ 
nal  funding  organizations,  unless  legal 
restrictions,  ethical  considerations,  or 
other  arrangements  prevent  it.  Copies  of 
the  reports  should  also  be  sent  to  other 
officials  who  have  legal  oversight  authori¬ 
ty  or  who  may  be  responsible  for  taking 
action  and  to  others  authorized  to  receive 
such  reports.  Unless  restricted  by  law  or 
regulation,  copies  should  be  made  avail¬ 
able  for  public  inspection. 

c.  The  AICPA  reporting  standards  for 
attestations  (written  communications  ex¬ 
pressing  a  conclusion  about  the  reliability 
of  a  written  assertion  that  is  the  responsi¬ 
bility  of  another  party)  are; 

(1)  The  report  shall  identify  the  asser¬ 
tion  being  reported  on  and  state  the 
character  of  the  engagement. 

(2)  The  report  shall  state  the  practition¬ 
er’s  conclusion  about  whether  the  asser¬ 
tion  is  presented  in  conformity  with  the 
established  or  stated  criteria  against 
which  it  was  measured. 

(3)  The  report  shall  state  all  of  the 
practitioner’s  significant  reservations 
about  the  engagement  and  the  presenta¬ 
tion  of  the  assertion. 

(4)  The  report  on  an  engagement  to 
evaluate  an  assertion  that  has  been  pre¬ 
pared  in  conformity  with  agreed-upon 
criteria  or  on  an  engagement  to  apply 
agreed-upon  procedures  should  contain  a 
statement  limiting  its  use  to  the  parties 
who  have  agreed  upon  such  criteria  or 
procedures. 


d.  For  reports  on  an  examination  of 
prospective  financial  statements,  the 
AICPA  has  published  the  following  con¬ 
tent  requirements; 

(1)  An  identification  of  the  prospective 
financial  statements  presented. 

(2)  A  statement  that  the  examination  of 
the  prospective  financial  statements  was 
made  in  accordance  with  AICPA  stan¬ 
dards  and  a  brief  description  of  the 
nature  of  such  an  examination. 

(3)  The  accountant’s  opinion  that  the 
prospective  financial  statements  are  pre¬ 
sented  in  conformity  with  AICPA  presen¬ 
tation  guidelines  and  that  the  underlying 
assumptions  provide  a  reasonable  basis 
for  the  forecast  or  a  reasonable  basis  for 
the  projection  given  the  hypothetical  as¬ 
sumptions. 

(4)  A  caveat  that  the  prospective  results 
may  not  be  achieved. 

(5)  A  statement  that  the  accountant 
assumes  no  responsibility  to  update  the 
report  for  events  and  circumstances  oc¬ 
curring  after  the  date  of  the  report. 

e.  When  agreed-upon  procedures  have 
governed  an  audit  of  financial  forecasts 
and  projections,  the  AICPA  has  pre¬ 
scribed  that  the  report  should; 

(1)  Indicate  the  prospective  financial 
statements  covered  by  the  accountant's 
report. 

(2)  Indicate  that  the  report  is  limited  in 
use.  intended  solely  for  the  specified 
users,  and  should  not  be  used  by  others. 

(3)  Enumerate  the  procedures  per¬ 
formed  and  refer  to  conformity  with  the 
arrangements  made  with  the  specified 
users. 

(4)  If  the  agreed-upon  procedures  are 
less  than  those  performed  in  an  examina¬ 
tion,  state  that  the  work  performed  was 
less  in  scope  than  an  examination  of 
prospective  financial  statements  in  accor¬ 
dance  with  A1CP.\  standards  and  dis¬ 
claim  an  opinion  on  whether  the  presen¬ 
tation  of  the  prospective  financial  state¬ 
ments  is  in  conformity  with  AICPA  pre¬ 
sentation  guidelines  and  on  whether  the 
underlying  assumptions  provide  a  rea¬ 
sonable  basis  for  the  forecast,  or  a  reason¬ 
able  basis  for  the  projection  given  the 
hypothetical  assumptions. 

(5)  State  the  accountant's  findings. 

(6)  Include  a  caveat  that  the  prospec¬ 
tive  results  may  not  be  achieved. 
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(7)  State  that  the  accountant  assumes 
no  responsibility  to  update  the  report  for 
events  and  circumstances  occurring  after 
the  date  of  the  report. 

2-403  Application  of  the  Reporting 
Standards 

DCAA  has  developed  reporting  guid¬ 
ance  (see  Chapter  10)  which  complies 
with  all  aspects  of  the  generally  accepted 


government  auditing  standards  (i.e.,  the 
four  AICPA  standards  and  six  supple¬ 
mental  standards).  The  AICPA  standards 
and  requirements  for  attestations,  exami¬ 
nations  of  prospective  financial  state¬ 
ments,  and  agreed-upon  procedures  have  I 
been  given  due  regard  in  developing  the 
report  guidelines  where  the  audit  objec¬ 
tives  and  circumstances  are  similar  to 
those  encountered  by  a  CPA  public  prac¬ 
titioner. 
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2-500  Section  5 — Field  Work  Standards  for  Performance  (Operations)  Audits 


2-501  Introduction 

In  the  contract  audit  environment, 
performance  audits  are  more  commonly 
described  as  operations  audits.  The  ob¬ 
jectives  of  evaluating  the  economy  and 
efficiency  of  performance  and  the  attain¬ 
ment  of  desired  results  are  similar,  but 
the  contract  auditor  emphasizes  economy 
and  efficiency  as  these  factors  relate  to 
the  reasonableness  of  costs  to  be  charged 
to  government  contracts. 

2-502  Planning 

a.  This  standard  places  responsibility 
on  the  auditor  or  audit  organization  to 
thoroughly  plan  an  audit.  This  includes 
defining  the  audit  objectives  and  plan¬ 
ning  how  they  can  be  attained  while 
establishing  a  balance  between  audit 
scope,  time  frames,  and  staff-days  to  be 
spent  to  ensure  optimum  use  of  audit 
resources.  The  details  of  the  plan  for  the 
audit  should  be  included  in  the  audit 
program. 

b.  Adequate  planning  for  operations 
audits  should  include  consideration  of 
internal  audit  reports,  capital  budgets, 
and  other  contractor  information  related 
to  the  prospective  audit.  The  criteria  for 
assessing  performance  should  be  estab¬ 
lished.  Skill  and  knowledge  of  the  person¬ 
nel  to  staff  the  assignment  must  be  taken 
into  account,  and  requirements  for  the 
use  of  consultants,  experts,  and  special¬ 
ists  should  be  assessed.  The  audit  plan 
should  assure  contractor  compliance  with 
laws  and  regulations  and  provide  for 
detection  of  potential  abuse  and  illegal 
acts.  Assessment  of  the  effectiveness  of 
the  contractor’s  internal  controls  is  as 
essential  to  the  planning  of  operations 
audits  as  to  the  planning  of  financial 
audits. 

c.  Written  audit  programs  are  essential 
to  conducting  audits  efficiently  and  effec¬ 
tively  and  should  be  prepared  for  each 
audit.  Audit  programs  provide; 

( 1 )  A  description  of  the  audit  methods 
and  suggested  audit  steps  and  procedures 
to  be  conducted  to  accomplish  the  audit 
objectives. 


(2)  A  systematie  basis  for  assigning 
work  to  supervisors  and  staff. 

(3)  The  basis  for  a  summary  record  of 
work. 

2-503  Supervision 

a.  This  standard  places  responsibility 
on  the  auditor  and  audit  organization  for 
seeing  that  staff  who  are  involved  in 
accomplishing  the  objectives  of  the  audit 
receive  appropriate  guidance  and  super¬ 
vision  to  ensure  that  the  audit  work  is 
properly  conducted,  the  audit  objectives 
are  accomplished,  and  staff  are  provided 
effective  on-the-job  training.  External 
consultants  and  specialists  also  should  be 
given  appropriate  guidance. 

b.  Supervisory  reviews  of  audit  work 
and  the  report  should  be  timely.  Supervi¬ 
sory  reviews  of  the  work  conducted 
should  be  documented  in  the  working 
papers. 

2-504  Legal  and  Regulatory 
Requirements 

a.  One  of  the  primary  objectives  of  an 
operations  audit  is  to  test  compliance 
with  laws  and  regulations  that  could 
significantly  affect  the  acquisition,  pro¬ 
tection,  and  use  of  the  entity’s  resources 
and  the  quantity,  quality,  timeliness,  and 
cost  of  the  products  and  services  it  pro¬ 
duces  and  delivers.  An  audit  to  deter¬ 
mine  the  allowability  of  a  contractor’s 
lease  cost  for  electronic  data  processing 
equipment  under  FAR  31.205-2(b)(l)  is  a 
specific  example  of  such  an  assessment. 
In  a  broader  sense,  a  primary  objective  of 
virtually  all  DCAA  audits  is  to  ensure 
compliance  with  FAR  cost  principles. 

b.  Auditors  should  design  the  audit  to 
provide  reasonable  assurance  of  detecting 
abuse  or  illegal  acts  that  could  signifi¬ 
cantly  affect  the  audit  objectives.  This 
standard  places  responsibility  on  the  au¬ 
ditor  when  assessing  compliance  with 
laws  and  regulations  to: 

(I)  Assess,  for  each  applicable  compli¬ 
ance  requirement,  the  risk  that  abuse  and 
illegal  acts  could  occur. 
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(2)  Based  on  that  assessment,  design 
steps  and  procedures  to  provide  reason¬ 
able  assurance  of  detecting  abuse  or  ille¬ 
gal  acts. 

c.  Auditors  should  be  alert  to  situations 
or  transactions  that  could  be  indicative  of 
abuse  or  illegal  acts.  When  information 
comes  to  the  auditor’s  attention  (through 
audit  procedures,  “tips”,  or  other  means) 
indicating  that  abuse  or  illegal  acts  may 
have  occurred,  the  auditor  should  consid¬ 
er  the  potential  impact  of  these  acts  on 
the  audit  results.  If  these  acts  could 
significantly  affect  the  audit  results,  the 
auditor  should  extend  the  audit  steps  and 
procedures  as  necessary  to  determine 
whether  the  acts  occurred;  and,  if  so,  to 
determine  the  extent  to  which  these  acts 
significantly  affect  the  audit  results. 

2-505  Internal  Control 

a.  An  assessment  should  be  made  of 
applicable  internal  controls  when  neces¬ 
sary  to  satisfy  the  audit  objectives.  The 
assessment  should  include  a  survey  of 
management  policies,  procedures,  prac¬ 
tices,  and  internal  controls  applicable  to 
any  aspect  of  the  activities  in  which  the 
auditor  attempts  to  judge  whether  exist¬ 
ing  practices  can  be  made  significantly 
more  efficient  or  economical. 

b.  Costs  result  from  implementation  of 
management  policies  and  decisions.  Ac¬ 
cordingly,  the  evaluation  of  these  policies 
and  decisions,  and  the  effectiveness  of 
management  controls  over  their  imple¬ 
mentation,  will  also  significantly  influ¬ 
ence  the  scope  and  nature  of  the  audit.  A 
complete  review  of  internal  controls  as  a 
specific  requirement  would  often  be  pro¬ 
hibitive  in  terms  of  available  resources. 
Therefore,  the  auditor  should  concen¬ 
trate  attention  on  those  controls  which 
are  important  to  audit  objectives. 


c.  Ideally,  management  policies  and 
decisions  should  be  geared  toward  pru¬ 
dent,  effective,  and  economical  opera¬ 
tions  and  reflect  adequate  consideration 
of  the  interests  of  both  the  contractor  and 
the  government.  Ideal  conditions  are 
seldom  found.  As  an  illustration,  the 
retention  of  a  large  engineering  staff 
during  periods  of  significantly  declining 
sales  volume  may  well  serve  the  contrac¬ 
tor’s  interest  in  terms  of  maintaining  a 
capability  to  expand  efforts  in  bidding 
for  new  business.  However,  unless  the 
auditor  questions  the  increased  overhead 
rate  which  results  from  such  a  decision, 
the  costs  of  current  government  contracts 
will  be  inflated,  thereby  adversely  affect¬ 
ing  the  government’s  interest.  Where 
management  policies  and  decisions  are 
motivated  by  contractor  interests  which 
are  not  compatible  with  those  of  the 
government,  the  examination  of  ques¬ 
tionable  cost  areas  should  be  intensified. 

2-506  Evidence 

a.  Sufficient,  competent,  and  relevant 
evidence  is  to  be  obtained  to  afford  a 
reasonable  basis  for  the  auditors’  judg¬ 
ments  and  conclusions  regarding  the  or¬ 
ganization,  program,  activity,  or  function 
under  audit.  A  record  of  the  auditors’ 
work  is  to  be  retained  in  the  form  of 
working  papers. 

b.  Working  papers  may  include  tapes, 
films,  and  discs.  Evidence  may  be  catego¬ 
rized  as  physical,  documentary,  testimo¬ 
nial,  and  analytical.  The  evidence  should 
meet  the  basic  tests  of  sufficiency,  rele¬ 
vance,  and  competence.  The  working 
papers  should  reflect  the  details  of  the 
evidence  and  disclose  how  it  was  ob¬ 
tained. 
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2-600  Section  6 — Reporting  Standards  for  Performance  (Operations)  Audits 


2-601  Introduction 

The  reporting  standards  explained  in 
this  section  apply  to  DCAA  operations 
audits. 

2-602  Government  Reporting 
Standards  for  Performance  Audits 

a.  Form:  Written  audit  reports  are  to 
be  prepared  communicating  the  results  of 
each  audit. 

b.  Timeliness:  Reports  are  to  be  issued 
promptly  so  as  to  make  the  information 
available  for  timely  use  by  management 
and  legislative  officials,  and  by  other 
interested  parties. 

c.  Report  Contents: 

(1)  Objectives,  Scope,  and  Methods: 
The  report  should  include  a  statement  of 
the  audit  objectives  and  a  description  of 
the  audit  scope  and  methods. 

(2)  Audit  Findings  and  Conclusions: 
The  report  should  include  a  full  discus¬ 
sion  of  the  audit  findings,  and  where 
applicable,  the  auditor’s  conclusions. 

(3)  Causes  and  Recommendations:  The 
report  should  include  the  cause  of  prob¬ 
lem  areas  noted  in  the  audit,  and  recom¬ 
mendations  for  actions  to  correct  the 
problem  areas  and  to  improve  opera¬ 
tions,  when  called  for  by  the  audit  objec¬ 
tives. 

(4)  Statement  Regarding  Government 
Auditing  Standards:  The  report  should 
include  a  statement  that  the  audit  was 
made  in  accordance  with  generally  ac¬ 
cepted  government  auditing  standards 
and  disclose  when  applicable  standards 
are  not  followed. 

(5)  Internal  Controls:  The  report 
should  identify  the  significant  internal 
controls  that  were  assessed,  the  scope  of 
the  auditor’s  assessment  work,  and  any 
significant  weaknesses  found  during  the 
audit. 

(6)  Compliance  with  Laws  and  Regula¬ 
tions:  The  report  should  include  all  sig¬ 


nificant  instances  of  noncompliance  and 
abuse  and  all  indications  or  instances  of 
illegal  acts  that  could  result  in  criminal 
prosecution  that  were  found  during  or  in 
connection  with  the  audit. 

(7)  Views  of  Responsible  Officials:  The 
report  should  include  the  pertinent  views 
of  responsible  officials  of  the  organiza¬ 
tion,  program,  activity,  or  function  audit¬ 
ed  concerning  the  auditors’  findings,  con¬ 
clusions,  and  recommendations,  and 
what  corrective  action  is  planned. 

(8)  Noteworthy  Accomplishments:  The 
report  should  include  a  description  of 
any  siyiificant  noteworthy  accomplish¬ 
ments,  particularly  when  management 
improvements  in  one  area  may  be  appli- 

(9)  Issues  Needing  Further  Study:  The 
report  should  include  a  listing  of  any 
significant  issues  needing  further  study 
and  consideration. 

(10)  Privileged  and  Confidential  Infor¬ 
mation:  The  report  should  include  a 
statement  about  any  pertinent  informa¬ 
tion  that  was  omitted  because  it  is 
deemed  privileged  or  confidential.  The 
nature  of  such  information  should  be 
described,  and  the  basis  under  which  it  is 
withheld  should  be  stated. 

d.  Report  Presentation:  The  report 
should  be  complete,  accurate,  objective, 
and  convincing,  and  be  as  clear  and 
concise  as  the  subject  matter  permits. 

e.  Report  Distribution:  Written  audit 
reports  are  to  be  submitted  by  the  audit 
organization  to  the  appropriate  officials 
of  the  organization  audited,  and  to  the 
appropriate  officials  of  the  organization 
requiring  or  arranging  for  the  audits, 
including  external  funding  organizations, 
unless  legal  restrictions,  ethical  consider¬ 
ations,  or  other  arrangements  prevent  it. 
Chapter  10  and  4-300  specify  disclosure 
restrictions  applicable  to  contract  audits 
performed  by  DCAA. 
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2'SIO  Supplement — Description  of  DCAA  Quality  Control  System 


INTRODUCTION 

The  Defense  Contract  Audit  Agency’s 
(DCAA)’s  quality  program  is  based  on 
the  precepts  of  Total  Quality  Manage¬ 
ment  (TQM).  DCAA’s  quality  control 
program  is  an  important  subset  of  the 
Agency’s  overall  quality  program.  TQM 
emphasizes  “prevention”  as  a  means  for 
reducing  errors  and  rework.  However,  an 
adequate  level  of  quality  control — moni¬ 
toring  and  inspection — is  crucial  to  as¬ 
sure  that  quality  is  being  achieved.  As  an 
agency  that  provides  professional  ser¬ 
vices,  DCAA  has  a  responsibility  to  es¬ 
tablish  and  conform  to  professional  stan¬ 
dards.  To  meet  the  first  part  of  this 
responsibility,  DCAA  has  established 


standards  based  on  generally  accepted 
government  auditing  standards  which  in¬ 
corporate  the  standards  of  the  American 
Institute  of  Certified  Public  Accountants. 
To  ensure  that  it  provides  professional 
services  that  conform  with  its  profession¬ 
al  standards,  DCAA  is  required  to  have  a 
system  of  quality  control  and,  indeed, 
maintains  such  a  system.  The  authority 
for  and  descriptive  details  of  this  system 
can  be  found  in  the  various  official 
pronouncements  and  Agency  publica¬ 
tions,  including  the  DCAA  Charter,  In¬ 
structions,  Pamphlets,  Manuals,  and  oth¬ 
er  DCAA  directives.  A  summary  descrip¬ 
tion  of  the  system  follows. 


PHILOSOPHY,  ORGANIZATION,  AND  APPROACH  TO  PROVIDING 

QUALITY  SERVICES 


Philosophy 


DCAA  is  an  independent  audit  agency 
within  the  Department  of  Defense  (DoD) 
with  a  mission  to  perform  contract  audits 
and  provide  all  the  necessary  accounting 
and  financial  advisory  services  for  the 
DoD,  and  other  agencies,  as  appropriate. 
In  accomplishing  this  mission,  the  Direc¬ 
tor  of  DCAA  has  fully  committed  the 
Agency  staff  to  attain  the  highest  level  of 
integrity,  competence,  and  customer  sat¬ 
isfaction.  This  is  best  explained  throu^ 
our  vision  statement  set  forth  as  the 
Agency’s  Commitment  to  Excellence, 
which  says; 

In  supixirt  of  the  National  Interest,  we 
are  dedicated  to  providing  timely  and 
responsive  audits,  reports,  and  financial 
advisory  services  to  the  Department  of 
Defense  contracting  officers  and  other 
customers. 


Our  aim  is  to  be  THE  audit  organiza¬ 
tion  with  the  foremost  reputation  for 
competence,  integrity,  and  customer  sat¬ 
isfaction  by: 

o  Creating  an  environment  of  team¬ 
work,  open  communication,  trust, 
and  mutual  respect,  and 
o  Developing  highly  qualified  employ¬ 
ees  dedicated  to  the  concept  of  con¬ 
tinuous  improvement. 

Good  working  relationships  and  open 
communications  with  customers  will 
minimize  potential  conflicts  between  the 
customer’s  needs  and  the  Agency’s  re¬ 
quirement  to  perform  contract  audits 
that  conform  with  generally  accepted 
government  auditing  standards. 
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Organization 


I 

I 


I 


DCAA’s  basic  system  of  quality  control 
encompasses  the  Agency’s  organizational 
structure,  as  detailed  in  the  DCAA  Orga¬ 
nization  Manual  (DCAAM  5110.1),  and 
outlined  below. 

Headquarters 

Office  of  the  Director 

DCAA’s  Director  reports  to  the  Assis¬ 
tant  Secretary  of  Defense  (Comptroller) 
and  exercises  worldwide  direction  of  the 
Agency  in  performing  all  contract  audits 
for  DoD  and  other  agencies  upon  re¬ 
quest.  The  Director’s  staff  includes  a 
Deputy  Director,  three  Assistant  Direc¬ 
tors,  a  General  Counsel,  an  Executive 
Ofncer,  and  a  Special  Assistant  for  Quali¬ 
ty.  Note  that  the  Special  Assistant  is 
specifically  responsible  for  (1)  planning, 
directing,  and  supervising  the  Agency¬ 
wide  quality  program  and  (2)  providing 
an  appraisal  of  the  operational  and  ad- 
mini.strati  ve  effectiveness  of  internal  con¬ 
trols  for  DCAA  Headquarters,  Regional 
Offices,  and  Field  Audit  Offices  (see 
Inspection  below). 

Assistant  Directors 

Operations — Responsible  and  account¬ 
able  for  providing  technical  guidance  and 
direction  to  the  Agency  for  field  contract 
audit  operations.  This  includes  directing 
the  conduct  of  special  audits  and  the 
development  of  Agency  audit  objectives, 
programs,  operational  schedules,  and  pri¬ 
orities  to  assure  effective  accomplish¬ 
ment  of  field  contract  audit  operations. 

Policy  and  Plans — Responsible  and 
accountable  for  directing  the  formulation 
and  development  of  DCAA  policy  and 
for  the  coordination,  issuance,  and  inte¬ 
gration  of  this  policy.  Assigned  divisions 
include  Policy  Formulation  (PFD),  Poli¬ 
cy  Liaison  (PLD),  Accounting  Policy 
I  (PAD),  and  the  Defense  Contract  Audit 
Institute  (DCAI). 

Resources — Formulates,  directs,  and 
executes  plans,  programs,  policies,  and 
procedures  related  to  the  management  of 
DCAA  resources  including  financial 
management,  personnel  management  and 


administration,  automated  and  non-auto- 
mated  information  resources  manage¬ 
ment,  management  analysis,  security, 
and  general  administration  activities. 

Regional  Offices  and  Field 
Detachment 

Office  of  the  Regional  Director 

DCAA  presently  has  five  Regional  Di¬ 
rectors  who  are  individually  responsible 
and  accountable  to  the  Director  for  plan¬ 
ning,  managing,  and  accomplishing  the 
Agency’s  mission  in  assigned  geographi¬ 
cal  areas.  This  includes  directing  the 
overall  management  of  DCAA  personnel 
and  resources  assigned  to  the  individual 
Regional  Offices  and  to  the  various  Field 
Audit  Offices  (FAOs)  and  suboffices 
within  the  regions.  Each  Regional  Direc¬ 
tor’s  staff  includes  a  Deputy  Regional 
Director,  approximately  six  Regional  Au¬ 
dit  Managers,  a  Special  Programs  Manag¬ 
er,  a  Resources  Manager,  and  a  Regional 
Special  Assistant  for  Quality. 

Director,  Field  Detachment 

The  Director  of  DCAA’s  Field  Detach¬ 
ment  is  responsible  and  accountable  for 
the  overall  planning,  management,  and 
execution  of  worldwide  IXTAA  contract 
audits  of  compartmented  programs  and 
for  managing  all  of  the  resources  and  staff 
assigned  to  the  Detachment. 

Field  Audit  Offices  (FAOs) 

Resident  Offices — Are  established  at 
contractor  facilities  whenever  the 
amount  of  audit  workload  justifies  the 
assignment  of  a  permanent  staff  of  audi¬ 
tors.  Resident  Offices,  which  can  be 
made  up  of  several  suboffices  of  compo¬ 
nents  within  the  same  company,  are 
responsible  and  accountable  for  planning 
and  executing  a  comprehensive,  integrat¬ 
ed  audit  program  to  carry  out  DCAA’s 
audit  mission. 

Branch  Offices — Are  established  to 
plan  and  execute  a  comprehensive  audit 
program  to  carry  out  DCAA’s  audit  mis¬ 
sion  at  those  contractor  locations,  within 
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a  general  geographical  area,  which  indi¬ 
vidually  do  not  have  sulTicient  workload 
to  justify  establishing  a  Resident  Oflice. 
Branch  Offices  are  generally  organized  to 
cover  their  smaller  contractors  from  one 


central  office  on  a  mobile  basis.  Larger 
contractors  are  often  covered  from  sub¬ 
offices. 


Approach 


Auditing  in  accordance  with  generally 
accepted  government  auditing  standards 
is  the  principal  work  of  the  Agency.  To 
promote  the  quality  accomplishment  of 
this  work,  DCAA  auditors  are  initially 
guided  to  take  steps  to  develop  a  thor¬ 
ough  knowledge  of  the  contractual  mat¬ 
ters  and  circumstances  affecting  their 
audits.  These  steps  entail: 

o  Developing  an  “intelligence  base’’ 
on  a  contractor’s  operations  and  con¬ 
tracting  environment  in  order  to  assess 
the  events  and  conditions  that  affect  the 
contractor  actions  and  the  government’s 
cost  impact. 

o  Identifying  the  audit  universe  and 
documenting  interrelationships  between 
a  contractor’s  organization  and  opera¬ 
tions  so  that  all  significant  auditable 
activities  which  affect  the  costs  of  gov¬ 
ernment  contracts  are  identified. 

o  Accurately  assessing  the  strengths 
and  weaknesses  of  a  contractor’s  internal 
controls,  accounting  and  management 
systems,  and  methods  of  operation,  in 
order:  (1)  to  identify  the  relative  risk  of 
performing  or  not  performing  certain 
audit  workpackages;  (2)  to  evaluate  the 
government’s  exposure  to  potential 


fraud,  waste,  and  mismanagement;  and 
(3)  to  tailor  audit  programs  for  specific 
assignments. 

o  Accomplishing  certain  basic,  core 
audit  requirements  before  rendering  an 
opinion  on  contract  costs  incurred  and 
before  relying  on  incurred  costs  in  any 
other  review  or  evaluation.  If  no  weak¬ 
nesses  are  disclosed,  the  satisfaction  of 
these  core  requirements  provides  a  basic 
level  of  assurance  that  a  contractor’s 
incurred  cost  representations  are  reliable. 
If  weaknesses  are  disclosed,  audit  proce¬ 
dures  must  be  extended  accordin^y. 

o  Determining  that  contractor  sys¬ 
tems  for  estimating  prices  are  adequate 
and  in  compliance  with  applicable  regula¬ 
tions. 

o  Assuring  that  all  laws,  r^ulations, 
and  authoritative  technical  guidance  for 
the  accounting  and  auditing  professions 
(including  those  issued  by  I^AA)  are 
followed. 

o  Continually  assessing  progress  on 
individual  assignments  and  program  ar¬ 
eas  in  order  to  react  timely  and  positively 
to  changed  conditions  within  the  indus¬ 
try.  acquisition,  and  audit  environments. 


ELEMENTS  OF  DCAA’S  QUALITY  CONTROL  SYSTEM 


Independence 


Objective 

To  provide  reasonable  assurance  that 
all  EXDAA  employees  maintain  the  level 
of  independence  required  by  the  Agen¬ 
cy’s  standards  of  conduct  and  by  the 
generally  accepted  government  audit 
standard  on  independence. 


Policies  and  Procedures 

General  Requirements — DCAA  em¬ 
ployees  at  all  organizational  levels  must 
adhere  to  the  requirements  on  indepen¬ 
dence  as  stated  in  the  government  audit 
standard  on  independence,  DCAA  Regu¬ 
lations  (DCAARs),  Contract  Audit  Man¬ 
ual  (CAM),  and  Personnel  Management 
Manual  (PMM).  CAM  2-203  incorpo- 
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rates  the  government  audit  standard  on 
independence  and  prescribes  the  DCAA 
auditor’s  responsibilities  for  indepen¬ 
dence  when  performing  contract  audits. 

Organizational  Placement — DCAA  has 
been  organizationally  positioned  within 
DoD  to  ensure  independence  from  the 
various  DoD  departments  and  agencies 
involved  in  the  acquisition  process.  This 
provides  the  independent  environment 
necessary  for  DCAA  to  accomplish  its 
contract  audit  mission.  Refer  to  the  pre¬ 
ceding  section  on  Organization  and  CAM 
1-1  SI  for  further  details. 

Audit  Impairments — No  factors  exter¬ 
nal  to  DCAA  are  permitted  to  restrict  the 
audit  or  interfere  with  the  auditor’s  abili¬ 
ty  to  form  independent  and  objective 
opinions  and  conclusions.  If  a  limitation 
exists,  the  auditor  should  remove  the 
limitation  or,  failing  that,  report  the 
limitation.  DCAA  expects  each  auditor  to 
exercise  prudent  judgment  in  establishing 
audit  scope,  auditing  procedures,  and 
appropriate  reporting  of  results. 

Personal  Impairments — DCAA  em¬ 
ployees  must  maintain  a  high  level  of 


moral  character  and  observe  a  high  stan¬ 
dard  of  ethical  and  professional  conduct. 
Consistent  with  this  responsibility,  em¬ 
ployees  are  required  to  refrain  from  such 
conduct  as  any  private  business  or  profes¬ 
sional  activity  which  conflicts,  or  gives 
the  appearance  of  conflicting,  with  offi¬ 
cial  duties.  DCAAR  5500.2  presents  the 
complete  standards  of  conduct  for  DCAA 
employees  and  specific  responsibilities 
for  policy  implementation.  It  incorpo¬ 
rates  the  provisions  of  DoD  Directive 
5500.7,  “Standards  of  Conduct”  and 
DoD  Directive  5500.2,  “Policies  Gov¬ 
erning  Participation  of  (DoD)  Comp<> 
nents  and  Personnel  in  Activities  of  Pri¬ 
vate  Associations.”  Chapter  37  of 
DCAA’s  Personnel  Management  Manual 
(PMM)  provides  additional  procedural 
guidance  and  states  responsibilities  relat¬ 
ing  to  the  rotation  and  reassignment  of 
employees  to  maintain  audit  integrity 
and  independence.  Employees  may  be 
reassigned  or  rotated  without  change  in 
grade  to  assure  audit  objectivity  and 
independence. 


Personnel  Hiring 


Objective 

To  provide  reasonable  assurance  that 
hiring  policies  and  procedures  attract  the 
best  persons  available  and  result  in  the 
employment  of  individuals  who  possess 
the  appropriate  characteristics  to  enable 
them  to  perform  competently. 

Policies  and  Procedures 

General — DCAA’s  policy  is  to  make 
use  of  all  available  resources  to  assure 
that  the  Agency  is  fully  staffed  with 
qualified  and  competent  auditor  and  ad¬ 
ministrative  personnel.  Recruiters  must 
be  carefully  selected  for  their  ability  to 
represent  the  Agency  effectively  and  to 
carry  out  this  policy.  The  procedural 
guidance  and  specific  responsibilities  for 
implementing  DCAA’s  recruitment  pro¬ 
gram  are  contained  in  PMM,  Chapter  II. 
This  guidance  covers  the  candidate 
sources  and  criteria  for  source  selection, 
the  college  recruitment  program,  recruit¬ 


ment  for  intermediate-  and  senior-level 
positions,  and  candidate  selection  proce¬ 
dures. 

Qualifications — Office  of  Personnel 
Management  (OPM)  Examination  An¬ 
nouncements  provide  instructions  which 
include  the  required  qualifications  for 
Accountant  and  Auditor  positions,  GS-5 
through  12.  Qualifications  for  DCAA's 
administrative  positions  are  found  in  the 
OPM  Qualification  Standards  Handbook 
X-118  governing  the  particular  occupa¬ 
tional  scries. 

Informing  Applicants  and  New 
Hires — During  orientations  conducted 
by  the  Personnel  Office  and  FAO  man¬ 
agement,  applicants  and  new  hires  are 
informed  of  Agency  policies  and  proce¬ 
dures  relevant  to  them.  A  recruitment 
brochure  is  also  available  to  any  interest¬ 
ed  person  or  college  recruitment  office. 

Employee  Retention — As  an  extension 
of  the  recruitment  process.  DCAA  in¬ 
vokes  a  probationary  period.  If.  during 
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this  period,  an  employee  is  determined  to 
lack  the  skills  and  character  traits  neces¬ 
sary  for  satisfactory  performance  as  a 
career  employee,  his  or  her  appointment 
will  be  terminated.  Details  on  completing 
an  Auditor  Probationary  Appraisal  Re- 

Personnel 

Objective 

To  provide  reasonable  assurance  that 
personnel  are  assigned  in  a  manner  that 
appropriately  considers:  (1)  the  staffing 
plans  and  requirements  for  the  Agency 
overall,  as  well  as  for  individual  field 
offices;  (2)  the  balance  of  required  skills 
and  experience;  (3)  technical  training 
needs;  and  (4)  the  nature  and  extent  of 
supervision  to  be  provided. 

Policies  and  Procedures 

General — Headquarters  is  responsible 
for  providing  the  strong,  central  direction 
necessary  for  development  and  mainte¬ 
nance  of  a  competent,  professional  staff 
and  for  effective  utilization  of  this  staff. 
Staffing  positions  are  established  and 
personnel  are  assigned  at  each  organiza¬ 
tional  level  to  provide  an  optimum  bal¬ 
ance  among  mission  needs,  economy  and 
efficiency  of  operations,  and  effective 
employee  utilization.  The  Agency’s  per¬ 
sonnel  policies  and  procedures  relating  to 
position  classification  and  position  man¬ 
agement  are  contained  in  PMM,  Chapter 
6.  These  policies  and  p-'ocedures  are 
compatible  with  and  fully  support  all 
affirmative  social  action  programs.  Refer 
to  the  preceding  section  on  Organization 
for  the  general  responsibilities  of  all 
principal  EKTAA  organizational  elements. 

Staff  Qualifications — DCAA  auditors 
and  specialists  (see  Consultation  below) 
must  collectively  have  the  skills  necessary 
to  accomplish  all  aspects  of  DCAA's 
audit  mission.  This  requires  detailed 
knowledge  of:  (1)  accounting  and  audit¬ 
ing  theory,  principles,  procedures,  and 
practices;  (2)  organizations  and  contracts 
subject  to  audit;  (3)  government  contract¬ 
ing  policies  and  regulations;  and  (4)  man¬ 
agement  principles  and  skills.  Update 
and  maintenance  of  the  required  skills  is 


port  and  the  procedures  relating  to  ac¬ 
tions  required  by  supervisors  of  new 
employees  in  the  probationary  period  are 
covered  in  PMM,  Chapter  19. 


Assignment 

accomplished  through  DCA.\  s  continu¬ 
ing  education  program  (see  Professional 
Development  below). 

Staff  Requirements  and  Distribution — 
DCAA’s  staff  requiicincnts  are  deter¬ 
mined  based  on  estimates  of  the  work¬ 
load  and  the  time  required  to  perform 
this  work  in  accordance  with  generally 
accepted  government  auditing  standards. 
Appropriate  consideration  in  calculating 
these  estimates  must  be  given  to  such 
factors  as  government  financial  risk  and 
vulnerability  to  fraud,  waste,  and  abuse. 
Guidance  tor  determining  staffing  re¬ 
quirements  is  provided  annually  through 
issuance  of  a  Headquarters  Program  Ob¬ 
jective  Document  (POD).  This  memo¬ 
randum  contains  specific  Agency  direc¬ 
tion  for  determining  staffing  require¬ 
ments  for  the  coming  year. 

The  distribution  of  available  perso  nel 
within  DCAA  is  based  on  an  evaluation 
of  total  Agency  workload  and  priorities, 
and  is  made  in  consonance  with  the 
respective  workloads  of  the  five  DCAA 
Regions,  the  Field  Detachment,  and 
Headquarters.  Regional  Offices  make 
distributions  to  Field  Audit  Offices 
(FAOs).  A  DCAA  office  is  established 
when  sufficient  workload  exists  to  justify 
a  separate  audit  unit  without  unnecessar¬ 
ily  duplicating  administrative  support 
requirements  (see  Organization). 

The  general  guidelines  used  by  DCAA 
for  organizing  staff,  programming  audits, 
scheduling  performance  of  audit  seg¬ 
ments,  and  analyzing  progress  are  con¬ 
tained  in  CAM,  Appendixes  G  and  H, 
which  cover  management  of  mobile  au¬ 
dits  and  management  of  resident  audits, 
respectively.  Detailed  programming  ob¬ 
jectives  and  guidance  are  set  forth  in  the 
annual  Program  Objective  Document. 

FAO  Assignments — The  Field  Audit 
Office  or  FAO  is  DCAA’s  base  level 
organizational  unit  responsible  for  pro- 
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viding  financial  services  and  planning 
and  performing  contract  audits  for  the 
DoD  and  other  government  agencies. 
Accordingly,  FAO  managers  have  pri¬ 
mary  responsibility  for  the  assignment  of 
field  office  personnel  while  audit  supervi¬ 
sors  (see  Supervision  below),  reporting  to 
the  FAO  managers,  generally  direct  the 
actual  planning  and  performance  of  the 
individual  audits. 

The  FAO  supervisors,  together  with 
the  FAO  managers,  are  responsible  for 
considering  and  weighing  many  variables 
and  factors  when  assigning  personnel. 
Some  of  the  more  critical  varia¬ 
bles/factors  include  the  technical  diffi- 

Professional 

Objective 

To  provide  reasonable  assurance  that 
DCAA’s  professional  development  pro¬ 
gram  enables  personnel  to  obtain  the 
knowledge  required  to  fulfill  their  as¬ 
signed  responsibilities  and  to  progress 
within  the  Agency. 

Policies  and  Procedures 

General  Guidelines  &  Requirements — 
It  is  DCAA’s  policy  to  systematically  plan 
for  and  provide  all  of  the  training  and 
development  of  its  employees  in  order  to 
maximize  their  performance  proficiency 
and  to  assure  they  remain  current  in  the 
profession.  Individual  organizational  ele¬ 
ments  are  responsible  for  establishing 
adequate  plans  and  controls  to  ensure 
that  all  training  and  employee  develop¬ 
ment  activities  are  accomplished  eco¬ 
nomically,  effectively,  and  on  a  timely 
basis,  in  consonance  with  the  Agency's 
training  and  development  program.  This 
program  encompasses:  (I)  on-the-job 
training  and  skill  development  through 
carefully  planned  and  more  progressively 
complex  employee  assignments;  (2)  for¬ 
mal  training,  including  courses  given  by 
DCAI;  (3)  self-development  courses,  de¬ 
veloped  or  approved  by  DCAA  personnel 
and  administered  by  the  R^ions  or 
IX^Al;  (4)  professional  continuing  educa¬ 
tion  programs;  (S)  attendance  at  short¬ 
term  training  courses  on  specific  subjects 


culty  and  timing  requirements  of  each 
assignment  and  the  technical  qualifica¬ 
tions  and  availability  of  personnel. 

Reassignment/Rotation — Employees 
are  reassigned  to  different  positions  and 
locations  as  necessary  to  accomplish  the 
Agency’s,  mission.  In  fact,  the  Agency 
encourages  employees  to  be  mobile  in  the 
interest  of  broadening  their  experiences 
and  increasing  their  qualifications.  Spe¬ 
cific  procedures  covering  employee  reas¬ 
signment/rotation  to  satisfy  Agency  ob¬ 
jectives  are  contained  in  PMM,  Chapter 
37. 


Development 

offered  by  other  sources;  and  (6)  self¬ 
development  through  attaining  profes¬ 
sional  certification  (e.g..  Certified  Public 
Accountant)  and  advanced  degrees  (in¬ 
cluding  the  Director’s  Fellowship  Pro¬ 
gram  in  Management). 

Specific  procedures  and  responsibili¬ 
ties  for  carrying  out  the  Agency’s  profes¬ 
sional  development  program  at  all  orga¬ 
nizational  levels  are  contained  in  the 
following  PMM  chapters: 

Chapter  16  Career  Management  Poli¬ 
cies 

Chapter  1 7  Performance  Management 
System 

Chapter  2 1  T raining  and  Development 

Chapter  30  Professional  Activities 

Outside  DCAA 

PMM,  Chapter  21  presents  DCAA’s 
Master  Training  and  Development  Plan 
for  Auditors.  This  plan  identifies  the 
formal  technical  and  management  train¬ 
ing,  by  type  and  course,  which  is  essential 
or  desirable  for  progression  from  one 
audit  career  level  to  another  within 
DCAA. 

The  knowledge  and  skills  that  are  re¬ 
quired  by  contract  auditors  at  various 
grade  levels  to  effectively  perform  their 
assigned  tasks  are  detailed  in  Chapters  1 6 
and  17  of  the  PMM.  These  chapters  also 
provide  guidance  on  assessing  individual 
performance  and  identifying  individual 
training  and  education  needs.  As  an 
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integral  part  of  its  overall  training  and 
development  program,  DCAA  also  re¬ 
quires  that  specific  evaluations  be  per¬ 
formed  to  assess  the  extent  to  which 
training  sources  are  achieving  stated  ob¬ 
jectives. 

Defense  Contract  Audit  Institute 
(DCAI) — The  DCAl  is  responsible  for 
developing  the  Agency’s  training  pro¬ 
gram  and  courses.  Courses  provided  at 
the  Institute  re  designed  and  periodical¬ 
ly  updated  to  enable  DCAA’s  auditors 
and  managers  to  gain  the  knowledge  and 
skills  they  need  to  perform  their  assigned 
tasks  in  carrying  out  DCAA’s  audit  mis¬ 
sion.  The  courses  are  also  designed  to 
improve  performance  weaknesses  and  to 
prepare  employees  for  higher  responsibil¬ 
ities. 

Specialization — Training  needs  are 
continuously  reviewed  and  updated  to 
meet  present  and  anticipated  Agency 


Objective 

To  provide  reasonable  assurance  that 
individuals  selected  for  advancement  will 
have  the  qualifications  necessary  for  ful¬ 
filling  the  responsibilities  they  will  be 
called  on  to  assume. 

Policies  and  Procedures 

Required  Qualifications — The  qualifi¬ 
cations  necessary  for  the  various  levels  of 
auditor  responsibility  within  DCAA  can 
be  stated  in  terms  of  the  progressive 
growth  in  an  individual’s  technical  com¬ 
petence  and  professional  ability.  This 
concept  of  career  development  is  delin¬ 
eated  in  PMM  Chapter  16.  The  account¬ 
ing  and  auditing  knowledge  and  skills 
that  are  essential  for  the  contract  auditor 
at  various  grade  levels  to  effectively  per¬ 
form  the  assigned  tasks  are  stated  in 
Chapter  1 6,  appendix  B,  and  Chapter  1 7, 
appendix  D,  of  the  manual. 

Criteria  for  Evaluating  Performance — 
The  performance  of  most  DCAA  person¬ 
nel  is  evaluated  in  accordance  with  Office 
of  Personnel  Management  (OPM)  regula¬ 
tions,  as  set  forth  in  the  Federal  Person¬ 
nel  Manual.  In  many  instances,  these 


needs  in  specialized  areas  such  as  data 
processing  and  cost  accounting  for  pen¬ 
sions  and  insurance.  This  specialized 
training  is  accomplished  throu^  the 
same  basic  training  sources  described  in 
the  General  paragraph  above,  or  derived 
from  working  with  Agency  specialists 
from  Headquarters,  Regional  Offices,  or 
DCAA’s  Technical  Services  Center  (see 
Consultation). 

On-the-job  Training — This  form  of 
training  is  an  integral  part  of  the  Agency’s 
overall  training  and  development  pro¬ 
gram  and  is  one  of  the  most  important 
responsibilities  of  all  DCAA  supervisors. 
It  provides  employees  with  the  opportu¬ 
nity  to  participate  in  all  types  of  audit 
assignments  at  progressively  higher  levels 
of  complexity  and  in  different  contract 
audit  environments. 


OPM  regulations  have  been  implemented 
by  DoD  Directives  and  Instructions.  The 
objectives  of  DCAA’s  performance  ap¬ 
praisal  system  include  identifying  the  job 
elements  of  each  position,  establishing 
performance  standards  relative  to  the 
elements,  informing  employees  of  the  job 
elements  and  the  performance  standards 
for  their  positions,  and  conducting  a 
periodic  formal  review  and  discussion  of 
the  quality  of  each  employee’s  work  per¬ 
formance  in  relation  to  the  established 
performance  standards.  These  objectives 
and  associated  DCAA  appraisal  policies 
and  procedures  are  presented  in  PMM, 
Chapters  9  and  17,  for  GM  and  GS 
employees,  respectively. 

Advancement  Decisions — Selections 
foi  promotions  are  made  from  among  the 
best  qualified  candidates,  based  solely  on 
their  relative  knowledge,  skills,  and  abili¬ 
ties.  Advancement  selections  to  auditor 
positions  GM-13  and  above  are  made  in 
accordance  with  DCAA’s  Career  Man¬ 
agement  Program  policies  (see  below). 
Positions  GS-12  and  below  are  filled  non- 
competitively  (without  using  vacancy  an¬ 
nouncements)  by  career  ladder  promo¬ 
tions,  as  employees  demonstrate  their 
ability  to  perform  higher  level  duties. 


Advancement 
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Agency  guidance  on  advancement  deci¬ 
sions  is  contained  in  PMM,  Chapter  36, 
Merit  Promotion. 

Career  Management  and  Career 
Boards — DCAA  managers  and  supervi¬ 
sors  at  all  organizational  levels  are  re¬ 
sponsible  for  aiding  subordinates  in  de¬ 
fining  career  objectives  and  implement¬ 
ing  career  plans  and  for  making  advance¬ 
ment  recommendations  (or  decisions, 
when  authorized)  regarding  employees 
under  their  supervision.  Employees,  in 
turn,  are  encouraged  to  familiarize  them¬ 
selves  with  the  operation  of  the  merit 
promotion  program,  provide  complete 
and  accurate  information  needed  for  con¬ 
sideration  under  the  merit  promotion 
program,  and  periodically  review  and 
update  their  experience  records  and  other 
personal  data  maintained  by  the  Person¬ 
nel  Office.  Individual  careerists  must 
further  provide  the  initiative  and  energy 
necessary  for  development  of  the  skills 
required  in  their  career  field  and  recog¬ 
nize  the  advantages  of  mobility  to  them¬ 
selves  and  the  Agency. 

A  DCAA  Career  Development  Board 
(CDB)  is  established  at  Headquarters 


with  responsibilities  for  providing  policy 
guidance  and  monitoring  DCAA’s  career 
management  planning  and  programming 
activity.  The  CDB  consists  of  senior 
Headquarters  executives  who  (1)  recom¬ 
mend  for  the  Director’s  approval  the 
establishment  or  revision  of  employee 
development  activities  which  may  be 
expected  to  improve  the  operation  of  the 
career  management  program  and  (2)  re¬ 
view  lists  of  candidates  for  filling  all 
auditor  and  administrative  positions  at 
grade  GM-14  and  above  to  determine 
those  best  qualified  for  referral  to  the 
Director,  who  is  the  selecting  official. 

Regional  Directors  are  accountable  for 
the  effective  functioning  of  their  respec¬ 
tive  Region’s  career  management  pro¬ 
grams  and  Career  Management  Boards 
(CMBs).  Each  CMB  consists  of  senior 
regional  managers  who  recommend  any 
needed  revisions  in  the  program  to  the 
Regional  Director  and  who  periodically 
evaluate  the  region’s  career  management 
programs. 


Supervision 


Objective 

To  provide  reasonable  assurance  that 
supervision  of  work  at  all  organizational 
levels  results  in  work  performance  that 
meets  the  Agency’s  standards  of  q  :ality. 
The  extent  of  supervision  and  review 
required  varies  in  accordance  with  the 
audit  circumstances  and  depends  on  such 
factors  as  complexity  of  the  work,  the 
qualifications  of  the  persons  performing 
the  work,  and  the  extent  of  consultation 
available  and  used. 

Policies  and  Procedures 

General — The  supervision  of  work  at 
all  organizational  levels  is  an  important 
factor  in  assuring  that  work  performed 
meets  the  Agency’s  and  customer’s  stan¬ 
dards  of  quality. 

All  management  and  supervisory  per¬ 
sonnel  must  maintain  familiarity  with 
certain  essential  elements  of  personnel 
management.  These  elements  include: 


managing  positions  and  pay,  staffing  po¬ 
sitions  and  selecting  and  assigning  em¬ 
ployees,  evaluating  and  rating  employee 
performance,  training  and  development 
of  employees,  using  incentives,  maintain¬ 
ing  management-employee  communica¬ 
tions,  administering  constructive  disci¬ 
pline,  and  administering  leave.  Details 
on  these  responsibilities  are  contained  in 
PMM,  Chapter  82. 

Planning  of  Field  Work — Adequate 
planning  requires  that  appropriate  con¬ 
sideration  be  given  to  the  assignment  of 
personnel.  Consideration  should  also  be 
given  to  report  format  and  content.  I  ike- 
wise,  coordinating  the  audit  with  cogni¬ 
zant  contractor  and  government  procure¬ 
ment  representatives  both  prior  to  and 
during  the  audit  is  important.  Although 
aspects  of  audit  planning  are  presented 
throu^out  CAM,  Chapter  3  of  CAM 
specifically  covers  this  critical  element  of 
supervision  and  quality  control. 

In  planning  and  managing  audits,  re¬ 
gions  and  FAOs  are  directed  to  ( 1 )  ensure 
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that  quality  performance  is  emphasized 
and  (2)  implement  the  total  audit  concept 
technique  (TACT).  The  procedures  emb¬ 
raced  by  TACT  are  contained  in  DCAAP 
7641.64,  “Audit  Management  at  Major 
Contractors.”  While  the  techniques  of 
TACT  are  geared  to  audits  of  major 
contractors,  the  TACT  principle  (manag¬ 
ing  audit  activities  on  the  basis  of  an 
integrated  totality)  applies  e(iually  to  au¬ 
dits  of  smaller  contractors.  Certain 
TACT  techniques  are  required  and  per¬ 
formed  annually  as  part  of  DCAA’s  plan¬ 
ning  process.  These  include  use  of  (1)  the 
internal  control  audit  planning  summary 
for  major  contractors  and  the  internal 
control  questionnaire  for  other  .ontrac- 
tors.  The  workpackage  risk  analysis  pro¬ 
cedures  or  WRAP  (a  quantitative  method 
of  identifying  the  relative  risk  of  per¬ 
forming  or  not  performing  audit  work- 
packages)  may  also  be  used  at  the  option 
of  the  auditor.  Details  on  the  use  of  these 
techniques  are  presented  in  DCAA’s  Pro¬ 
gram  Objective  Document  (DCAAP 
7045.5),  with  applicable  source  refer¬ 
ences. 

Supervision  of  Field  Work — Supervi¬ 
sors  are  responsible  for  assuring  that  the 
necessary  auditing  procedures  and  tests 
are  properly  designed  and  systematically 
laid  out  so  that  they  can  be  understood  by 
the  assigned  audit  staff.  Supervisors  are 
required  to  provide  their  subordinate 
staff  members  with  sufficiently  detailed 
instructions  to  enable  them  to  perform 
their  assigned  tasks  in  a  quality  manner. 
The  amount  of  preparatory  training  and 
direct  on-the-job  supervision  required  on 
a  given  assignment  will  vary  according  to 
the  subordinate’s  experience  and  compe¬ 
tence.  Due  care  must  be  exercised  in 
supervising  subordinates  and  in  review¬ 
ing  their  work  throughout  the  audit. 
Findings  and  descriptions  of  audit  excep¬ 
tions  should  be  clearly  described  and  well 
supported,  and  recommendations  should 
be  responsible  and  appropriate  to  the 
conditions  described. 

Review  of  Working  Papers  and  Re¬ 
ports — Supervisory  review  of  working 
papers  and  reports  is  required  to  ensure 


that  (1)  the  auditor  conforms  t^  audit 
standards,  (2)  audit  programs  are  fol¬ 
lowed  unless  deviation  is  justified,  (3)  the 
working  papers  conform  to  standards  and 
adequately  support  the  reported  audit 
findings,  (4)  the  auditor  accomplishes  the 
audit  objectives,  (5)  the  reoort  is  pre¬ 
pared  in  accordance  with  C  ..I,  and  (6) 
the  needs  of  the  customer  ar,  understood 
and  considered.  Documentation  of  super¬ 
visory  reviews  must  be  prepared  and 
retained. 

Supervisors  must  assure  that  each  au¬ 
ditor  is  fully  aware  of  the  CAM  auditing 
and  reporting  requirements.  FAO  super¬ 
visors  are  also  responsible,  along  with 
their  FAO  and  regional  managers,  for 
implementing  all  Headquarters  policy 
guidance  memorandums,  including  those 
addressing  the  mandatory  annual  audit 
requirements  (MAARs)  and  the  use  of 
Agency-wide  audit  file  forms  and  pro 
forma  audit  programs  and  reports.  Audit 
file  forms  represent  the  minimum  audit 
quality  control  documentation  needed 
regardless  of  the  type  or  size  of  audit. 
Headquarters  updates  pro  forma  audit 
programs  and  reports  as  new  policy  guid¬ 
ance  is  issued.  Audit  programs  are  ex¬ 
pected  to  be  tailored  to  the  specific 
assignment  and  approved  by  the  supervi¬ 
sor. 

The  full  performance  level  for  DCAA 
auditors  is  the  GS-12  senior  auditor 
position.  Experienced  GS-12s,  howevt". 
may  be  called  upon  to  give  on-site  work 
direction  to  trainees  as  long  as  it  does  not 
preempt  the  supervisor’s  responsibility  or 
unduly  interfere  or  prevent  the  GS-12 
from  the  timely  accomplishment  of 
his/her  principal  work  (i.e.,  performance 
of  DCAA’s  most  complex  audit  assign¬ 
ments).  For  a  small  group  of  auditors, 
GS-12s  may  be  asked  to  furnish  advice 
and  instructions  on  specific  audit  pro¬ 
grams,  tasks,  and  techniques;  plan  and 
review  individual  work  assignments 
within  the  scope  of  the  total  audit  assign¬ 
ment;  maintain  the  status  and  progress  of 
work  assignments;  and  provide  on-the- 
job  training  to  trainees. 
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Consultation 


Objective 

To  provide  reasonable  assurance  that 
auditors  will  seek  assistance  from  persons 
having  the  appropriate  levels  of  special¬ 
ized  knowledge,  competence,  judgment, 
and  authority,  whenever  such  specialized 
assistance  is  deemed  necessary  to  express 
an  audit  opinion  and  satisfy  auditing 
standards. 

Policies  and  Procedures 

General — The  auditor  is  responsible 
for  obtaining  sufficient  evidence  to  ex¬ 
press  an  opinion.  Since  the  advice  of 
technical  specialists  can  constitute  a  sig¬ 
nificant  part  of  this  evidence,  auditors 
must  first  recognize  when  areas  of  an 
assignment  extend  beyond  their  expertise 
and  then  obtain  assistance  from  individ¬ 
uals  who  have  the  skills  needed  to  evalu¬ 
ate  those  areas.  When  specialists  are 
used,  the  auditor  is  responsible  for  satis¬ 
fying  himself  or  herself  as  to  their  profes¬ 
sional  qualifications  and  reputation  by 
inquiry  or  other  procedures.  Refer  to 
AICPA  Standards  of  Field  Work,  AU 
Section  336  (SAS  11),  “Using  the  Work 
of  a  Specialist,”  for  this  and  other  consid¬ 
erations  in  determining  the  need  for 
consultation. 

Sources  for  Consultation — DCAA  au¬ 
ditors  may  consult  with  either  specialists 
in  a  particular  field  or  auditors  with 
specialized  experience  and  training.  This 
includes  personnel  with  specialized  tech¬ 
nical  skills  who  are  assigned  to  govern¬ 
ment  procurement  activities  and  to  attor¬ 
neys  assigned  to  the  Defense  Legal  Ser¬ 
vices  Agency.  It  also  includes  those 
DCAA  employees  assigned  to  the  Region¬ 
al  Offices,  Technical  Services  Center  (see 
below),  or  other  Headquarters  elements 
who  have  specialized  experience  and 
training  in  such  areas  as  electronic  data 
processing,  computer  assisted  audit  tech¬ 
niques,  pensions  and  insurance,  quantita¬ 
tive  methods,  and  engineering  and  manu¬ 
facturing  operations.  When  desired  ser¬ 
vices  cannot  be  performed  by  present 
government  employees  and  cannot  be 
obtained  throu^  routine  civil  service 
procedures,  DCAA’s  policy  is  to  autho¬ 


rize  the  temporary  employment  of  ex¬ 
perts  and  consultants  to  obtain  the  spe¬ 
cialized  services  deemed  essential  to  its 
mission. 

To  further  support  the  audit  mission, 
reference  libraries  with  assorted  technical 
and  professional  publications  and  other 
material  are  maintained  in  accordance 
with  DCAAR  5000.2.  New  audit  ap¬ 
proaches,  guidance,  and  techniques  are 
investigated,  developed,  and  implement¬ 
ed,  as  required,  through  research  and 
evaluation  conducted  by  Headquarters 
and  Regional  Offices. 

Technical  Services  Center  (TSC) — The 
TSC  has  been  specifically  established 
under  the  DCAA  Assistant  Director,  Op¬ 
erations,  to  operate  as  a  focal  point  for 
applications  research  and  development 
activities,  and  as  a  source  of  expertise 
which  is  available  to  field  elements  en¬ 
gaged  in  both  traditional  audits  and  non- 
traditional  audits.  Staffed  by  computer 
specialists,  engineers,  CPAs,  and  other 
professionals  having  the  expertise  needed 
to  support  DCAA’s  mission,  the  TSC  is 
comprised  of  four  branches:  Electronic 
Data  Processing,  Computer  Assisted  Au¬ 
dit  Techniques,  Systems  Design  and  De¬ 
velopment,  and  Special  Programs. 

Requests  for  Consultation — DCAA’s 
goal  is  to  minimize  the  number  of  re|wrts 
in  which  we  have  to  express  a  qualified 
audit  opinion  because  of  a  lack  of  special¬ 
ized  knowledge  or  skills.  DCAA  evalu¬ 
ations  of  price  proposals  frequently  re¬ 
quire  specialized  technical  assistance 
from  the  cognizant  procurement  or  con¬ 
tract  administration  activities.  Therefore, 
with  few  exceptions,  requests  for  this 
type  of  assistance  are  routinely  handled. 
That  is,  when  determined  necessary,  they 
are  made  orally  or  in  writing  to  the 
cognizant  servicing  activity  (CAM  9- 
103.1).  With  regard  to  requests  for  tech¬ 
nical  assistance  to  perform  an  incurred 
cost  audit  or  operations  audit,  it  is 
DCAA  policy  that  the  auditor  will  re¬ 
quest  the  assistance  from  the  contract 
administration  activity  responsible  for 
the  contractor  being  audited  (CAM  2- 
202a).  Requests  for  specialized  assistance 
from  Regional  Offices,  Headquarters,  or 
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from  the  Defense  Legal  Services  Agency 
are  accomplished  through  Regional  Of¬ 
fice  channels.  Arrangements  for  using 
other  non-government  specialists  are 
made  through  the  Regional  Offices  and 
Headquarters  in  accordance  with 
DCAAR  1442.1,  “Guidelines  for  the  Em¬ 
ployment  of  Experts  and  Consultants,” 
or  DCAAHI  1442.1,  “Administrative 
Procedure  for  Engaging  Actuarial  Con¬ 
sulting  Services.”  To  avoid  misunder¬ 
standings,  contractor  representatives  are 
generally  advised  of  plans  to  employ 
specialists  for  specific  reviews.  Objec¬ 
tions  raised  by  contractors  on  the  use  of 
consultants  are  discussed  with  the  cogni¬ 
zant  Regional  Office. 

Results  of  Consultation — The  results 
of  a  technical  review  performed  by  a 
specialist  are  expected  to  be  sufficiently 
detailed  for  the  auditor  to  satisfy  his  or 
her  reporting  requirements  and  to  in¬ 
clude  in  a  final  consolidated  audit  report. 
To  ensure  that  the  results  are  correctly 
reported,  the  auditor  must  (1)  examine 
them  in  light  of  all  known  facts,  (2) 


understand  the  methods  and  assumptions 
used  by  the  technical  specialist,  and  (3) 
attain  assurance  that  the  technical  find¬ 
ings  are  appropriately  applied  in  relation 
to  the  contractor’s  financial  representa¬ 
tions. 

Where  the  results  do  not  appear  to  be 
correct  or  complete,  the  situation  is  dis¬ 
cussed  with  the  specialist,  and  any  re¬ 
maining  significant  differences  of  opin¬ 
ion  are  elevated  to  the  Regional  Office. 
Issues  that  cannot  be  resolved  by  the 
Regions  are  forwarded  to  Headquarters 
in  a  timely  manner.  Especially  difficult 
accounting  or  cost  principle  issues  that 
cannot  be  answered  using  existing  regula¬ 
tions  and  reference  sources  are  referred 
by  Headquarters  to  the  responsible  au¬ 
thoritative  body  for  clarification  or  other 
appropriate  action.  Note  that  all  appro¬ 
priate  files  documenting  the  resolution  of 
any  significant  differences  of  opinion  are 
required  to  be  maintained  for  reference 
and  research  purposes. 


Inspection 


Objective 

The  major  objective  of  the  DCAA 
quality  control  program  is  to  provide 
required  assurances  of  financial  integrity 
and  quality  mission  performance  in  the 
most  efficient  and  economical  manner. 
This  assurance  is  attained  through  the 
coordination  of  all  vulnerability  assess¬ 
ment,  internal  control  review,  external 
audit  followup,  audit  quality  review,  and 
management  improvement  efforts.  Re¬ 
sponsibility  for  the  coordination  rests 
with  the  DCAA  Special  Assistant  for 
Quality  (see  Organization  above),  who  is 
an  experienced  audit  management  offi¬ 
cial  and  also  IX!!AA's  senior  management 
official  for  the  Internal  Management 
Control  Program  under  the  Federal  Man¬ 
agers’  Financial  Integrity  Act. 

Policies  and  Procedures 

Direct  responsibility  for  quality  in  all 
audit  and  resource  management  func¬ 
tions  is  vested  in  the  line  and  staff 


managers  and  supervisors  at  all  levels  of 
DCAA.  Under  the  general  direction  of 
the  Deputy  Director,  the  Special  Assis¬ 
tant  for  Quality  centrally  manages  a 
DCAA-wide  quality  control  program. 
This  Headquarters-directed  program  is 
complemented  by  similar  programs  di¬ 
rected  by  the  Regional  Directors  and  the 
Director,  Field  Detachment. 

The  quality  control  program  provides 
timely  feedback  to  all  levels  of  manage¬ 
ment  on  the  state  of  compliance  with  the 
preceding  objectives,  policies,  and  proce¬ 
dures.  It  also  provides  a  focal  point  for 
tracking  the  implementation  of  correc¬ 
tive  action  plans  established  by  manage¬ 
ment  when  noncompliance  problems 
have  been  disclosed  by  external  reviews 
or  internal  quality  control  activities. 

Quality  control  review  planning  con¬ 
siders  the  universe  of  all  audit  and  re¬ 
source  management  functions  at  all  orga¬ 
nizational  levels.  Areas  for  review  are 
prioritized  on  the  basis  of  periodic  full- 
scale  vulnerability  assessments,  supple¬ 
mented  by  data  monitoring  at  the  Head- 
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quarters  level  and  continual  input  of  any 
other  indicators  from  any  source.  The 
assessments  consider  the  coverage  and 
results  of  external  audits  and  oversight 
reviews  such  as  those  by  the  Genera! 
Accounting  Office,  the  Department  of 
Defense,  Office  of  the  Inspector  General, 
Office  of  Personnel  Management,  the 
Information  Security  Oversight  Office, 
the  Office  of  the  Secretary  of  Defense, 
and  the  Office  of  Government  Ethics,  to 
avoid  duplication.  Depending  on  the 
nature  of  the  area  to  be  reviewed,  it  may 
be  covered  by  (1)  onsite  visits  to  lower- 
tier  offices  by  Headquarters  or  Regional 
Office  program  managers  or  functional 
specialists;  (2)  fact-finding  by  cognizant 
line  or  functional  staff  managers  or  su¬ 


pervisors  using  such  tools  as  centrally 
directed  survey  instruments  and  internal 
control  checklists;  (3)  Headquarters  desk 
reviews  of  sample  transaction/event 
packages  called  in  from  Field  Audit  Of¬ 
fices  (for  example,  audit  reports  or  work¬ 
ing  papers);  (4)  onsite  review  of  internal 
systems  by  DCAA  specialists  who  nor¬ 
mally  support  our  contract  audit  func¬ 
tion,  such  as  EDP  technicians  or  industri¬ 
al  engineers;  or  (5)  review  by  peers  from 
outside  the  or^nization  being  reviewed, 
including  outside  DCAA  if  required.  All 
review  results,  with  corrective  action  rec¬ 
ommendations  if  needed,  are  reported  to 
the  Director  and  Deputy  Director  and 
other  executives  affected. 
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3-000 


CHAPTER  3 


3-000  AUDIT  PLANNING 


3-001  Scope  of  Chapter 

This  chapter  presents  general  concepts 
and  techniques  of  contract  audit  plan¬ 
ning.  Section  1  covers  such  fundamentals 
as  the  audit  assignment,  the  audit  pro¬ 
gram  for  a  specific  assignment,  factors 
influencing  the  audit  scope,  the  types, 
I  sources  and  relative  quality  of  audit 
evidence,  and  an  introduction  to  use  of 
quantitative  methods  and  electronic  data 
processing  (EDP)  in  contract  audits.  Sec¬ 


tion  2  provides  guidance  on  briefing  the  I 
contract  and  reporting  contract  provi¬ 
sions  which  would  impede  contract  audit 
or  administration.  Supplement  3-SlO 
presents  illustrations  of  significant  con¬ 
tract  audit  findings  and  recommenda¬ 
tions  that  can  result  from  sound  planning 
and  effective  performance  of  the  contract 
audit  mission  at  both  major  and  nonma-  I 
jor  contractors.  Supplement  3-S20  I 
presents  areas  of  audit  coverage  desired 
at  NASA  contractors. 


3-100  Section  1  —  Introduction  to  Contract  Audit  Planning 


3-101  Scope  of  Section 

This  section  discusses  the  audit  assign¬ 
ment;  factors  influencing  the  audit  scope; 
preparation  of  the  audit  program,  the 
I  typ^,  sources,  and  relative  quality  of 
audit  evidence;  and  the  use  of  quantita¬ 
tive  methods  and  EDP  in  contract  audits. 

3-102  The  Audit  Assignment 

a.  An  audit  assignment  is  an  authoriza¬ 
tion  to  perform  a  particular  phase  or 
aspect  of  the  contract  audit  responsibility 
at  a  specified  contractor.  It  includes  a 

I  summary  statement  of  the  audit  objec¬ 
tives,  identifies  the  person  or  office  re¬ 
questing  the  audit,  the  date  required,  and 
other  pertinent  information  which  will 
assist  in  the  development  of  the  audit 
plan. 

b.  Individual  audit  assignments  can  be 
FAO  initiated,  established  based  on  re¬ 
quests  from  intemal/external  customers 
or  a  combination  of  the  two.  Typical 
circumstances  which  may  lead  to  an 
audit  assignment  include  (1)  a  customer 
request  for  audit;  (2)  established  contract 
audit  requirements;  (3)  a  new  proposal, 
contract,  or  contract  change;  (4)  a  con¬ 
tract  termination;  (5)  continuous 
system/operation  audit  requirements; 
and  (6)  changes  in  contractor’s  organiza¬ 
tion,  operational  procedures,  or  account¬ 
ing  and  estimating  policies.  The  auditor 
at  ail  levels  should  always  be  alert  to 


identify  and  report  any  instance  where  in 
her  or  his  judgment  an  audit  is  needed  to 
protect  the  government’s  interest. 

c.  The  overall  audit  plan  at  a  major 
contractor  should  normally  consider  re¬ 
quirements  for  completion  of  current 
year  and  prior  year  audits  of  incurred 
costs  by  fiscal  year.  Plans  for  the  comple¬ 
tion  of  incurred  cost  audits  may  group 
prior  years’  effort  as  single  audits.  Audits 
programmed  at  major  and  nonmajor  con¬ 
tractors  may  include  one  or  more  assign¬ 
ments  established  to  review  individual 
audit  areas  of  the  contractor’s  system(s). 
Each  assignment  should  include  appro¬ 
priate  audit  programs  and  working  pa¬ 
pers  documenting  work  accomplished. 
Each  assignment  should  also  be  cross- 
referenced  to  other  assignments  estab¬ 
lished  to  review  individual  audit  areas  of 
the  contractor’s  system(s).  This  should 
ensure  that  each  audit  assignment  file 
stands  alone  without  unnecessary  dupli¬ 
cation  of  documentation. 

3-103  The  Audit  Program 

a.  After  discussing  and  documenting 
the  objective,  risk  assessment,  and  gener-  I 
al  scope  of  the  audit  assignment  with  the 
supervisor,  the  auditor  will  prepare  the 
audit  program.  The  audit  program  is  a 
written  plan  for  orderly  accomplishment 
of  the  audit  assignment  and,  when  com¬ 
pleted,  is  a  permanent  record  of  the  work 
done.  It  reflects  a  mutual  understanding 
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between  the  auditor  and  supervisor  on 
the  scope  required  to  meet  government 
auditing  standards  and  objectives  for  the 
assignment.  The  audit  pro^am  applica¬ 
ble  to  incurred  cost  audits  involving 
multiple  workpackages  to  cover  a  con¬ 
tractor’s  fiscal  year  should  be  a  control 
document. 

b.  The  program,  as  initially  prepared, 
indicates  the  steps  to  be  performed  and 
the  estimated  time  to  complete  each  step 
or  group  of  steps,  and  provides  for  re¬ 
cording  actual  time,  worlung  paper  refer¬ 
ence,  date  completed  and  by  whom, 
evidence  of  supervisory  review  and  the 
date,  and  an  explanation  of  any  work  not 
completed  as  programmed.  Aner  the  au¬ 
dit  program  is  prepared,  it  must  be 
submitted  for  supervisory  review  prior  to 
starting  the  field  work.  Field  work  nor¬ 
mally  should  not  begin  until  the  audit 
program  is  approved  to  ensure  that  no 
misdirected  or  unnecessary  effort  is  ex¬ 
pended. 

c.  Sufficiently  describe  the  audit  steps 
to  be  performed  to  indicate  the  purpose 
of  the  step,  the  manner  in  which  the  work 
is  to  be  done,  and  the  extent  of  the 
review. 

d.  During  the  audit,  cross-reference 
each  audit  step  to  the  working  paper(s) 
where  the  step  was  accomplished.  Also 
record  the  actual  hours  expended  on  each 
step  or  group  of  steps,  when  completed, 
and  by  whom. 

e.  As  the  audit  work  progresses,  and  a 
need  for  additional  work  or  changes  in 
the  program  becomes  evident,  make  ap¬ 
propriate  adjustments  after  coordinating 
them  with  the  supervisor. 

f.  On  completion  of  the  assignment, 
make  sure  that  all  steps  are  either  cross- 
referenced  to  working  papers  or  annotat¬ 
ed  for  why  they  were  not  done.  Also 
make  sure  that  all  actual  hours  are  ac¬ 
counted  for  by  step  or  group  of  steps  and 
agree  with  the  time  reported  in  the 
DCAA  FAO  management  information 
system  (FMIS). 

3-104  Factors  Influencing  the  Audit 
Scope 

The  auditor  is  expected  to  exercise 
professional  jud^ent,  considering  vul¬ 
nerability  and  nsk,  in  determining  the 


audit  scope.  Several  factors  which  may 
influence  the  audit  scope  include: 

a.  audit  objectives  and  the  request  for 
audit. 

b.  the  type  of  audit. 

c.  previous  audit  experience  at  the 
contractor. 

d.  known  deficiencies  that  may  affect  I 
the  audit  area. 

e.  the  materiality  of  the  direct  costs.  I 

f.  the  extent  of  |ovemment  business 
subject  to  audit  and  its  relationship  to  the 
contractor’s  total  business  is  an  impor¬ 
tant  consideration  when  auditing  indirect 
expenses.  When  auditing  service-center- 
ty^  costs,  the  consideration  should  first 
include  a  determination  of  the  basis  of 
allocation  so  that  a  proper  application  of 
the  participation  rate  may  be  made. 

g.  the  contractor’s  organizational  and 
capital  structure,  its  business  cycle,  con¬ 
tract  types  and  mix. 

h.  the  similarity  of  items  being  pro¬ 
duced  for  the  government  to  those  being 
produced  for  others. 

i.  the  contractor’s  various  systems  used 

to  accumulate,  allocate,  report,  and  con-  I 
trol  costs.  I 

j.  the  adequacy  of  the  contractor’s 
internal  control  structure  which  includes 
the  control  environment,  the  accounting 
system,  and  control  procedures.  See 
Chapter  5  for  additional  guidance  on  I 
reviewing  the  internal  control  structure. 

k.  the  degree  of  technology  and  auto¬ 
mation  used  by  the  contractor. 

l.  the  types  and  flow  of  transactions. 

m.  the  types,  sources,  and  relative 

quality  of  audit  evidence.  I 

n.  the  extent  of  knowledge  obtained 
from  the  review  of  the  contractor’s  dis¬ 
closure  statement  and  audit  reviews  for 
compliance  with  applicable  Cost  Ac¬ 
counting  Standards  (see  8-000)  and  FAR 
Part  31. 

o.  MAARs  accomplishment  (see  3- 
104.16). 

p.  use  of  quantitative  methods  and 
EDP. 

q.  RFP/RFQ  or  Contract  provisions. 

3-104.1  Audit  Objective 

a.  The  purpose  of  the  audit,  or  audit 
objective,  will  often  determine  the  extent 
of  testing  as  well  as  the  steps  required  to 
accomplish  the  objective.  The  objective 
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may  range  from  only  gathering  specific 
data  to  expressing  an  opinion  on  the 
contractor’s  entire  operations.  Accord¬ 
ingly,  the  audit  scope  may  be  limited  to 
gathering  data  or  expanded  to  a  compre¬ 
hensive  review  of  several  functions  with¬ 
in  the  contractui's  operations.  Addition- 
aiiy,  tUc  scope  may  cht'nge  depending  on 
what  the  auditor  finds  during  the  audit. 
Regardless,  the  audit  scope  must  be  suffi¬ 
cient  to  develop  an  informed  opinion  on 
the  audit  objective  that  will  satisfy  the 
needs  of  the  potential  users  of  the  audit 
findings. 

b.  The  needs  of  the  potential  user 
should  be  identified  in  the  request  for 
audit  and  should  be  considered  in  defin¬ 
ing  the  audit  objective  and  resulting  audit 
scope.  If  the  requester  identifies  specific 
areas  of  concern,  include  audit  steps 
which  will  develop  information  to  answer 
those  concerns.  If  the  sp^ific  concerns 
cannot  be  answered  during  the  audit, 
immediately  notify  the  requester.  If  the 
necess^  steps  are  beyond  the  auditor’s 
expertise  or  ability  or  require  significant¬ 
ly  more  than  normal  audit  effort  for  the 
type  of  audit  planned,  coordinate  with 
the  r^uester  to  either  clarify  the  request 
and  its  impact  on  the  audit  or  suggest 
alternative  sources  for  the  needed  infor¬ 
mation  (such  as  a  technical  evaluation). 

I  3-104.2  Type  of  Audit 

The  type  of  audit  will  affect  the  degree 
of  risk  to  the  government  and  resulting 
audit  scope.  For  example,  in  a  price 
proposal  audit,  a  proposed  cost-type  con¬ 
tract  will  generally  involve  a  low  risk  of 
overstatement  because  the  contractor  will 
be  paid  its  incurred  costs  under  the 
contract  as  long  as  they  are  allowable, 
allocable,  and  reasonable.  One  risk  is  that 
the  costs  are  understated  in  the  propos^ 
(as  in  the  case  of  a  buy-in).  However,  in 
an  incurred  cost  or  systems  audit,  a  cost- 
type  contract  will  generally  involve  a  high 
nsk  of  overstatement  for  the  same  rea¬ 
sons. 

I  3-104  J  Audit  Experience 

When  developing  the  audit  scope,  re¬ 
view  the  permanent  file  (including  assess¬ 
ments  of  internal  control  system  and 
control  risk  summarized  on  the  internal 
control  assessment  planning  summary 


sheets  or  internal  control  questionnaires, 
and  audit  lead  sheets)  and  prior  audit  I 
workpackages  to  determine  what  data  are 
available,  what  audit  steps  were  done  in 
the  past,  and  the  flndings  from  those 
steps.  This  may  identify  areas  where 
additional  audit  work  is  advisable  (i.e., 
areas  of  hi^  risk)  or  where  audit  scope 
can  be  reduced  (i.e.,  areas  of  low  risk).  I 

3-104.4  Known  Deficiencies 

A  review  of  prior  audits  may  disclose 
known  deficiencies.  All  such  deficiencies 
must  be  considered  when  preparing  the 
audit  program,  paying  particular  atten¬ 
tion  to  those  which  have  potential  impact 
on  the  audit  area.  Include  sufficient  audit 
steps  to  determine  whether  the  deficien¬ 
cies  still  exist  (i.e.,  the  contractor  may  not 
have  taken  any  corrective  actions  or  may 
have  taken  actions  which  did  not  ade¬ 
quately  correct  the  deficiencies)  as  well  as 
determine  the  impact  of  the  deficiencies 
on  the  audit  results. 

3-104.5  Direct  Costs 

Since  direct  costs  are  the  basis  of  the 
indirect  allocation,  direct  costs  are  more 
significant  than  indirect  costs. 

3-104.6  Extent  of  Government  Business 

a.  When  the  dollar  value  of  the  govern¬ 
ment’s  interest  in  the  contractor’s  opera¬ 
tion  is  significant,  evaluation  of  manage¬ 
ment  controls  and  decisions  affecting  the 
economy  and  efficiency  of  the  contrac¬ 
tor’s  operations  takes  on  added  impor¬ 
tance.  The  audit  scope  should  include  a 
review  of  the  considerations  which  moti¬ 
vate  a  contractor  to  choose  one  course  of 
action  over  others  to  achieve  a  cost 
objective,  and  the  means  by  which  all 
man^ement  echelons  control  both  direct 
and  indirect  cost  levels.  When  the  total 
costs  ch^ed  to  government  contracts 
are  not  significant,  the  audit  effort  need 
not  be  as  comprehensive  in  the  area  of 
management  controls  and  may  be  direct¬ 
ed  more  toward  the  selection  of  specific 
cost  elements,  based  on  significance  and 
sensitivity,  for  review  and  analysis  to 
determine  the  costs’  acceptability. 

b.  When  the  preponderance  of  the  I 
contractor’s  costs  is  recovered  through 
government  cost-reimbursement  type 
contracts  and  fixed-price  contracts  which 
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provide  for  price  adjustment,  ^Ve  partic¬ 
ular  attention  to  the  effectiveness  of 
management  cost  control.  Cost-plus- 
fixed-fee  contracts  do  not  provide  the 
contractor  with  a  direct  incentive  to 
minimize  costs.  Similarly,  redetermina- 
ble  fixed-price  contracts  do  not  provide  a 
strong  incentive  to  maintain  contract 
costs  below  the  ceiling  price  except  for 
incentive  sharing  provisions.  On  the  oth¬ 
er  hand,  when  the  bulk  of  the  contractor’s 
work  consists  of  commercial  business 
and  firm  fixed-price  government  con¬ 
tracts,  competition  and  the  desire  to 

I  maximize  profit,  influence  the  contractor 
toward  instituting  prudent  business  deci¬ 
sions  and  practices  to  minimize  costs. 

I  When  cost-reimbursement  and  fixed- 
price  contracts  awarded  to  the  contractor 
include  incentive  clauses,  the  auditor  can 
place  more  reliance  on  the  profit  motive 
to  encourage  proper  management  control 
over  costs.  However,  the  extent  of  the 
audit  effort  in  each  situation  should  be 
sufficient  to  enable  the  auditor  to  deter¬ 
mine  the  reasonableness  of  the  contrac¬ 
tor’s  policies,  procedures,  and  practices 
influencing  costs  to  assure  they  maximize 
economy  and  efficiency  of  operations. 

I  c.  Also  to  be  considered  is  the  mix  of 
the  above  contract  types  in  the  contrac¬ 
tor’s  business.  A  preponderance  of  one 
t^  or  similar  typ«  will  generally  reduce 
the  risk  of  mischarging  or  misallocating 
costs  between  contracts.  Conversely,  a 
variety  of  contract  types  increases  the 
risk  of  mischarging  or  misallocation  of 
costs,  usually  to  the  cost/redeterminable 
contracts  from  the  fixed- 
price/commercial  contracts.  Therefore, 
the  audit  scope  must  be  adjusted  accord¬ 
ingly. 

3-104.7  Organizatfonal  and  Capital 
Strnctiire 

a.  The  contractor’s  capital  structure 
also  can  affect  the  audit  scope.  When  its 
working  capital  is  insufficient  to  support 
its  daily  operations  or  there  is  a  cash  flow 
problem,  the  risk  increases  for  the  misc¬ 
harging  or  misallocation  of  costs  to  those 
contracts  which  have  interim  financing 
provisions. 

I  b.  Similar  problems  may  arise  as  a 
result  of  the  contractor’s  business  cycle.  If 
its  normal  business  is  extremely  cyclical. 
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there  may  be  a  tendency  to  mischarge  or 
misallocate  costs  to  its  government  con¬ 
tracts  to  help  it  through  the  low  portion 
of  the  cycle.  Therefore,  sufficient  testing 
of  transactions  must  be  done  to  assure 
that  such  actions  are  not  occurring. 

3-104.8  Similarity  of  Product  I 

When  the  end  items  produced  for  the 
contract  under  audit  are  similar  to  end 
items  produced  commercially  or  for  oth¬ 
er  government  contracts,  place  audit  em¬ 
phasis  on  the  equity  and  consistency  with 
which  the  contractor  identifies  direct 
costs  with  the  various  contracts  and 
products.  When  the  work  performed  un¬ 
der  a  government  contract  differs  sub¬ 
stantially  from  other  production,  place 
audit  emphasis  on  the  consistency  of 
direct  charging  and  the  use  of  proper 
bases  to  allocate  indirect  costs. 

3-104.9  Indirect  Cost  Allocation  Bases  I 

The  contractor’s  selection  of  bases  for 
the  allocation  of  indirect  costs  may  have 
a  substantial  effect  on  contract  costs. 

3-104.10  Contract  Financial 
Management 

Contract  financial  management  relates 
to  the  overall  financial  controls  main¬ 
tained  by  the  contractor  on  individual 
contracts.  It  ties  to  the  detailed  controls 
maintained  by  the  contractor  at  the  vari¬ 
ous  management  levels  and  assures  that 
timely  data  are  generated  to  disclose, 
among  other  factors,  when  estimated 
costs  at  completion  will  be  substantially 
greater  or  less  than  the  contract  price.  In 
this  manner,  both  the  contractor  and  the 
government  would  be  in  a  position  to 
adequately  consider  available  manage¬ 
ment  alternatives  and  make  informed 
decisions  concerning  (1)  whether  addi¬ 
tional  funds  rre  available  and  will  be 
used  on  the  contract,  (2)  the  possible 
availability  of  funds  on  the  existing  con¬ 
tract  for  reprogramming  to  other 
projects,  and  (3)  the  feasibility  of  adjust¬ 
ing  the  requirements  under  the  existing 
contract  throu^  changes  in  the  scope  of 
work  or  technical  trade-offs.  The  audit 
scope  should  include  steps  to  review  the 
adequacy  of  the  contractor’s  financial 
management  systems.  Further  guidance 
on  this  area  is  in  Chapter  11. 
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I  3-104.11  Adequacy  and  Complexity  of 
the  Contractor’s  Systems,  Policies, 
Procedures,  and  Internal  Controls 

a.  The  adequacy  of  the  contractor’s 
internal  control  structure  including  the 
control  environment,  the  accounting  sys¬ 
tem,  and  control  procedures  is  an  impor¬ 
tant  factor  in  determining  the  audit 
scope.  Adequate  controls,  sound  policies, 
and  the  effective  implementation  of  pre¬ 
scribed  policies  and  procedures  contrib¬ 
ute  to  the  reliance  that  the  auditor  can 
place  on  the  contractor’s  cost  representa¬ 
tions,  and  permit  reduction  of  the  extent 
of  verification  which  might  otherwise  be 
required.  See  Chapter  S  for  guidance  on 
the  review  of  contractor  systems  of  inter¬ 
nal  controls. 

Ih.  More  formalized  systems,  such  as 
the  accounting,  estimating,  and  purchas¬ 
ing,  with  strong  self-controls  built  into 
those  systems  can  reduce  the  audit  effort 
required  to  satisfy  the  audit  objective 
once  the  system  has  been  reviewed  and 
determined  to  be  adequate.  Poorly  de¬ 
fined  or  nonexistent  systems,  or  those 
which  rely  on  external  controls  only, 
increase  the  risk  for  cost  mischarging  or 
misallocation  and  should  corresiranding- 
ly  result  in  an  increase  to  the  audit  scope. 
I  c.  Additionally,  the  internal  control 
structure  may  anect  the  audit  scope.  If 
there  is  little  separation  of  duties  and 
responsibilities  or  if  the  separation  is  not 
conducive  to  adequate  internal  controls, 
there  is  greater  risk  for  costs  to  be  misc- 
harged  or  misallocated.  The  control  envi¬ 
ronment  may  be  such  that  the  same 
management  has  responsibility  for  and 
control  over  multiple  contracts  and  can 
manipulate  the  allocation  of  costs  to 
those  contracts  to  the  government’s  detri¬ 
ment.  Also,  if  the  internal  control  struc¬ 
ture  changes  frequently,  the  audit  scope 
must  be  expanded  to  assure  that  the 
change(s)  have  not  adversely  affected 
contract  costs. 

d.  When  reviewing  the  contractor’s 
internal  control  systems,  auditors  should 
I  consider  (1)  the  amount  of  systems  test¬ 
ing  previously  performed  or  currently 
I  planned  by  other  government  agencies  or 

i  independent  reviewers,  such  as  public 
accounting  firms;  and  (2)  contractor  self- 
governance,  such  as  application  of  the 


Contractor  Risk  Assessment  Guide 
(CRAG)  or  other  self-governance  pro¬ 
grams. 

e.  The  CRAG  is  a  voluntary  program 
initiated  by  the  Secretary  of  Defense  to 
strengthen  DoD/industiy  communica¬ 
tion,  improve  government  oversight  of 
contractors,  encourage  contractor  self- 
governance,  and  communicate  DoD 
oversight  criteria.  Five  contractor  risk 
areas  have  been  identified  in  the  CRAG: 
indirect  cost  submissions,  labor  charging, 
material  management/accounting  sys¬ 
tems,  estimating  systems,  and  purchasing 
systems.  The  CRAG  provides  control 
objectives,  major  controls,  and  common¬ 
ly  used  control  procedures  for  each  of  the 
risk  areas.  Using  the  CRAG  as  a  guide, 
contractors  may  test  their  own  internal 
control  structure  and  provide  the  testing 
documentation  and  results  to  the  govern¬ 
ment.  Auditors  will  determine  the  extent 
to  which  they  can  rely  on  the  materials 
provided  by  the  contractor  in  accordance 
with  government  auditing  standards  (See 
4-1004).  Under  CRAG,  auditors  will  dis¬ 
close  the  reasons  for  reliance  or  non¬ 
reliance  to  the  contractor.  Where  the 
contractor’s  effort  can  be  relied  upon  in 
accordance  with  the  auditing  standards, 
the  auditor  will  reduce  the  scope  of  audit 
appropriately.  The  amount  of  reliance  or 
the  reasons  for  not  relying  on  contractor 
self-governance  efforts  should  be  thor¬ 
oughly  discussed  with  the  contractor. 
Close  coordination  with  the  contractor, 
from  the  planning  of  the  annual  audit 
effort  through  the  planning  and  execution 
of  specific  audits,  is  required  to  utilize 
CRAG  efficiently  and  avoid  duplication 
of  effort. 

3- 104.12  Degree  of  Technology  and 
Antomation 

The  degree  of  technology  and  automa¬ 
tion  used  by  the  contractor  in  its  opera¬ 
tions  can  affect  the  audit  scope  also  (see 

4- SOO  for  use  of  EDP  in  contract  audit¬ 
ing).  Generally,  the  more  sophisticated 
the  contractor^  technolo^  and  automa¬ 
tion,  the  ^eater  will  be  the  reliability  of 
the  resulting  data.  However,  the  reliance 
cannot  be  blind;  greater  sophistication 
also  can  open  doors  to  greater  risks  for 
mischarging  or  misaUocatin^  costs 
through  multiple  transactions  hiding  the 


DCAA  Contract  Audit  Manual 


306 

13-104.12 


January  1995 


results  “in  the  computer.”  Generally,  the 
audit  trail  becomes  less  distinct  as  the 
contractor’s  systems  become  more  ad¬ 
vanced.  Therefore,  the  auditor  must  con¬ 
sider  the  results  of  prior  audits,  if  any,  of 
these  sophisticated  systems  in  determin¬ 
ing  the  audit  scope. 

3-104.13  Types  and  Flow  of  Transactions 

The  types  of  transactions  which  the 
contractor  processes  through  its  systems 
obviously  affect  contract  costs.  They  also 
affect  the  audit  scope.  When  transactions 
are  generated  externally,  such  as  materi¬ 
als  and  outside  services  purchases,  the 
audit  scope  is  often  limited  to  verifica¬ 
tion  to  supporting  records  for  the  transac¬ 
tions.  There  is  usually  documentary  evi¬ 
dence  created  by  an  “arm’s  length”  party 
that  substantiates  the  claimed  costs. 
When  the  transactions  are  generated  in¬ 
ternally,  as  with  labor  costs  or  cost  trans¬ 
fers,  the  audit  scope  is  usually  more 
extensive.  Not  only  are  the  supporting 
records  verified,  but  the  entire  system  for 
cost  incurrence,  identification  to  cost 
objectives,  authorization  "nd  approval, 
control,  monitoring,  and  allocation  must 
be  evaluated  to  ensure  the  validity  of  the 
costs.  Additionally,  the  flow  of  the  trans- 
actir  IS  through  the  system  must  be  con¬ 
sidered.  If  a  transaction  flows  through 
any  level  responsible  for  cost  control, 
there  is  increased  risk  of  cost  misalloca- 
tion. 

3-104.14  Types,  Sources,  and  Relative 
Quality  of  Audit  Evidence 

a.  The  quali^  of  available  evidential 
matter  will  influence  the  audit  scope. 
Evidential  matter,  in  contract  auditing,  is 
alt  or  any  part  of  the  body  of  evidence 
(records,  data,  observations,  or  any  other 
information)  which  underlie  or  support  a 
contractor’s  cost  representations,  or 
which  may  be  useful  in  evaluating  the 
representation.  Certain  tw)es  of  evidence 
have  more  si^ificance  than  others;  thus, 
a  small  quantity  of  high  quality  evidence 
may  be  a  more  acceptable  basis  on  which 
to  form  an  opinion  than  a  large  quantity 
of  lesser  quality  evidence.  To  determine 
the  quantity  of  evidence  required,  the 
auditor  must  evaluate  the  quality  of  the 
types  of  evidence  available.  A  single  type 
of  evidence  evaluated  by  itself  may  estab¬ 


lish  an  inference,  but  the  acceptability  of 
the  evidence  is  greatly  increased  by  in¬ 
terrelating  and  reconciling  several  lunds 
of  evidence.  The  following  guidelines  are 
useful  in  judging  the  relative  quality  of 
evidence: 

(1)  Evidence  obtained  from  an  inde¬ 
pendent  source  is  more  reliable  than  that 
secured  from  the  contractor. 

(2)  Evidence  developed  under  a  good 
internal  control  structure  is  more  reliable 
than  that  obtained  where  such  control  is 
weak  or  unsatisfactory. 

(3)  Evidence  obtained  through  physical 
examination,  observation,  computation, 
and  inspection  is  more  reliable  than 
evidence  obtained  indirectly. 

(4)  Original  documents  are  more  reli¬ 
able  than  copies. 

b.  For  example,  a  controller’s  written 
statement  explaining  how  costs  are  allo¬ 
cated  to  contracts  by  a  computer  program 
is  not  sufficient  by  itself,  to  use  as  the 
basis  for  an  opinion  on  the  reliability  of 
the  generated  costs.  This  is  the  poorest 
quality  evidence,  since  it  is  testimonial 
and  is  generated  by  the  contractor.  A 
written  manual,  even  if  prepared  by  an 
outside  computer  programmer,  docu¬ 
menting  the  program’s  operation  also 
alone  is  not  sufficient.  While  it  is  better 
quality  evidence  since  it  was  prepared  by 
an  independent  source,  it  is  still  not 
sufficient  alone  to  satisfy  the  audit  objec¬ 
tive;  however,  it  may  be  used  as  corrobo¬ 
rative  evidence  with  the  controller’s 
statement.  But  even  the  two  together  are 
not  sufficient  evidence  to  base  an  opinion 
on  the  costs.  Testing  of  several  transac¬ 
tions  processed  through  the  program  are 
necessary  to  assure  that  costs  are  being 
allocated  as  they  should.  The  testing 
alone  may  be  sufficient  (i.e.,  relatively 
better  quality  evidence  since  it  is  directly 
obtained),  but  also  may  require  further 
evidence  to  develop  an  opinion.  These 
tests  combined  with  the  other  two  pieces 
of  evidence  may  be  sufficient  on  which  to 
base  an  opinion. 

c.  Audit  Evidence  Developed  by  the 
Contractor.  This  includes  (1)  accounting 
and  statistical  records  and  supporting 
documentation,  including  minutes  of  the 
board  of  directors  and  other  management 
meetings,  collateral  memorandums  and 
documents  incidental  to  and  supporting 
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the  recorded  or  anticipated  transactions, 
budgets,  management  records  and  re¬ 
ports,  and  tax  returns;  and  (2)  formal  or 
informal  statements  of  policies  and  pro¬ 
cedures  relating  to  the  contractor’s  ac¬ 
counting,  management,  and  operations. 
The  quality  of  the  contractor-developed 
evidence  is  dependent  in  part  on  the 
adequacy  of  the  contractor’s  internal  con¬ 
trol  structure. 

I  d.  Auditor-Developed  Evidence.  Audi¬ 
tor-developed  evidence  includes  informa¬ 
tion  obtained  orally,  by  examination  of 
books,  records,  files,  and/or  statistical 
data,  and  by  physical  observation.  This 
type  of  evidence  also  includes  direct 
confirmations  with  third  parties  (e.g., 
verification  of  vendor  quotes  directly 
with  the  vendor). 

e.  Contractor  Ledgers  and  Journals  as 
Evidence.  To  express  an  opinion  on  the 
contractor’s  representations  of  incurred 
costs,  the  auditor  should  have  evidence 
that  the  (1)  costs  claimed  are  supported 
by  entries  in  the  ledger  accounts,  (2) 
account  totals  correctly  summarize  the 
detailed  entries,  and  (3)  entries  in  the 
accounts  represent  a  proper  accounting 
interpretation  of  transactions.  The  chain 
of  evidence  extends  from  documents  de¬ 
scribing  individual  transactions  through 
the  books  of  original  entry  to  ledger 
accounts  and  to  the  cost  representations. 
The  reliability  of  ledgers  and  accounts  as 
evidence  is  dependent  on  the  soundness 
of  the  principles  and  policies  upon  which 
the  records  were  developed  and  on  the 
adequacy  of  internal  controls  exercised  in 
the  preparation  and  review  of  the  rec¬ 
ords.  Auditors  should  constantly  be  alert 
for  potential  manipulation  of  contractor 
ledgers  and  accounts.  One  example 
would  be  the  removal  of  pages  containing 
transactions  that  management  or  others 
do  not  want  the  auditor  to  review  from  a 
computer  listing.  If  such  a  listing  includes 
many  transactions,  it  would  be  difficult 
to  manually  verify  the  accuracy  of  the 

I  totals  at  the  end  of  the  listing.  Use 
sampling  procedures  described  in  Appen¬ 
dix  B  can  provide  reasonable  assurance 
of  detecting  material  misstatements  or 
fraud. 

1  f.  Documents  as  Evidence.  The  review 
of  documents  is  an  important  step  in 
developing  audit  evidence.  In  evaluating 


a  document  as  evidence,  the  auditor 
should  consider  the  source  of  the  docu¬ 
ment  and  the  controls  used  in  its  prepara¬ 
tion  and  processing. 

g.  Physical  Observations  as  Evidence.  I 

(1)  physical  observation  is  the  actual 
observance  of  the  work  being  performed, 
the  physical  inspection  of  facilities  such 
as  the  buildings  and  machinery,  and  the 
counting  of  certain  assets  such  as  inven¬ 
tory  items.  The  results  of  physical  obser¬ 
vation  usually  are  considered  good  quali¬ 
ty  evidence. 

(2)  Among  the  objectives  of  physical 
observation  are  (a)  to  ascertain  the  physi¬ 
cal  existence  of  a  particular  item(s),  (b)  to 
inspect  an  item(s)  to  determine  whether 
it  is  being  used  for  the  purpose  for  which 
it  was  obtained  and  the  extent  of  its  use, 
and  (c)  to  assist  the  auditor  in  determin¬ 
ing  the  extent  of  testing  and  verification 
necessary  to  arrive  at  an  opinion  regard¬ 
ing  the  allowability  of  costs  generate  by 
the  area  under  review. 

(3)  Physical  observation  may  disclose 
idleness  of  facilities  or  personnel  and 
uneconomical  and  inefficient  operating 
methods.  Actual  observation  is  the  best 
evidence  of  the  physical  existence  of  an 
item,  but  observation  alone  is  not  conclu¬ 
sive  as  to  the  reasonableness,  allocability, 
or  allowability  of  the  related  costs. 

(4) Plant  or  functional  observations,  in¬ 
cluding  inventory  observations,  employ¬ 
ee  interviews,  floor  checks,  perambula¬ 
tions,  purchases  verification,  and  similar 
techniques  of  physical  observation  are 
integral  parts  of  an  audit  and  are  applica¬ 
ble  in  the  audit  of  costs,  evaluations  of 
proposals,  and  the  audit  of  terminated 
contracts. 

(a)  Plant  or  Functional  Observations. 
This  term  usually  applies  to  the  visual 
aroraisal  of  functions  in  a  contractor’s 
offices,  plant,  and  other  work  areas  and  is 
accomplished  by  on-site  review  of  prac¬ 
tices.  The  objectives  of  these  observa¬ 
tions  are  to  (i)  relate  actual  practices  to 
prescribed  procedures,  (ii)  ascertain  the 
degree  of  internal  control  exercised  dur¬ 
ing  the  actual  ixrformance  of  the  func¬ 
tion,  (iii)  assist  in  determining  the  extent 
of  reliance  that  can  be  placed  on  the 
results  generated  by  the  function,  and  (iv) 
determine  the  degree  to  which  the  func¬ 
tion  contributes  to  the  economy  and 
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efficiency  of  the  contractor’s  operations 
as  a  whole.  Well-planned  plant  or  func¬ 
tional  observations  are  important  steps  in 
carrying  out  the  auditor’s  responsibility 
for  designing  tests  and  procedures  which 
will  detect  fraud.  Unannounced  physical 
observations  should  be  programmed  as 
an  integral  part  of  the  audit.  The  auditor 
should  be  alert  for  evidence  of  fraud, 
waste,  or  mismanagement  (see  4-803). 
This  technique  is  especially  useful  in 
audits  of  receiving,  production,  material 
,  control,  and  engineering  areas.  (Also  see 
I  6-310,  6-312,  6-405,  and  6-608.2.)  Rec¬ 
ord  the  details  and  conclusions  of  the 
observations  in  the  working  papers  and 
promptly  compare  them  with  the  related 
accounting  records.  Specific  guidelines 
for  each  of  the  major  cost  elements  are 
contained  in  Chapter  6. 

(b)  Employee  Interviews  and  Floor 
Checks.  This  term  usually  applies  to  the 
physical  verification  of  labor  charges. 
Specific  guidelines  for  performing  em¬ 
ployee  interviews  and  floor  checks  are  in 
6-400. 

(c)  Perambulation.  This  term  usually 
applies  to  an  informal  type  of  plant 
observation  which  affords  a  good  oppor¬ 
tunity  to  uncover  inefficient  and  uneco¬ 
nomical  practices  that  might  otherwise  go 
unnoticed.  It  permits  the  auditor  to  ob¬ 
serve  activities  and  note  anything  that  is 
unusual.  Planning  for  perambulation  re¬ 
quires  a  determination  as  to  the  frequen¬ 
cy  and  geographical  area  of  coverage,  but 
does  not  contemplate  specific  objectives. 
For  example,  the  auditor  may  observe  a 
major  plant  rearrangement  of  which 
he/she  was  previously  unaware.  The  audi¬ 
tor  should  make  further  inquiries  and 
ascertain  the  circumstances  leading  to  the 
plant  rearrangement  and  determine  its 
effect  on  government  contracts. 

(d)  Tour  of  the  Manufacturing  Floor. 
This  term  applies  to  a  type  of  plant 
observation  which  affords  a  good  oppor¬ 
tunity  to  view  manufacturing  processes 
and  practices  on  a  periodic  basis  to 
develop  a  better  understanding  of  the 
processes  and  monitor  trends  in  manu¬ 
facturing  processes  and  practices.  Some 
contractors  have  established  substantial 
technological  advancements  on  the  facto¬ 
ry  floor,  causing  changes  in  the  processes 
and  the  machinery  by  which  they  manu¬ 


facture  their  products.  These  changes  in 
manufacturing  operations  can  cause 
changes  to  the  flow  of  costs,  raising  the 
question  as  to  whether  the  contractor’s 
cost  allocation  practices  continue  to  pro¬ 
vide  equitable  distribution  of  costs  to 
final  cost  objectives.  As  a  result  auditors 
need  to  enhance  their  awareness  and 
understanding  of  the  implications  of 
technical  changes  on  the  factory  floor. 
Auditors  should  tour  the  contractor’s 
manufacturing  facilities  periodically  (sev¬ 
eral  times  a  year)  to  view  the  machine^ 
and  manufacturing  practices  currently  in 
use.  If  possible,  have  the  contractor  par¬ 
ticipate  in  at  least  one  tour  a  year  to 
explain  both  its  current  practices  and  the 
evolving  changes.  This  will  aid  the  audi¬ 
tor  in  developing  a  better  understanding 
of  the  manufacturing  process  and  in 
developing  a  baseline  to  determine  if  the 
contractor  has  changed  its  manufacturing 
methods. 

(e)  Purchases  Verification.  This  term 
usually  applies  to  the  physical  verifica¬ 
tion  of  purchased  materials  and  services. 
Specific  guidance  for  performing  pur¬ 
chases  verification  is  in  6-305. 

h.  Comparisons  and  Ratios. 

(1)  Comparing  the  amount  of  an  ex¬ 
pense  for  the  current  period  with  the 
corresponding  amount  for  the  preceding 
periods  develops  corroborative  evidence. 
A  comparison  of  costs  by  element  can 
provide  an  overview,  an  order-of-magni- 
tude  frame  of  reference  for  direction  of 
audit  effort,  and  other  audit  plan¬ 
ning/performance  considerations.  For  ex¬ 
ample,  assume  that  certain  individual 
expense  elements  for  prior  fiscal  periods 
were  determined  to  be  reasonable  and 
acceptable;  if  the  expenses  of  the  current 
fiscal  period  compare  favorably  with 
those  for  prior  fiscal  periods,  and  if  the 
level  of  operations  and  other  factors  are 
comparable,  such  a  condition  could  be 
considered  as  a  basis  on  which  to  form  an 
opinion  as  to  the  reasonableness  of  cur¬ 
rent  expenses.  On  the  other  hand,  if 
comparison  indicates  that  a  particular 
expense  element  had  been  maintained  at 
a  relatively  steady  level  over  an  extended 
period,  but  increased  significantly  in  the 
current  period  without  any  apparent  in¬ 
crease  in  the  production  volume  or  an 
offsetting  decrease  in  another  related  cost 
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element,  it  would  indicate  that  further 
audit  effort  is  necessary  to  prove  the 
validity  of  the  current  costs. 

(2)  In  addition  to  comparing  the  same 
cost  elements  between  periods,  the  audi¬ 
tor  should  also  consider  the  correlation  of 
cost  items  with  appropriate  bases.  (See 
Appendixes  E  and  F.) 

I  i.  Oral  Evidence. 

(1)  Generally,  oral  evidence  is  useful  in 
disclosing  situations  that  may  require 
examination  or  may  corroborate  other 
types  of  evidence  already  obtained  by  the 
auditor.  Oral  evidence  can  determine 
audit  direction  and,  when  appropriate, 
should  be  recorded  and  made  part  of  the 
audit  file. 

(2)  Do  not  rely  on  this  type  of  evidence 
to  completely  support  an  audit  conclu¬ 
sion  or  opinion;  use  other  confirming 
evidence,  particularly  where  the  matter  is 
si^ificant. 

I  j.  Other  Sources  of  Evidence.  Industry 
statistics,  government  and  independent 
studies  and  publications,  and  other 
sources  of  audit  evidence  may  be  avail¬ 
able  as  indicated  by  the  nature  of  the 
specific  assignment  and  the  auditor’s 
resourcefulness  (see  4-1003). 

I  3-104.15  Pbuiniiif  in  Connection  with 
Cost  Accounting  Standards 
Audits  performed  in  connection  with 
the  contractor’s  disclosure  statement  and 
compliance  with  CAS  (see  Chapter  8)  can 
be  extremely  useful  in  establishing  the 
audit  scope  of  other  assignments  by  pro¬ 
viding  improved  visibility  into  the  con¬ 
tractor’s  organizational  cost  structure, 
the  relationship  between  direct  and  indi¬ 
rect  costs,  and  other  cost  accounting 
policies,  procedures,  and  practices.  FMIS 
CAS  Compliance  Testing  Reports  includ¬ 
ed  in  the  permanent  nles  provides  an 
overview  of  the  status  of  a  contractor’s 
compliance  with  CAS  and  helps  identify 
specific  areas  needing  consideration. 

3-104.16  MAARs  AcoomplishnMnt 
A  general  discussion  of  MAARs  ap¬ 
pears  in  6-l(X);  a  tabulation  of  the 
MAARs  which  includes  title,  classifica¬ 
tion,  objectives,  purpose,  and  principle 
CAM  reference,  appears  in  6-lSl. 

a.  Transaction  test  and  some  special 
purpose  MAARs  are  most  likely  to  be 


covered  in  historical  audit  assignments. 
The  scope  of  such  reviews  are  affected  by 
the  strength  of  the  controls  in  the  area 
and  the  currency  of  audit  experience. 
Controls  affecting  each  of  these  MAARs 
are  evaluated  in  at  least  one  of  the 
internal  control  areas  mentioned  in 
Chapter  S.  It  is  often  possible  to  reduce 
the  scope  of  a  mandatory  review  when 
controls  in  the  area  are  strong  or  to 
expand  the  scope  of  any  review  for  the 
purpose  of  resolving  other  vulnerabilities 
identified  through  risk  assessment  proce¬ 
dures. 

b.  Procedures  associated  with  perma¬ 
nent  file  update  and  reconciliation 
MAARs  may  be  budgeted  and  accom¬ 
plished  as  a  part  of  the  control  or  summa- 
n  assignment  for  the  audit.  Permanent 
file  updates  are  generally  performed  as 
part  of  routine  audit  assignments. 

c.  The  review  and  evaluation  of  the 
contractor’s  financial  statements,  corpo¬ 
rate  minutes,  tax  returns  (see  3-1S2),  and 
reports  filed  with  regulatory  bodies,  such 
as  the  Securities  and  Exchange  Commis¬ 
sion  (SEC)  (see  3-lSl)  will  assist  the 
auditor  in  planning  the  audit  more  effec¬ 
tively.  MAAR  No.  4  requires  the  auditor 
to  review  applicable  tax  returns  and 
financial  statements,  including  the  state¬ 
ments  of  cash  flow  of  the  contractor  on 
an  annual  basis.  In  consonance  with  the 
concept  of  the  relative  value  of  evidential 
matter  under  government  auditing  stan¬ 
dards,  the  auditor  should  attach  greater 
value  to  financial  statements  and/or  re¬ 
ports  audited  by  independent  auditors. 
Similarly,  greater  value  should  be  placed 
on  corporate  reports  to  regulatory  bodies 
and  Federal  tax  returns  because  of  the 
severe  penalties  assessed  for  noncompli¬ 
ance  with  reporting  requirements.  Fur¬ 
ther  discussion  of  the  relative  quality  of 
audit  evidence  is  contained  in  2-3(X)  and 
3-104.14. 

d.  Reports  and  Financial  Statements. 
Reports  and  financial  statements,  includ¬ 
ing  the  statements  of  cash  flow  prepared 
by  contractor  personnel  or  outside  ac¬ 
countants,  may  indicate  the  extent  of 
review  and  areas  covered  and  may  reduce 
the  extent  of  audit  effort  or  direct  atten¬ 
tion  to  specific  areas  needing  examina¬ 
tion.  As  noted  in  3-lSl,  SEC  reports  are 
available  to  the  public.  Copies  of  such 
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reports  are  normally  kept  at  the  contrac¬ 
tor’s  corporate  office  and  should  be  avail¬ 
able  to  DCAA  on  request.  Information 
relative  to  government  contract  costs 
should  be  extracted  from  the  SEC  filings 
for  use  on  pertinent  audits.  For  details  on 
the  procedure  to  be  followed  in  transmit¬ 
ting  information  in  SEC  filings  to  partici¬ 
pating  divisions  within  a  CAC  network, 
see  lS-203. 

e.  Corporate  Minutes.  The  minutes  of 
board  of  directors’  meetings  reflect  major 
decisions  by  the  board  of  directors  con¬ 
cerning  the  contractor’s  organization  and 
its  operations.  Many  of  these  decisions 
affect  contract  costs  such  as  organization¬ 
al  structure,  plant  layout,  budgeting, 
make  or  buy,  plant  cutback  or  expansion, 
lease  vs.  purchase,  and  personnel  policies 
and  compensation.  Field  auditors  must 
be  aware  of  these  management  decisions 
to  properly  plan  and  develop  their  audits. 
Auditors  will  coordinate,  when  apprrari- 
ate,  with  the  corporate  or  home  office 
auditor  to  obtain  written  results  of  such 
reviews.  When  applicable,  sensitive  is¬ 
sues  will  be  promptly  reported  to  the 
contracting  officer  so  that  advance  notice 
may  be  given  the  contractor  regarding 
potentially  unallowable  costs. 

f.  Tax  Returns.  It  is  essential  that  the 
auditor  perform  an  annual  review  of  the 
contractor’s  tax  returns  or  assure  that  a 
review  is  accomplished  by  coordinating 
with  the  cognizant  corporate/home  office 
auditor  (see  3-1S2).  Results  of  such  re¬ 
views  will  be  obtained  in  writing  for 
inclusion  in  the  audit  files.  Review  of 
state  and  Federal  income  tax  returns  may 
indicate  possible  areas  requiring  further 
attention.  It  may  also  provide  informa¬ 
tion  on  differences  between  costs  lecord- 
eA  on  the  books  versus  those  claimed  for 
tax  purposes.  These  differences  may  re¬ 
veal,  for  example,  income  (credits)  ex¬ 
cluded  from  government  contracts  or 
contractor  understatements  of  voluntary 
deletions  such  as  for  contributions  or  bad 
^bts.  Review  of  the  Federal  income  tax 
return  including  the  supplemental  sched¬ 
ules  and  supporting  documentation  fur¬ 
nished  to  the  IRS  IS  particularly  impor¬ 
tant  in  the  audit  of  incurred  costs  since 
nearly  all  line  items  have  contract  audit 
application.  For  example,  the  FAR  cost 
principles  related  to  depreciation  and 


compensation  costs  (including  pension 
costs)  contain  reasonableness  and  allowa¬ 
bility  criteria  directly  related  to  Federal 
income  tax  practices.  The  allowability  of 
pension  costs  is  dependent  on  funding 
and  filing  requirements  under  the  tax 
code.  The  auditor  should  obtain  explana¬ 
tory  comments  and/or  otherwise  assure 
that  costs  being  used  as  bases  to  develop 
indirect  rates  are  consistent  with  or  re¬ 
concilable  to  amounts  reported  as  cost  of 
goods  sold  and/or  operations  in  the  Fed¬ 
eral  tax  return.  General  and  administra¬ 
tive  expenses  claimed  on  the  tax  return 
such  as  salaries  and  wages  and  taxes 
should  also  be  traced  to  the  books  of 
account  and  differences  reconciled.  De¬ 
tailed  reconciliation  of  the  tax  return  to 
the  books  of  account  is  not  mandatory.  In 
the  event  the  tax  return  is  prepared  on  a 
basis  other  than  that  of  the  general  led¬ 
ger,  the  reconciliation  should  be  limited 
to  accounts  considered  critical  or  sensi¬ 
tive.  Guidance  in  determining  allocable 
and  allowable  state  and  local  income  or 
franchise  taxes  is  in  7-1403. 

3-104.17  Use  of  (Quantitative  Methods  I 
and  EDP  in  Contract  Audits 

Make  optimum  use  of  all  audit  tech¬ 
niques  which  will  increase  the  efficiency 
and  effectiveness  of  the  audit  effort. 
Hiese  include  the  use  of  statistical  sam¬ 
pling,  the  use  of  improvement  curves  and 
techniques,  and  the  evaluation  of  costs 
and  accounting  systems  making  use  of 
electronic  data  processing  (EDP)  equip¬ 
ment.  Suggestions  for  applying  these 
techniques  to  various  audit  situations  are 
provided  throughout  the  manual.  , 

a.  Statistical  Sampling.  DCAA  policy  I 
on  the  use  of  statistical  sampling  is  in  4- 
600;  guidance  is  in  Appendix  B. 

b.  Electronic  Data  Processing  (EDP).  | 
Because  of  the  ever  increasing  use  of  I 
electronic  data  processing  equipment,  the 
auditor  must  become  knowledgeable  in 
the  operations  of  such  systems.  Develop 
the  audit  program  with  due  consideration 
to  the  part  that  EDP  equipment  contrib¬ 
utes  to  the  contractor’s  overall  account¬ 
ing  system.  Guidance  is  provided  in 
Appendix  C.  Similarly,  in  conducting  the 
audit,  make  full  use  of  DCAA’s  DIIS 
software  (wordprocessing,  spreadsheet 
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analysis,  and  database  man^ement). 
Guidance  is  provided  in  4-500. 

I  c.  Use  of  Graphic  and  Computational 
Analysis  Techniques 

Wherever  appropriate,  auditors  should 
make  fiiU  use  of  graphic  and  computa¬ 
tional  analysis  techniques  (Appendix  E). 
The  maniud  suggests  instances  where  the 
auditor  could  productively  use  these 
techniques. 

The  use  of  ^phic  and  computational 
analysis  techniques  can  help  in  incurred 
cost  audits  as  well  as  future  cost  estimates 
and  is  encouraged.  These  techniques 
might,  for  example,  provide  a  basis  for 
the  traditional  audit  selectiviw  in  review¬ 
ing  accounts  or  cost  items.  That  is,  the 
auditor  may  detect  trends  or  correlations 
which  permit  her  or  him  to  focus  atten¬ 
tion  on  indirect  expense  accounts  or 
other  costs  being  audited  which  appear  to 
be  unreasonable  or  out  of  line.  However, 
the  use  of  these  techniques  in  the  audit  of 
incurred  cost  does  not  lessen  the  audi¬ 
tor’s  responsibility  to  obtain  pertinent 


evidential  matter,  as  in  3-104.14  and  to  I 
accomplish  appropriate  testing  and  veri¬ 
fication  of  such  ^ta. 

d.  Improvement  Curve  Techniques.  I 

An  understanding  by  the  auditor  of 
improvement  (learning)  curve  techniques 
(Appendix  ^  is  essential,  particularly  in 
the  evaluation  of  projected  costs.  Situa¬ 
tions  where  these  techniques  are  to  be 
used  are  discussed  in  Chapter  9,  as  well 
as  in  Chapter  12  where  the  evaluation  of 
a  reasonable  profit  or  loss  under  a  termi¬ 
nated  contract  is  discussed. 

3-104.18  RFP/RFQ  and  Contract 
Provisions 

Review  of  contract  provisions  may 
indicate  areas  of  audit  emphasis.  For 
instance  contracts  with  both  fixed  price 
and  cost  type  provisions  may  require 
additional  emphasis  in  floorcbeck  or  oth¬ 
er  direct  cost  reviews.  See  3-200  for 
further  guidance  on  reviewing  RFP/RFQ 
and  contract  provisions. 
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3-lSl  Supplement-Reports  Filed  by  Contractors  with  the  Securities  and 
Exchange  Commission 


The  Securities  and  Exchange  Commis¬ 
sion  (SEC)  is  an  independent  government 
Agency  created  by  the  Securities  Ex¬ 
change  Act  of  1934.  The  laws  adminis¬ 
tered  by  the  SEC  relate  in  general  to  the 
field  of  securities  and  finance,  and  seek 
to  protect  investors  in  their  securities 
transactions.  In  addition  to  the  1934  Act, 
these  laws  include  the  Securities  Act  of 
1933,  the  Public  Utility  Holding  Compa¬ 
ny  Act  of  1935,  the  Trust  Indenture  Act 
of  1939,  the  Investment  Company  Act  of 
1940,  and  the  Investment  Advisor’s  Act 
of  1940.  The  SEC  also  advises  the  Feder¬ 
al  courts  in  corporate  reorganization  pro¬ 
ceedings  under  Chapter  XI  of  the  Nation¬ 
al  Bankruptcy  Act. 

Under  the  1934  Act,  companies  listing 
and  registering  securities  on  public  trad¬ 
ing  exchaimes  are  required  to  register 
with  the  SEC.  Following  registration, 
such  companies  must  file  annual  and 
other  periodic  reports  to  keep  informa¬ 
tion  in  the  original  filing  current.  These 
reports  are  for  public  review  and  should 
be  available  to  the  auditor  at  the  contrac¬ 
tor’s  corporate  offices.  The  documents 
are  also  available  for  public  inspection  at 
the  SEC  Public  Reference  Room,  500 
North  Capitol  Street,  NW,  Washington, 
DC  20549.  Copies  may  also  be  requested 
for  a  nominal  cost  at  that  address.  Addi¬ 
tionally,  current  annual  and  other  period¬ 
ic  reports  (including  financial  statements) 
filed  by  companies  whose  securities  are 
listed  on  exchanges  also  are  available  for 
inspection  in  SEC’s  New  York,  Chicago, 
and  Los  Angeles  regional  offices,  as  are 
the  registration  statements  (and  subse¬ 
quent  reports)  filed  by  those  companies 
whose  securities  are  traded  over-the- 
counter  and  registered  under  the  1964 
amendments  to  the  Exchange  Act.  More¬ 
over,  if  the  registrant’s  principal  office  is 
in  the  area  served  by  the  Atlanta,  Boston, 
Denver,  Fort  Worth,  or  Seattle  SEC 
regional  offices,  filing  is  required  with  the 
applicable  re^onal  office  and  reports 
may  be  examined  there. 

In  practice,  major  government  contrac¬ 
tor  registrants  report  in  rather  broad 
segments  and  large  dollar  amounts.  As  a 


result,  there  may  be  differences  in  the 
type  and  depth  of  information  in  periodic 
statements  filed  with  the  SEC  and  state¬ 
ments  issued  directly  to  stockholders  and 
the  public.  Accordingly,  audits  involving 
evaluation  of  contractor  Hnancial  presen¬ 
tations  should  include  a  review  of  the 
latest  statements  filed  with  the  SEC. 

A  brief  summary  of  the  various  SEC 
reports  most  likely  to  be  of  interest  to 
DCAA  field  units  follows: 

a.  Form  8-K  (1934  Act)-Current  Re¬ 
port.  This  form  is  required  1 5  days  after 
which  any  one  or  more  of  certain  speci¬ 
fied  events  occur.  Some  of  the  events 
which,  if  significant,  require  a  report 
include  (1)  changes  in  control  of  regis¬ 
trant,  (2)  acquisition  or  disposition  of 
assets,  (3)  bankruptcy  or  receivership, 
and  (4)  changes  in  registrants  certifying 
accountant. 

b.  Form  lO-K  (1934  Act)-Annual  Re¬ 
port.  This  is  an  annual  report  by  compa¬ 
nies  having  securities  registered  pursuant 
to  the  1934  Act  and  companies  which  are 
required  to  file  reports  under  the  Securi¬ 
ties  Act  of  1933.  Form  10-K  is  to  annual¬ 
ly  provide  information  which,  together 
with  the  proxy  or  information  statement 
sent  to  secunty  holders,  will  furnish  a 
reasonably  complete  and  up-to-date 
statement  of  the  business  and  operations 
of  the  registrant. 

c.  Form  S-1  (1933  Act)-R^stration 
Statement  (of  S^urities).  This  form  is 
used  for  registration  under  the  Securities 
Act  of  1933  of  securities  of  all  issuers  for 
which  no  other  form  is  specifically  au¬ 
thorized  or  prescribed,  except  that  the 
form  is  not  used  for  securities  of  foreign 
governments  or  political  subdivisions. 
The  form  includes  a  prospectus  to  inform 
investors.  It  also  includes  other  items 
which  are  required  but  need  not  be 
included  in  the  prospectus,  such  as  ex¬ 
penses  of  issuance  and  distribution,  in¬ 
demnification  of  directors  and  officers, 
and  recent  sales  of  unregistered  securi¬ 
ties. 

d.  Form  S-8  (1933  Act)-Registration  of 
Securities  to  be  Offered  to  Employees 
Pursuant  to  Certain  Plans.  This  form  is 
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used  for  stock  purchase,  savings,  or  simi¬ 
lar  plans,  and  for  registering  the  interests 
in  such  plans  when  required. 


DCAA  Contract  Audit  Manual 


314 

3-1S2 


Jannary  1995 


3-1S2  Supplement-Tax  Forms  Filed  by  Contractors  with  the  Internal  Revenue 
.  Service  and  State  Tax  Departments 


State  and  Federal  Tax  returns  are  ex¬ 
ternal  reporting  documents  which  are 
indei^ndently  reviewed  and  carry  sub¬ 
stantial  penalties  for  misstatement.  As 
such,  they  provide  excellent  confirmation 
of  costs  claimed  on  contracts.  Mandatory 
annual  audit  requirement  No.4  on  tax 
returns  and  financial  statements  requires 
the  auditor  to  review  these  returns  and 
have  written  confirmation  of  this  review 
in  the  incurred  cost  audit  flies. 

A  brief  summary  of  the  various  corpo¬ 
rate  Federal  income  tax  return  forms  and 
schedules  to  be  reviewed  follows: 

a.  Form  1120  (“U.S.  Corporation  In¬ 
come  Tax  Return”).  Every  domestic  cor¬ 
poration  not  expressly  exempt  from  tax 
must  file  an  annual  income  tax  return.  A 
tax  return  is  required  even  though  there 
is  no  income  or  tax  due  and  is  an 
important  source  of  information.  Most 
corporations  submit  tax  returns  on  Form 
1120;  small  corporations  may  use  Form 
1120-A.  Certain  contract  cost  principles 
in  FAR  (depreciation,  compensation 
costs,  tax  accruals  and  credits,  etc.)  con¬ 
tain  reasonableness  and  allowability  cri¬ 
teria  directly  related  to  the  following 
Federal  income  tax  schedules  which  are 
part  of  the  Form  1120. 

(1)  Schedule  A,  “Cost  of  Goods  Sold,” 
provides  data  used  in  the  computation  of 
a  total  cost  input  fTCI)  base  and  may  be 
compared  to  the  indirect  cost  rate  pro- 
posal(s)  if  the  contractor  is  not  filing  a 
consolidated  return.  The  “Other  Costs” 
section  of  Schedule  A  should  be  of  partic¬ 
ular  interest  to  the  auditor  for  unallowa¬ 
ble  costs.  Schedule  A  also  furnishes  the 
method  used  for  valuing  closing  invento¬ 
ry,  which  should  be  compared  to  perma¬ 
nent  file  data  and  to  prior  returns  to 
identify  any  changes. 

(2)  Schedule  E,  “Compensation  of  Offi¬ 
cers,”  discloses  executive  compensation 
and  is  sefmrated  by  elements  (salaries, 
bonuses,  director’s  fees,  etc).  These  com¬ 
pensation  elements  may  be  reviewed  for 
reasonableness  and  may  be  compared  to 
SEC  filing  (Form  10-K)  for  any  differ¬ 
ences. 


(3)  Schedule  J,  “Tax  Computation,” 
should  be  compared  to  prior  years’  re¬ 
turns  for  any  possible  organizational 
changes. 

(4)  Schedule  L,  “Balance  Sheet,” 
should  be  reconciled  to  the  general  led¬ 
ger.  Net  assets  should  be  compared  to 
CAS  414  submissions;  financial  ratios 
should  also  be  verified  to  determine  and 
validate  the  “going  concern”  hypothesis. 

(5)  Schedules  M-1  and  M-2,  “Reconcil¬ 
iation  of  Income”  and  “Analysis  of  Re¬ 
tained  Earnings,”  respectively,  should  be 
reviewed  for  any  unusual  entries. 

b.  Form  1065  (Partnership  Return).  A 
partnership  tax  return  on  Form  1065  is 
required  even  though  the  firm  has  no 
taxable  income  for  a  taxable  year.  No  tax 
is  ever  paid  by  a  partnership;  Form  1065 
is  an  informational  return.  The  partner¬ 
ship  return  contains  data  similar  to  Form 
1120  above. 

c.  Form  5500,  “Annual  Retum/Report 
of  Employee  Benefit  Plans.”  This  tax 
form  is  the  basic  annual  reporting  re¬ 
quirement  that  must  be  used  for  emplo)^- 
ee  benefit  plans  with  100  or  more  partici¬ 
pants  at  the  beginning  of  the  plan  year. 
Form  5500-C  is  the  so-called  “short 
form”  that  must  be  used  for  employee 
benefit  plans  with  fewer  than  100  partici¬ 
pants,  none  of  whom  is  an  owner-em¬ 
ployee.  This  tax  form,  along  with  payroll 
tax  return  forms  (940/941),  should  be 
considered  in  reviewing  contractor  pen¬ 
sion  costs. 

d.  Form  941,  “Federal  Payroll  Tax 
Return.”  A  contractor  or  employer  sub¬ 
ject  to  either  income  tax  withholdiM  or 
Social  Security  taxes,  or  both,  must  me  a 
quarterly  return.  Form  941  is  the  quarter¬ 
ly  return  form  which  combines  the  re¬ 
porting  of  income  and  FICA  taxes  with¬ 
held  from  wages,  annuities,  supplemental 
unemployment  compensation  benefits, 
third  party  payrnents  of  sick  pay,  and 
other  sources  of  income.  It  may  also  be 
used  to  verify  total  payroll  and  HCA  tax 
expense.  This  form  should  also  be  re¬ 
viewed  to  disclose  any  possible  inclusion 
of  unallowable  interest  or  penalties.  This 
tax  information  is  reliable  because  it  can 
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be  reconciled  to  total  employee  salaries 
reported  to  the  IRS.  Also,  the  individual 
W-2  forms  are  reviewed  by  the  employ¬ 
ees.  The  contractor  should  be  required  to 
reconcile  total  salaries  and  wages  to  the 
Form  941. 

e.  Form  940  (Federal  Unemployment 
Tax  Return)  This  Federal  tax  form  lists 
the  actual  state  unemployment  taxes 
paid.  The  Federal  unemployment  tax 
grants  a  credit  for  state  tax  payments, 
which  are  assessed  by  the  state  on  the 
basis  of  historical  probability  that  termi¬ 
nated  employees  of  the  contractor  will 


file  for  unemployment  compensation. 
The  review  of  this  form  can  be  used  to 
verily  both  Federal  and  state  unemploy¬ 
ment  taxes  and  may  also  disclose  the 
inclusion  of  unallowable  penalties  or  in¬ 
terest. 

f.  State  Tax  Returns  -  Individual  state 
tax  returns  should  be  reviewed  to  deter¬ 
mine  that  the  amounts  claimed  by  the 
contractor  agree  to  the  amounts  paid, 
excluding  penalties  and  interest.  Only  the 
state  tax  actually  padd  by  filing  date  or 
extension  thereof  is  allowable  (FAR 
31.205-41(bK7)). 
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3-200  Section  2  —  Briefing  of  Contracts  and  Requests  for  Proposals 


3-201  Introduction 

This  section,  as  part  of  the  chapter  on 
audit  planning,  presents  guidance  on  (1) 
briefing  the  provisions  of  contracts  and 
requests  for  proposals  which  may  affect 
the  contract  audit  workload  or  other 
aspects  of  the  FAO’s  work,  (2)  notifying 
contracting  officers  of  contract  provi¬ 
sions  which  may  impede  effective  con¬ 
tract  audit  or  contract  administration, 
and  (3)  implementing  the  DoD  opera¬ 
tions  security  (OPSEC)  program. 

3-202  Auditor  Review  of  Contract 
Provisions 

3-202.1  Objective 

Contract  clauses  are  reviewed  to  deter¬ 
mine  the  specific  requirements  for  each 
contract  to  be  utilized  in  determining 
allowability,  allocability  and  reasonable¬ 
ness  of  costs  billed  to  the  government. 
Complete  copies  of  contracts  and  con¬ 
tract  modifications  are  usually  available 
from  both  the  contractor  and  government 
contract  administrators.  Contract  briefs 
are  prepared  to  abstract,  condense,  or 
summarize  pertinent  contract  provisions 
for  specific  audit  purposes.  To  facilitate 
repetitive  reviews  of  contracts,  briefs 
may  be  maintained  in  a  permanent  file 
and  updated  on  a  continuous  basis  as 
contract  modifications  are  received,  or  at 
the  time  of  each  audit  depending  on  the 
frequency  and  type  of  reviews  being 
performed.  Generally,  such  briefs  sum¬ 
marize  information  required  in  progress 
payment  reviews,  interim  voucher  re¬ 
views,  FPI  closing  reviews  (including 
incentive  fee  computations)  for  fixed 
priced  contracts  and  final  voucher  re¬ 
views,  other  incurred  cost  reviews  for 
cost  type  contracts,  and  defective  pricing 
reviews. 

3-202.2  Auditor  Reliance  on  Contractor 
Prepared  Briefs 

a.  If  the  contractor’s  policies  and  pro¬ 
cedures  require  contract  briefs  be  pre¬ 
pared  and  It  is  cost  effective  to  do  so, 
review  this  function  to  determine  if  reli¬ 
ance  can  be  placed  on  the  contractor’s 


briefs  (see  3-202.3  below).  If  reliance  can 
be  placed  on  the  contractor’s  briefs,  the 
basis  for  that  reliance  should  be  docu¬ 
mented  as  discussed  in  CAM  4-1000  and 
placed  in  the  permanent  file,  including  a 
recommendation  for  the  review  cycle  of 
the  briefing  function.  The  auditor  will 
also  need  to  analyze  the  contractor’s 
internal  controls  for  their  use  of  this 
information  to  identify  and  segregate 
costs  which  are  specifically  unallowable 
under  the  contract  provisions  (see  CAM 
8-405).  This  review  may  be  coordinated 
with  the  CAS  405  compliance  review 
and/or  the  billing  system  review. 

b.  If  the  contractor  does  not  brief 
contracts,  or  if  reliance  cannot  be  placed 
on  the  contractor’s  briefing  function,  the 
auditor  should  consider  reporting  this 
condition  to  the  administrative  contract¬ 
ing  officer  as  an  internal  control  deficien¬ 
cy.  Also,  if  reliance  cannot  be  so  placed, 
the  auditor  will  need  to  prepare  briefs  of 
the  contracts.  Special  considerations  in 
audits  of  selected  contract  types  are  pro¬ 
vided  in  3-2S1. 

c.  The  FAO-prepared  contract  brief  or 
the  auditor’s  documentation  of  the  con¬ 
tractor’s  brief  will  be  maintained  in  the 
permanent  files  or  audit  working  papers 
as  appropriate.  The  briefs  should  be 
reviewed  by  the  auditor  or  administrative 
personnel  to  assure  that  required  clauses 
are  included,  and  clauses  that  are  contra- 
dictoiy  or  confusing  are  clarified.  Exam¬ 
ples  of  such  provisions  are  discussed  in  3- 
204.1.  Audit  leads  for  special  audit  analy¬ 
sis  can  also  be  identified  at  this  time. 
Contracts  which  have  a  mixture  of  cost- 
type  and  fixed-price  provisions  may  be 
candidates  for  additional  emphasis  in 
floorchecks  or  billing  systems  reviews. 
Likewise,  contracts  with  extraordinary 
terms  affecting  allowability  may  require 
special  emphasis  during  direct  or  indirect 
cost  reviews  or  billing  systems  reviews. 

3-202 J  Adeqoacy  of  the  Contractors 
Briefing  System 

It  is  not  appropriate  to  review  the 
contractor’s  bnefing  system  internal  con¬ 
trols  if  it  is  determined  that  it  is  more 
economical  and  cost  effective  to  have  the 
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auditor  or  administrative  personnel  brief 
the  contract  than  it  is  to  perform  the 
systems  review.  As  a  result,  for  some 
contractors,  only  portions  of  their  systetn 
may  be  reviewed  and  utilized  for  audit 
purposes.  The  scope  of  the  systems  re¬ 
view  should  be  based  on  the  number  and 
type  of  contracts,  the  materiality  of  the 
contracts,  results  of  prior  internal  and 
external  review  or  other  self  governance 
type  activity,  audit  leads,  the  extent  of 
automation,  and  the  type  of  reviews  for 
which  they  will  be  used.  The  briefing 
system  review  may  be  performed  in  con¬ 
junction  with  a  billing  system  review, 
contract  administration  review,  or  ac¬ 
counting  system  review.  Consider  the 
following  when  evaluating  the  contrac¬ 
tor’s  briefing  system. 

a.  Training.  The  contractor  should  pro¬ 
vide  adequate  training  to  the  employees 
involved  in  the  briefing  of  contracts. 
Written  policies  and  procedures  should 
describe  the  content  and  frequency  of  the 
training.  The  course  should  include  ex¬ 
planations  of  the  types  of  contracts,  the 
types  of  FAR  unallowables,  the  special 
requirements  for  classified  contracts  and 
the  attributes  of  the  contractor’s  particu¬ 
lar  system.  When  evaluating  the  adequa¬ 
cy  of  the  training,  the  auditor  may  review 
course  material,  review  written  documen¬ 
tation  that  the  employees  have  been 
trained,  review  personnel  records  to  de¬ 
termine  prior  qualifications,  or  interview 
employees  to  determine  the  extent  of 
their  training.  Because  the  same  person¬ 
nel  may  be  responsible  for  briefings  as 
well  as  the  preparation  of  billings,  review 
of  this  area  may  be  performed  simulta¬ 
neously. 

b.  Policies  and  Procedures.  The  con¬ 
tractor  should  have  policies  and  proce¬ 
dures  to  describe  what  should  be  includ¬ 
ed  in  briefs,  who  will  prepare  briefs,  who 
will  approve  them,  and  how  they  will  be 
utilized  for  the  various  purposes  for 
which  they  are  prepared.  The  contractor 
may  prepare  preprinted  or  computerized 
forms  which  prompt  the  employee  for 
common  briefing  items.  Contract  brief¬ 
ings  generally  include  a  synopsis  of  all 
pertinent  contract  provisions,  such  as 
contract  type,  amount,  product  or  ser¬ 
vices  to  be  provided,  applicable  cost 

I  principles,  performance  period,  OPSEC 


measures  (3-205),  rate  ceilings,  advance  I 
approval  requirements,  precontract  cost 
allowability  or  limitations,  and  billing 
limitations.  When  evaluating  the  briefs, 
the  auditor  should  review  the  special 
considerations  identified  in  3-2S1  to  de¬ 
termine  adequacy.  (For  guidance  on  pro¬ 
visions  impeding  contract  administration 
see  3-204.)  The  contractor  may  not  brief 
all  provisions  of  the  contract,  but  may 
have  alternate  procedures.  For  example, 
if  the  contractor  has  adequate  procedures 
for  excluding  unpaid  costs  from  all  inter¬ 
im  vouchers,  the  applicable  contract 
clause  or  reference  to  it  may  not  be 
needed  on  the  brief. 

3-203  Briefing  of  Requests  for 
Proposals 

a.  When  audit  review  of  a  contractor’s 
price  proposal  has  been  requested  (see  9- 
100),  the  FAO  will  brief  the  related 
request  for  proposal  (RFP)  to  identify 
requirements  that  may  affect  the  review. 
FAR  15.805-5(c)  requires  the  PCO  to 
provide  the  applicable  portions  of  the 
solicitation  (RIT  or  request  for  quota¬ 
tions  (RFQ))  with  the  audit  request, 
particularly  those  describing  require¬ 
ments  and  delivery  schedules.  DFARS 
215.805-5(cXiiXA)  requires  the  PCO  to 
provide  the  auditor  with  a  copy  of  the 
solicitation  in  advance  when  the  PCO 
knows  that  field  pricing  support  will  be 
required. 

b.  Include  the  auditor’s  briefing  notes 
in  the  working  papers  for  the  proposal 
review  assignment.  If  OPSEC  measures 
(3-205)  are  required,  promptly  inform  all 
DCAA  personnel  who  may  be  affected. 

3-2(M  Reporting  on  Provisions 
Imping  Effective  Contract  Audit  or 
Administration 

3-204.1  Examples  of  Impeding 
Provisions 

The  following  are  provisions  of  con¬ 
tracts  or  RFP/RFQs  that  may  impede 
effective  contract  audit  or  contract  ad¬ 
ministration  and  are  therefore  subject  to 
special  reporting: 

a.  Defects  in  or  omissions  of  required 
contractual  provisions,  such  as  omission 


DCAA  Contract  Audit  Manual 


318 

13-204.1a. 


January  1995 


of  contract  clauses  requiring  contractors 
to  maintain  adequate  accounting  records 
when  cost  determinations  are  a  factor  or 
providing  the  government  the  right  to 
audit. 

b.  Undesirable  or  ambiguous  provi¬ 
sions,  such  as  provisions  for  rate  changes 
or  price  redeterminations  at  times  or 
under  conditions  which  cannot  be  imple¬ 
mented  or  efficiently  administered. 

c.  Provisions  which  exclude  portions  of 
costs  from  audit  review  or  verification, 
limit  in  any  way  the  government’s  right 
to  audit,  or  restrict  the  scope  of  the  audit. 

d.  The  award  of  a  contract  type  incom¬ 
patible  ;vith  the  contractor’s  accounting 
system  (;»e  FAR  16.104(h)). 

e.  Contracts  having  the  characteristics 
of  cost-plus-a-percenta^e-of-cost  con¬ 
tracts,  such  as  negotiation  of  contract 
value  after  contract  completion. 

f.  Any  other  provisions  which  are  not 
clearly  stated  and  which  may  lead  to 
subsequent  misunderstanding  or  dispute 
in  the  audit  or  in  the  administration  of 
the  pricing  provisions  of  the  contract. 

g.  Provisions  which  are  contradictory 
to  or  inconsistent  with  existing  statutes  or 
regulations,  including  Cost  Accounting 
Standards,  and/or  contractor  practices, 
such  as  requiring  that  direct  contract 
costs  be  allocated  to  multiple  contracts. 

3-204.2  Reporting  to  the  Contracting 
CMBcer 

If  you  find  provisions  in  a  contract  or 
RFP/RFQ  that  may  impede  effective 
contract  audit  or  administration, 
promptly  notify  the  contracting  officer, 
suggesting  appropriate  action.  You 
should  also  coordinate  with  the  ACO  to 
obtain  clarification  on  contract  terms 
that  are  new  to  you,  unclear,  or  you  have 
questions  on  intent. 

3-2043  Internal  DCAA  Reporting 

a.  Differences  between  the  contracting 
officer  and  the  auditor  which  cannot  be 
resolved  locally  will  be  referred  to  the 
regional  director  by  way  of  the  regional 
audit  manager.  The  referral  will  advise 
the  regional  director  regarding  the  basis 
of  the  disagreement  and  the  actions  taken 
to  resolve  the  issue.  The  regional  director 
will  then  decide  whether  direct  commu¬ 


nication  with  the  responsible  procure¬ 
ment  office  is  needed. 

b.  Where  corrective  action  is  not  taken 
within  a  reasonable  time  and  where  the 
issue  involved  is  deemed  to  have  policy 
impact  or  may  have  a  significant  mone-  I 
tary  impact,  the  regional  director  will 
submit  a  report  to  Headquarters,  Atten¬ 
tion  PFD,  containing  the  following  infor¬ 
mation: 

(1)  Summary  of  the  situation  and  ac¬ 
tions  taken  by  the  r^onal  director. 

(2)  Summary  of  discussions  with  the 
contracting  ofHcer. 

(3)  Any  other  pertinent  information. 

(4)  The  region^  director’s  recommen¬ 
dations. 

c.  Headquarters  will  advise  the  region¬ 
al  director  of  the  actions  taken  on  each 
case  and  the  final  resolution  of  the  prob¬ 
lem  area. 

3-205  DCAA  Implementation  of  the 
DoD  Operations  Security  (OPSEQ 
Program 

a.  The  DoD  OPSEC  program,  policy, 
and  responsibilities  are  contained  in 
DoD  Directive  5205.2.  The  OPSEC  pro¬ 
gram  applies  to  DoD  contractors  partici¬ 
pating  in  the  DoD  Industrial  ^curity 
Program  when  such  measures  have  been 
determined  essential  for  the  adequate 
protection  of  classified  information  with 
respect  to  a  specific  classified  contract. 
The  Head  of  the  responsible  E>oD  Com¬ 
ponent  makes  the  determination  as  to  the 
applicability  of  the  OPSEC  program  re¬ 
quirements  to  the  contract,  llius,  the 
OPSEC  program  ensures  the  protection 
of  DoD  programs,  operations,  and  activi¬ 
ties  by  maintaining  essential  secrecy 
through  the  protection  of  classified  mate¬ 
rials  and  information.  The  guidance 
which  follows  constitutes  DCAATs  imple¬ 
mentation  of  DoD  Directive  5205.2. 

b.  Normally,  FAOs  will  not  need  to 
have  direct  access  to  information  in  the 
DoD  Directive;  however,  a  copy  may  be 
obtained  from  a  DoD  publications  distri¬ 
bution  office  if  further  information  is 
desired.  When  briefing  any  classified 
contract  or  RFP/RFQ,  carefully  note  any 
OPSEC  measures  ^uired  of  the  contrac¬ 
tor.  Required  OPSEC  measures  may 
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have  an  impact  on  the  contractor’s  pric¬ 
ing  and  costing  of  a  contract.  Also, 
DCAA  personnel  must  comply  with  any 
OPSEC  measures  required  by  a  contract 


or  RFP/RFQ.  Direct  questions  concern¬ 
ing  OPSEC  measures  to  either  the  region¬ 
al  security  officer  or  contract  administra¬ 
tion  officials. 
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3-2S1  Supplement  Special  Considerations  in  Audits  of  Selected  Contract 

Types 

T&M  and  Labor 

Cost  Reimbursible  Contracts  Hour  Contracts  Fixed  Price  Contracts 


1.  FAR  Citations 

FAR  52.216-7,  52.216-13,  52.216-14  FAR  52.232-7 
general  requirements. 


Accrued  Versus  Paid  Cost 
Billed  costs  do  not  include  accrued 
costs  (not  paid)  for  items  or  services 
purchased  directly  for  the  contract. 

For  purposes  of  interim 
reimbursement.  Allowable  costs 
include  recorded  costs  of  items  or 
services  purchased  directly  for  the 
contract  for  which  the  contractor  has 
paid  (small  business  concern  may  bill 
these  costs  even  though  the  concern 
has  not  yet  paid  for  them)  and  costs 
incurred,  but  not  necessarily  paid  for 
materials  issued  from  the  inventory 
and  placed  into  production,  direct 
labor,  direct  travel,  other  direct  in- 
house  costs,  allowable  and  allocable 
indirect  costs,  and  progress  payments 
or  interim  vouchers  paid  to 
subcontractors. 

For  final  vouchers.  Allowable  costs 
include  all  paid  costs,  including 
reimbursible  subcontracts  and 
interdivisional  transactions  which 
must  have  been  closed  out  and  for 
which  required  final  audits  have  been 
performed. 


Same  as  cost  reimbursible. 


Same  as  cost  reimbursible 
for  the  ODC  or  material 
portions  of  the  contra  cl 
Labor,  applicable  burden 
and  profit  is  billed  at  a 
category  fate  applicable  to 
actual  hours  or  man  days, 
etc. 


Same  as  cost  reimbursible 
for  the  OE>C  or  material 
portions  of  the  contract. 
Labor,  applicable  burden 
and  profit  is  billed  at  a 
category  rate  applicable  to 
actual  hours  or  man  days, 
etc. 


Delinquent  Payments 

For  interim  vouchers.  Billed  costs  do  Same  as  cost  reimbursible 
not  include  accrued  costs  that  the  for  the  ODC  and  material 
contractor  is  delinquent  in  paying  for  portions  of  the  contract, 
in  the  ordinary  course  of  business. 

Unallowable  Cost 

Billed  costs  do  not  include  Same  as  cost  reimbursible 

unallowable  costs.  for  the  ODC  and  material 

portions  of  the  conn  act 

Pensions,  etc. 

Billed  costs  do  not  include  accrued 
costs  of  pensions,  post  retirement 


FAR  52.232-16,  32.5, 
42.7 


Same  as  cost 
reimbursible. 


Same  as  cost 
reimbursible. 


The  allowable  amount 
is  the  excess  of  the 
contract  price  over 
the  amount  required 
to  liquidate  progress 
payments. 


Same  as  cost 
reimbursible. 


Same  as  cost 
reimbursible. 
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T&M  and  Labor 

Cost  Reimbursible  Contracts  Hour  Contracts 

benefits,  profit-sharing  or  employee 
stock  ownership  plans  that  have  not 
been  paid  at  least  quarterly  (within  30 
days  after  the  end  of  the  quarter). 

Same  as  cost  reimbursible 
for  the  ODC  and  material 
portions  of  the  contract. 

2.  Ceiling  or  Funding  Limitations 

Cost  type  contracts  may  set  ceilings  Same  as  cost  reimbursible. 

on  indirect  rates,  on  specific  elements, 

and  on  contract  line  items.  These 

ceilings  may  apply  on  an  interim  or 

interim  and  fin^  basis.  The 

contractor  cannot  be  reimbursed  for 

costs  in  excess  of  the  identified 

ceiling. 

The  contract  will  provide  funding  Same  as  cost  reimbursible. 

limitation  amounts  which  are  less 

than  the  contract  value  until  the 

contract  fully  funded.  These 

limitations  are  not  to  be  exceeded  on 

an  interim  basis  and  on  a  final  basis 

the  contract  should  not  claim  costs  in 

excess  of  the  estimated  total  amount 

stipulated  in  the  contract. 

See  also  1 1-1(X)  for  guidance  on  the  Not  applicable, 
limitation  of  cost  clause. 


3.  Cost  Sharing  Arrangements 

Contracts  may  identify  percentages  or  Not  applicable, 
absolute  values  in  excess  of  which  the 
government  will  not  reimburse  costs. 

4.  Retentions  and  Withholds 

Patent  Rights  and  Technical  DatA  Not  Applicable. 

Withholds.  The  contract  may  provide 

for  temporary  withholding  of  amounts 

as  reserves  from  payments  otherwise 

due  to  the  contractor,  to  assure 

performance  of  certain  contractual 

requirements.  FAR  27.303-3(3) 

provides  that  if  the  contractor  fails  to 

furnish  certain  reports  relative  to 


Fixed  Price  Contracts 


Same  as  cost 
reimbursible. 


Not  Applicable. 


Same  as  cost 
reimbursible. 


See  also  11-100  for 
guidance  on  the 
Limitation  of 
Payments  Clause. 

Progress  Payment  and 
Liquidation  rates  are 
specified  in  the 
contract. 


Not  applicable. 


Not  Applicable. 
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T&M  and  Labor 

Cost  Reimbufsible  Contracts  Hour  Contracts 

inventions  developed  by  the 
contractor  under  the  contract,  the 
contracting  officer  may  invoke  the 
withholding  of  payments  provision  of 
the  patent  rights  clause  which  states 
that  the  government  may  withhold 
payment  until  a  reserve  not  exceeding 
S 50,000,  or  5  percent  of  the  amount 
of  the  contract,  whichever  is  less  has 
been  set  aside.  Similarly,  the  clause  in 
DFARS  227.473-5  provides  for 
withholding  of  10  percent  of  the 
allowable  costs  and  fixed  fee  from 
payment  on  an  interim  basis  when 
the  contractor  does  not  deliver  certain 
technical  data  required  by  the 
provisions  of  the  contract. 

Fee  Withholds.  For  payments  of  the  Not  Applicable. 

fixed  fee  under  cost-reimbursement 

contracts,  FAR  52.216-8(b),  52.216- 

9(c)  and  52.216-10(c)  all  provide  for 

the  withholding  of  the  fee  on  an 

interim  basis  after  paymeni  of  85 

percent  of  the  fixed  fee  until  a 

reserve  is  set  aside  in  an  amount  that 

the  contracting  officer  considers 

necessary  to  protect  the  government’s 

interest.  The  reserve  will  be  from  0- 

15  percent  of  the  total  fixed  fee  or 

$100,000,  whichever  is  less.  Based  on 

the  contract  terms,  the  percent  will  be 

specified  or  determined  at  the 

discretion  of  the  contracting  officer. 

Not  Applicable.  Hours  Withhold.  FAR 

$2.232-7(aK2)  states  that 
unless  otherwise  prescribed 
in  the  Schedule,  the 
contracting  officer  shall 
withhold  5  percent  of  the 
billable  hours,  not  to 
exceed  a  total  of  $50,000 
for  the  entire  contract.  The 
withholding  will  apply  to 
the  billable  hour  portion 
only,  and  not  to  direct 
material  or  subcontract 
amounts.  The  same 
provision  for  time-and- 
materials  contracts  also 
applies  to  indefinite- 
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Fixed  Price  Contracts 


Not  Applicable. 


Not  applicable. 
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delivery-type  contracts 
which  may  be  indentifled 
by  a  “D”  in  the  ninth 
position  of  the 
Procurement  Instrument 
Identification  Number 
(contract  number). 

5.  Required  Frequency  of  Billing 

Interim  vouchers  and  final  vouchers 
on  completed  or  terminated  contracts 
and  subcontracts  are  submitted  for 
payment  on  time  intervals  provided 
for  by  the  contract  for  both  negative 
and  positive  billings.  The  contractor 
may  have  threshhold  criteria  that 
must  be  met  in  order  to  bill  besides 
the  time  intervals  provided  below, 
such  as  a  dollar  value  threshhold. 

Gain  an  understanding  of  the  reasons 
for  these  other  threshholds. 

Interim  Vouchers.  The  contractor  may  Vouchers  may  be 
submit  an  interim  invoice  or  voucher  submitted  only  once  a 
as  work  progresses  (but  generally  not  month,  unless  otherwise 
more  often  than  once  every  two  approved  by  the 
weeks  for  large  contractors)  in  contracting  officer, 

amounts  supported  by  a  statement  of 
the  claimed  allowable  costs  for  the 
period. 

Final  vouchers  on  completed  Same  as  cost  reimbursible. 

contracts.  Completion  vouchers  should 

be  submitted  promptly  upon 

completion  of  the  work,  but  no  later 

than  one  year  (or  longer,  as  the 

contracting  officer  may  approve  in 

writing)  from  the  completion  date  per 

FAR  52.216-7(hKl).  Care  should  be 

taken  that  final  or  quick  close-out 

rates  (6-1009)  are  determined,  and 

subcontract  or  inter-divisional 

transactions  have  been  properly  closed 

out. 

Final  vouchers  on  terminated  Same  as  cost  reimbursible 

contracts.  On  terminated  contracts  the 

final  voucher  may  be  submitted  at  the 

end  of  the  vouchering  out  period  (12- 

402)  or  after  completion  of  the 

termination  negotiations. 

6.  Profit  or  Fee 


Fixed  Price  Contracts 


Vouchers  may  be 
submitted  only  once  a 
month. 


Final  invoices  are 
submitted  as  items 
are  delivered. 


Not  applicable. 
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Fees  may  be  of  the  fixed,  award  or 
incentive  type.  Contract  types  and 
computational  methodology  are 
discussed  in  detail  in  FAR  Part  16 
and  DLAM  Fees  may  be  billed  with 
cost  or  may  be  separately  vouchered. 


These  contracts  provide 
for  billing  direct  labor  at 
predetermined  category 
rates  which  include  all 
applicable  burden  and 
profit,  and  billing  other 
direct  costs  (ODCs)  and 
direct  materials  on  T&M 
contracts  at  cost  plus 
applicable  burden  (no 
profit). 


For  interim  payments.  The  contract  Profit  is  billed  as  part  of 
terms  specify  how  the  fee  will  be  the  rate, 
computed  on  an  interim  basis. 

Generally,  fee  is  billed  as  a 
percentage  of  incurred  cost  until  it 
meets  any  funding  or  withhold 
limitations.  (Fee  withholds  are 
explained  in  3  above.)  However, 

Award  fees  are  generally  the  subject 
of  a  special  contract  modification  and 
the  specific  amount  to  be  billed  is 
given. 


For  final  vouchers.  The  fee  is  Profit  is  billed  as  part  of 

calculated  in  accordance  with  the  the  rate, 
terms  of  the  contract. 


7.  Forms  and  Documentation 
Requirements 

The  submission  form  (SF  1034)  is  Same  as  cost  reimbursable. 

approved  by  the  auditor  or 

contracting  officer.  Detailed 

information  concerning  the 

preparation,  submission  and 

processing  of  these  forms  is  presented 

in  DCAAP  7641.90.  This  pamphlet  is 

available  for  distribution  to 

contractors. 

The  contract  generally  identifies  the  Same  as  cost  reimbursable, 
cognizant  DCAA  office  responsible  for 
processing  vouchers. 

Special  submission  forms  or  data  may 
also  be  identified  at  the  same  time. 

COTRs  (Contracting  Officers 
Technical  Representative)  may  be 
identified  and  documentation  and 
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Fixed  Price  Contracts 

Profit  may  be  fixed 
or  incentive  or  the 
contract  may  require 
economic  price 
adjustments.  Contract 
types  and 
computational 
methodology  are 
discussed  in  detail  in 
FAR  Part  16  and 
DLAM. 

Contract  line  items 
are  billed  at  price 
unless  progress 
payments  or  advance 
payments  are  allowed. 


Contract  line  items 
are  billed  at  price  less 
any  credit  for 
liquidating  progress 
payments. 


For  progress  payments 
the  SF  1443  is  used. 
Instructions  for  the 
SF  1443  are  on  the 
back  of  the  form. 


Not  applicable. 
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Cost  Reimbursible  Contracts  Hour  Contracts  Fixed  Price  Contracts 

voucher  routing  requirements  specified 
for  their  approval  of  work  performed. 

8.  Performance  Period. 

A  contract  may  provide  that  it 
expires  on  a  specified  date,  unless 
terminated  before  that  date,  and 
obligates  the  contractor  to  devote  a 
specified  level  of  effort  for  a  stated 
time  period  (FAR  16.306(DK2)  and 
FAR  S2.249-6(a)).  The  auditor  shall 
not  approve  for  reimbursement  any 
costs  incurred  by  the  contractor 
subsequent  to  the  expiration  date 
stated  in  the  contract,  or  in  excess  of 
contract  limitations. 

9.  Specified  Completion  or  Delivered 
Product. 

A  completion  or  delivered  product  Not  Applicable.  Not  Applicable, 

specified  in  a  cost-type  contract 
normally  commits  the  contractor  to 
complete  and  deliver  the  specified 
product  within  the  estimated  cost.  In 
the  event  the  work  cannot  be 
completed  within  the  estimated  cost, 
the  government  may  require  more 
effort  without  an  increase  in  fee  (FAR 
16.306(dXl)).  Also,  under  FAR 
S2.246-6(a),  the  contracting  oHicer 
could  terminate  the  contract  prior  to 
full  expenditure  of  the  estimated  cost. 

However,  unless  the  contract  is 
terminated,  or  exceeds  stated  contract 
limitations,  the  contractor  is  normally 
obligated  to  continue  to  perform 
under  the  contract  up  to  the 
estimated  total  contract  cost. 

10.  Other  Provisions 

Overtime  Premium  Overtime 
premium  is  probably  the  most 
frequently  limited  cost  and  is 
generally  identified  in  the  contract’s 
FAR  clauses  section,  FAR  S2.222-2. 

The  clause  identifies  an  amount  from 
$0  upward  in  excess  of  which  the 
contractor  can  not  bill. 

Other  Other  contract  provisions 
are  generally  identified  in  the  H- 


The  contract  may  provide  Not  Applicable, 
a  category  rate  to  be 
applied  to  overtime  hours, 
the  contract  may  specify 
the  number  of  hours 
allowable,  it  may  specify 
the  type  of  work  or  type 
item  it  is  allowable  on,  or 
who  will  approve  it. 


Same  as  cost  reimbursible.  A  fixed  price 
contract  requires 
specific  delivery  dates 
for  item.  Missing 
these  dates  may  result 
in  penalties. 
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Cost  Reimbursible  Contracts 

T&M  and  Labor 

Hour  Contracts 

Fixed  Price  Contracts 

section  of  the  contract.  They  may 
include  allowance  criteria  or 
conditions  (cost  ceilings  or  time 
frames)  for  certain  costs  such  as 
precontract  costs  (also  see  FAR 
31.20S-32),  costs  incurred  after  the 
completion  or  delivery  date  specified 
in  the  contract,  or  costs  incurred  in 
excess  of  the  contract  amount. 

First  Article  Approval  Not 
Applicable. 

Not  Applicable. 

A  fixed  price  contract 
may  require  first 
article  approval  (FAR 
52.209-3  or  -4)  before 
the  contract  is  eligible 
for  progress  payments. 
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3-300  Sectioa  3  -  lotenal  Coatnri  Assessment  Ptonning  Snmmary  (ICAPS) 


3-301  Introdnction 

This  section  provides  guidance  on  us¬ 
ing  the  Internal  Control  Audit  Planning 
Sununaiy  (ICAPS)  to  summarize  the  au¬ 
ditor’s  assessment  of  control  risk  and  the 
impact  on  related  contract  audit  effort. 
For  guidance  on  performing  reviews  of 
contractor  accountii^  and  management 
systems,  and  related  internal  controls,  see 
CAM  Chapter  S. 

3-302  Backgronnd  Information 

a.  As  discussed  in  CAM  3-100,  the 
auditor’s  assessment  of  control  ri^  is  a 
critical  factor  in  determining  the  nature 
and  extent  of  audit  effort  necessary  to 
achieve  the  objectives  of  the  individual 
audit  assignment  in  an  effective  and 
efficient  manner.  To  assess  control  risk, 
the  auditor  must  carefully  evaluate  the 
controls  over  each  significant  contractor 
accounting  and  management  sptem 
which  could  impact  the  scope  of  that 
particular  audit.  Dim  to  the  number  of 
contract  audits  performed  at  some  con¬ 
tractors,  it  is  both  impractical  and  ineffi¬ 
cient  to  duirficate  ^  the  audit  steps 
necemary  to  assess  control  risk  as  part  of 
each  individual  audit  assignment.  There¬ 
fore,  separate  audit  assignments  are  es¬ 
tablished  to  review  and  evaluate  each 
significant  contractor  accounting  and 
management  s^em  and  the  relat^  con¬ 
trols  on  a  periodic  basis.  The  resulting 
control  ri^  assessments  are  summarized 
on  the  Internal  Control  Audit  Planning 
Summary  working  jpaper  along  with  a 
brief  descriirtion  of  how  these  assess¬ 
ments  may  impact  the  scope  of  other 
related  contract  audit  effort. 

b.  The  Internal  Contnd  Audit  Planning 
Summary  becomes  part  of  the  FAO’s 
permanent  file  and  can  be  used  by  other 
auditors  to  (]uickly  understand  the  level 
of  control  rw  associated  with  the  con¬ 
tractor’s  accounting  and  management 
system  and  the  potratial  impact  on  their 
mdividual  audit  assignments.  For  exam¬ 
ine,  an  auditor  pertorming  a  progress 
payment  audit  can  review  the  Intemal 
Omtrol  Audit  Planning  Summary 


(ICAPS)  for  the  contractor’s  billing  sys¬ 
tem  and  immediately  determine  the  as¬ 
sessed  level  of  control  risk  and  how  it 
could  impact  his  review. 

3-302.1  RelatioMUp  of  ICAPS  and 
Mandatory  Animal  Aadh  Bcqaircamnts 
(MAASs) 

a.  A  general  discussion  of  MAARs 
appears  in  6-100;  a  tabulation  of  the 
MAA^  including  title,  classification, 
objectives,  purpose,  and  principle  CAM 
reference,  spears  in  6-lSl. 

b.  Transaction  test  and  special  purpose 
MAARs  are  most  likely  to  be  covered 
during  incurred  cost  audit  assignments. 
The  scope  of  such  reviews  is  afimed  by 
the  strength  of  the  contractor’s  intemal 
controls  and  the  currency  of  audit  experi¬ 
ence  in  the  area.  Intemal  controls  affect¬ 
ing  the  MAARs  are  summarized  in  the 
Intemal  Control  Audit  Planning  Summa¬ 
ry  (ICAPS)  for  each  related  contractor 
accounting  and  management  system.  For 
example,  intemal  controls  affecting 
MAAR  6,  Labor  Floorchecks  or  Inter¬ 
views,  are  summarized  in  the  Intemal 
Control  Audit  Planning  Summary  for  the 
contractor’s  labor  accounting  system.  It  is 
often  possible  to  reduce  the  scope  of  a 
mandatory  review  when  the  contractor’s 
intemal  controls  in  the  area  are  strong. 
Conversely,  it  may  be  necessary  to  ex¬ 
pand  the  scoiie  of  a  mandatory  review  to 
cover  audit  risks  identified  in  the  Inter¬ 
nal  Control  Audit  Planning  Summary. 
However,  the  focus  of  the  auditor’s  ef¬ 
forts  should  be  to  work  with  the  contrac¬ 
tor  and  ACO  to  reduce  risk  ratings  rather 
than  to  continue  performing  expanded 
testing. 

3-303  General  Andit  Policy 

a.  A  separate  Intemal  Control  Audit 
Plannirtt  Summary  will  be  maintained 
for  earn  of  the  ten  management  and 
accounting  systems,  identified  in  CAM  5- 
102.  However,  we  are  only  concerned 
with  assessing  control  risk  for  those  sys¬ 
tems  that  process  a  material  amount  of 
transactions  that  ate  ultimately  assigned 
to  government  contracts.  The  Internal 
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Control  Audit  Planning  Summary  form  is 
the  summary  audit  working  paper  for  the 
audit  of  the  system  and  related  internal 
controls.  Copies  of  the  forms  should  also 
be  retained  in  the  permanent  file. 

b.  Significant  information  contained  in 
the  Planning  Summary,  either  positive  or 
negative,  should  be  communicated  to  the 
appropriate  auditors  immediately  (e.g., 
risk  information  on  the  Planning  Sum¬ 
mary  for  the  estimating  systen.  -  ould  be 
communicated  to  au  ^rs  performing 
reviews  of  individual  :e  proposals). 

c.  Since  the  Internal  Control  Audit 
Planning  Summary  is  intended  to  sup¬ 
port  the  audit  planning  process,  each 
Internal  Control  Audit  Planning  Summa¬ 
ry  form  should  contain  sufficient  infor¬ 
mation  to  help  plan  other  related  con¬ 
tract  audit  activities.  While  the  following 
paragraphs  provide  general  guidance  on 
completing  the  Internal  Control  Audit 
Planning  Summary  form,  auditors  should 
exercise  professional  judgment  in  deter¬ 
mining  the  exact  nature  and  extent  of 
information  necessary  in  their  individual 
audit  circumstances. 

3-304  Preparatioii  of  the  Internal 
Control  Audit  Planning  Summary 

Figure  3-3-1  contains  a  generic  copy  of 
the  Internal  Control  Audit  Planning 
Summary  form.  The  specific  ICAPS  for 
each  of  the  ten  systems  are  available  on 
the  DIIS.  As  discussed  above,  a  separate 
Internal  Control  Audit  Planning  Summa¬ 
ry  form  should  be  maintained  for  each 
contractor  accounting  and  manajtement 
system.  The  Internal  Control  Audit  Plan¬ 
ning  Summary  form  is  updated  during 
the  normal  cyclical  audit  of  each  signifi¬ 
cant  system  and  related  internal  controls 
(e.g.,  during  the  estimating  system  sur¬ 
vey). 

3-304.1  Materiality  and  Sensitivity 

As  discussed  above,  DCAA  is  only 
concerned  with  assessing  the  adequacy  of 
internal  controls  for  those  contractor 
accounting  and  manarasment  systems 
which  may  have  a  significant  impact  on 
the  pricing  administration,  or  settlement 
of  government  contracts.  This  section  of 
the  Internal  Control  Audit  Planning 
Summary  provides  information  concern¬ 


ing  the  significance  of  each  system  for 
each  Contractor  Fiscal  Year  (CFY).  In 
addition,  it  provides  a  brief  summary  of 
any  sensitivities  which  may  impact  other 
related  audit  effort. 

a.  Materiality  is  determined  based  on 
the  importance  of  the  contractor  account¬ 
ing  or  management  system  relative  to 
government  contracts.  While  all  major 
contractors  generally  accomplish  the 
functions  associated  with  the  ten  ac¬ 
counting  and  management  systems  iden¬ 
tified  in  CAM  5-102,  the  materiali¬ 
ty/significance  of  these  systems  will  vary 
from  contractor  to  contractor.  Therefore, 
it  is  important  for  the  auditor  to  under¬ 
stand  the  dollar  value  of  transactions 
processed  by  the  system  and  assigned  to 
government  contracts,  both  flexible  and 
nxed  price,  and  their  signiflcance  in 
relation  to  (1)  the  total  dollar  value  of 
transactions  processed  by  the  system,  (2) 
total  government  contract  costs,  and  (3) 
total  contractor  operations.  To  illustrate, 
the  auditor’s  determination  of  materiali¬ 
ty  for  a  contractor’s  labor  system  should 
consider  the  total  dollar  value  (order  of 
ma^itude)  of  labor  transactions  ($100 
million)  processed  by  the  system  in  rela¬ 
tion  to  the  order  of  maraitude  for  con¬ 
tractor’s  total  operation  $1  billion  cost  of 
sales.  The  auditor  should  also  consider 
the  government’s  participation,  both  flex¬ 
ible  and  fixed  price,  in  the  system’s 
transactions,  as  well  as  within  the  con¬ 
tractor’s  total  operations. 


System  Contractor 

Total  Dollars  $100  million  $1,000  million 

Gov't  Flexibly  $  20  million  $  80  million 

Priced  Dollars 

Gov’t  Fixed  Price  $  25  million  $  170  million 
Dollars 

b.  Sensitivity  is  determined  based  on 
how  given  matters  will  impact  the  judg¬ 
ments  of  the  users  of  contract  informa¬ 
tion.  For  example,  inclusion  of  some 
unallowable  costs  (e.g.,  luxun'  yachts,  dog 
kennels)  have  a  more  significant  impact 
on  users  of  contract  information  than 
clerical  errors  or  inadvertent  mistakes.  In 
addition,  some  costs  may  be  more  sensi¬ 
tive  than  others  due  to  congressional 
interest  or  other  external  factors.  One 
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such  example  was  the  emphasis  placed  on 
consultant  costs  during  the  late  nineteen 
eighties.  Section  1.2  of  the  Internal  Con¬ 
trol  Audit  Planning  Summary  is  desired 
to  summarize  any  unusual  or  unique 
sensitivities  applicable  to  the  system  in 
question. 

c.  The  auditor  should  carefully  consid¬ 
er  the  system  materiality  and  sensitivity 
in  determining  the  timing,  nature  and 
extent  of  system  review  effort.  If  a  partic¬ 
ular  system  is  not  considered  material  for 
the  current  year,  there  is  no  need  to 
assess  control  risk  further.  The  basis  for 
this  assessment  should  be  documented  on 
the  Internal  Control  Audit  Planning 
Summary  working  paper  and  Hied  in  the 
permanent  flies  for  reference  and  re¬ 
view/update  in  future  years. 

3-304.2  Control  Risk  Assessment 

This  section  of  the  Internal  Control 
Audit  Planning  Summary  is  designed  to 
summarize  the  auditor’s  assessment  of 
control  risk  for  each  relevant  control 
objective.  CAM  5-109  contains  detailed 
guidance  on  assessing  control  risk. 

a.  The  auditor  should  first  identify 
each  of  the  relevant  control  objectives  for 
the  system  being  summarized.  CAM  sec¬ 
tions  5-300  thorough  5-1200  contain  de¬ 
tails  regarding  the  relevant  control  objec¬ 
tives  for  each  contractor  accounting  and 
management  system.  For  example,  the 
relevant  control  objectives  for  labor  ac¬ 
counting  are  covered  in  CAM  5-900  and 
are  summarized  as  follows: 

(1)  Management  Reviews 

(2)  Employee  Awareness  Training 

(3)  Labor  Authorization  and  Approvals 

(4)  Timekeeping 

(5)  Labor  Distnbution 

(6)  Labor  Cost  Accounting 

(7)  Payroll  Preparation  and  Payment 

(8)  Labor  Transfers  and  Adjustments 

b.  For  each  relevant  control  objective, 
the  auditor  should  summarize  the  control 
risk  assessment  (low,  moderate,  or  hi^) 
contained  in  the  detailed  working  papers. 

c.  The  auditor  should  also  indicate  the 
report  number  and  date  in  which  the 
control  risk  assessment  for  any  control 
objective  was  most  recently  updated.  As 
more  current  information  l^omes  avail¬ 
able,  the  auditor’s  assessment  of  control 
risk  may  change.  For  example,  the  con¬ 


tractor  may  correct  a  previously  reported 
deficiency  or  subsequent  audit  effort  may 
indicate  failures  to  comply  with  estali- 
lished  policies  and  procedures.  In  these 
instances,  the  auditor  should  update  the 
Internal  Control  Audit  Planning  Summa¬ 
ry  upon  issuance  of  the  audit  report 
which  resulted  in  the  change  in  control 
risk  assessment.  Under  no  circumstances 
should  the  Internal  Control  Audit  Plan¬ 
ning  Summary  be  updated  for  potential 
changes  in  the  control  risk  assessment 
which  have  not  been  formally  reported. 

d.  The  last  section  of  the  control  risk 
assessment  requires  the  auditor  to  ex¬ 
plain  all  moderate  or  high  risk  assessment 
ratings.  Ratings  of  moderate  or  high  risk 
should  be  supported  by  significant  re¬ 
ported  deficiencies,  and  the  explanations 
should  briefly  describe  the  nature  of  the 
reported  deficiencies  which  resulted  in 
the  moderate  or  high  control  risk  assess¬ 
ment.  The  auditor's  explanation  should 
be  as  concise  as  possible  but  provide 
sufficient  information  to  facilitate  the 
planning  of  other  related  audit  effort. 

3-3043  Overall  System 

a.  In  addition  to  assessing  control  risk 
for  each  of  the  relevant  control  objec¬ 
tives,  the  auditor  should  determine 
whether  the  system  is  ad^uate  to  reason¬ 
ably  assure  proper  pricing,  administra¬ 
tion,  and  settlement  of  government  con¬ 
tracts.  Making  such  a  determination  re¬ 
quires  the  exercise  of  considerable  audit 
judgment.  In  some  instances,  the  contrac¬ 
tor’s  failure  to  accomplish  a  single  con¬ 
trol  objective  may  render  the  entire  sys¬ 
tem  inadequate. 

b.  The  auditor’s  assessment  of  the 
overall  system  should  be  consistent  with 
the  audit  opinion  contained  in  the  most 
current  report  on  the  system  in  question 
and  with  the  risk  ratings  assigned  to  the 
relevant  control  objectives.  For  example, 
in  the  case  of  the  labor  system  review,  if 
high  risk  ratings  have  bmn  assigned  to 
labor  cost  accounting  and  labor  transfers 
and  adjustments,  it  would  be  expected 
that  the  overall  system  opinion  would  be 
inadequate  or  inadequate  in  part. 

3-304.4  Impact  on  the  Scope  of  Other 
Audits 

a.  The  audit  planning  process  involves 
not  only  assessing  control  risk  but  also 
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identifying  the  potential  impact  of  these 
risk  assessments  on  other  related  audit 
effort.  Section  IV  of  the  Internal  Control 
Audit  Planning  Summary  is  designed  to 
highlight  the  impact  that  the  auditor’s 
control  risk  assessment  has  on  related 
audit  areas.  These  audit  areas  are  sum¬ 
marized  as  follows: 

1)  Contract  Pricing 

2)  Defective  Pricing 

(3)  Incurred  Material  Costs 

(4)  Incurred  Labor  Costs 

(5)  Incurred  Indirect/ODC  Costs 

(6)  Contract  Reporting 

(7)  Billings 

(8)  Qoseouts 

b.  The  impact  on  audit  scope  should 
also  identify  the  spec'.~ic  area(s)  of  scope 
impacted.  For  example,  if  a  review  of  the 
contractor’s  estimating  system  indicates 
that  the  contractor  does  not  perform 
sufficient  cost/price  analysis  of  subcon¬ 
tract  proposals,  the  auditor  may  indicate 
a  need  to  increase  the  scope  of  contract 
pricing  and  defective  pricing  reviews  in 
the  area  of  subcontracts.  Generally,  as¬ 
sessments  of  low  risk  should  result  in 
recommended  reductions  in  the  scope  of 
related  audits,  unless  the  scope  has  previ¬ 
ously  been  appropriately  reduced,  which 
should  be  documented  and  explained. 
This  section  of  the  Internal  Control  Audit 
Planning  Summary  should  also  be  used 
to  communicate  any  additional  informa¬ 
tion  considered  necessary  to  ensure  prop¬ 
er  consideration  of  control  risk  assess¬ 
ments  in  related  audit  effort. 

3-305  loteraal  Control  Audit 
Planidiv  Sumnuny  Updates  and 
Revisions 

a.  Since  contractor  internal  controls  are 
reviewed  on  a  cyclical  basis,  it  may 


become  necessary  to  update  the  auditor’s 
assessment  of  control  risk  prior  to  the 
next  scheduled  system  review.  For  exam¬ 
ple,  audits  of  individual  pricing  proposals 
may  identify  deficiencies  in  the  contrac¬ 
tor’s  estimating  system  which  did  not 
exist  or  were  not  identified  at  the  time  of 
the  last  system  review.  In  these  instances, 
the  Internal  Control  Audit  Planning 
Summary  should  be  updated  to  reflect 
any  changes  in  the  auditor’s  assessment 
of  control  risk  or  the  impact  on  other 
related  audit  effort.  Any  changes  to  the 
Internal  Control  Audit  Planning  Summa¬ 
ry  should  be  based  on  reported  condi¬ 
tions.  Prior  versions  of  the  Internal  Con¬ 
trol  Audit  Planning  Summary  should  be 
retained  for  reference. 

b.  Auditors  should  also  be  alert  for 
factors  which  may  indicate  that  the  cur¬ 
rent  control  risk  assessment  may  be  in¬ 
valid.  These  factors  may  include  (1)  ma¬ 
terial  amounts  of  questioned  cost  in 
individual  audit  assignments,  (2)  recur¬ 
ring  questioned  costs  of  an  immaterial 
amount,  (3)  significant  turnover  in  con¬ 
tractor  personnel,  (4)  contractor  reorgani¬ 
zations,  and  (S)  other  risk  factors.  In 
these  instances,  it  may  be  necrasary  to 
increase  the  scope  of  related  audit  effort. 
However,  the  auditor  should  also  consid¬ 
er  i^rforming  an  updated  or  supplemen¬ 
tal  internal  control  review  to  reevaluate 
the  contractor’s  internal  controls  and 
encourage  contractor  corrective  action 
for  any  identified  deficiencies.  Getting 
the  contractor  to  correct  the  system  is 
generally  a  more  effective  and  efficient 
way  to  protect  the  government’s  interest 
in  the  long  run.  Changes  in  the  assessed 
level  of  control  risk,  both  positive  or 
negative,  should  be  based  only  on  report¬ 
ed  conditions. 
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Figure  3-3-1 


Figure  3-3-1 


Assign.  No. 
Report  Date 


DEFENSE  CONTRACT  AUDIT  AGENCY 
INTERNAL  CONTROL  AUDIT  PLANNING  SUMMARY 
FOR  THE _ SYSTEM  OF 


(Contractor  Name) 


I.  MATERIALITY  AND  SENSITIVITY 

1.  Materiality  (For  CFY  Ending: _ ) 

System  Contractor 

Total  Dollars  _ _ 

Gov’t  Flexibly  Priced  Dollars  _  _ 

Gov’t  Fixed  Priced  Dollars  _  _ 

2.  Sensitivity 


II.  CONTROL  RISK  ASSESSMENT 

Control  Risk  Updates  Since 

(System;  Adequate/Inadequate)  Last  Review 

Control  Objectives  Low  Mod  High  Report  No./Date 

1. 

2. 

3. 

Briefly  explain  the  reported  system  deflciencies  which  support  all  moderate  or  high 
control  risk  assessments: 


III.  OVERALL  SYSTEM 

Adequate  _  Inadequate:  Overall  _ 

In  Part  _ 

IV.  IMPACT  ON  THE  SCOPE  OF  OTHER  AUDITS 

Impact  on 
Audit  Scope 

Audit  Areas  Deer  N/C  Incr  Area  of  Scope  Adjustment 

Contract  Prici^ 

Defective  Pricing 
Incurred  Material  Costs 
Incurred  Labor  Costs 
Incurred  Indirect/ODC  Costs 
Contract  Reporting 
Billings 
Closeouts 

Other _ 

Initials/Date: 

Auditor  _ 

Supervisor  _ 

FAO  Manager:  _ 
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3-400  Section  4  -  Workpackage  Risk  Analysis  Procedure  (WRAP) 


3-401  Introduction 

This  section  deals  with  the  use  of 
WRAP  to  (1)  select  among  alternative 
workpackages  within  a  mandatory  audit 
area  and  (2)  prioritize  discretion^ 
workpackages  covering  operations  audits, 
systems  reviews  and  historical  audits  of 
incurred  costs. 

3-402  WRAP  Defined 

a.  WRAP  is  an  optional  decision  mo¬ 
deling  technique  applied  to  select  work- 
packages  for  inclusion  in  the  require¬ 
ments  and  program  plan.  WRAP  inputs 
are  (1)  the  estimated  minimum  hours 
required  to  perform  a  review  of  a  speci¬ 
fied  workpackage  when  no  basis  for  ex¬ 
panding  the  review  is  identified,  and  the 
savings,  if  any,  likely  to  result  from  this 
review;  (2)  the  estimated  additional 
hours  required  to  expand  the  review  if 
questioned  cost  or  cost  avoidance  is 
identified,  and  the  estimated  maximum 
dollar  value  of  the  cost  savings  which 
might  result  from  the  review;  and  (3)  any 
intermediate  values  of  hours  and  dollars 
which  the  planner  believes  to  be  appro¬ 
priate.  WRAP  generates  expected  hours 
to  perform  the  review  and  an  index 
number  which  approximates  the  exprct- 
ed  savings  per  hour  which  will  result  if  a 
workpacbige  is  performed.  The  WRAP 
index  may  be  thought  of  as  the  relative 
risk  associated  with  failure  to  perform  a 
given  workpackage  within  a  specified 
group. 

b.  WRAP  is  used  in  planning  incurred 
cost  audits  when  the  planner  wishes  to 
quantify  the  decision  making  process, 
either  to  select  among  alternatives  or  to 
support  a  decision  to  limit  or  expand 
sample  size.  It  is  applied  at  the  workpack¬ 
age  level. 

3-403  WRAP  Procedure 

The  steps  for  computing  the  WRAP 
index  of  an  individual  workpackage  fol¬ 
low: 

a.  Estimate  the  dollars  which  will  be 
analyzed  under  each  workpackage  at  the 
contractor  location.  The  estimates  need 


not  be  precise.  Note  that  there  will  be 
some  overlapping  of  dollars  analyzed 
between  workpackages  within  an  audit 
area. 

b.  Estimate  the  maximum  percent  of 
the  dollars  analyzed  which  might  be 
questioned  or  cost  avoidance  which 
might  be  realized  by  an  audit  of  the  scope 
prescribed  by  the  workpackage  at  the 
location.  Workpackages  may  be  com¬ 
bined  for  estimation  of  dollars  analyzed 
and  maximum  savings  of  a  larger  pack¬ 
age. 

c.  Calculate  or  identify: 

(1)  The  minimum  savings  likely  to 
result  from  performance  of  the  work- 
package.  Hiis  will  often,  but  not  always, 
be  zero. 

(2)  As  many  intermediate  values  of 
potential  savings  as  seem  desirable,  based 
on  the  planner’s  familiarity  with  the  area. 

(3)  The  dollar  value  of  the  maximum 
estimated  savings  (dollars  in  the  work- 
package  X  estimated  percent;  3-403a  X  I 

3- 403b).  I 

d.  Estimate: 

(1)  The  hours  required  for  a  review  of 

the  workpackage  area  which  is  ad^uate 
to  rule  out  the  possibility  of  significant 
findings  and  justify  terminating  the  au¬ 
dit,  whether  by  projecting  results  from  a 
statistically  valid  sample  or  by  terminat¬ 
ing  the  review  without  findings.  Asso¬ 
ciate  this  with  the  minimum  savings 
identified  in  3-403c(l).  I 

(2)  The  hours  associated  with  each 

selected  intermediate  value  of  savings  (3-  I 
403c(2)).  I 

(3)  llie  hours  associated  with  the  maxi¬ 
mum  findings  calculated  in  3-403c(3). 
Diis  will  usually  be  the  maximum  effort  I 
the  planner  is  willing  to  expend  on  an 
area  without  referring  the  findings  to  a 
higher  level  for  authority  to  proceed. 

e.  Tabulate  the  estimated  savings 
amounts  and  their  associated  hours  as 
shown  in  columns  (1)  and  (2)  of  Figure  3- 

4- 1. 

f.  Assign  a  probability  to  each  potential 
outcome.  The  probabilities  must  add  to 
100  percent  as  shown  in  Column  (3)  of 
Figure  3-4-1.  Estimated  probabilities 
quantify  the  planner’s  knowledge  of  such 
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variables  as:  the  inherent  vulnerability  of 
the  underlying  transactions  at  any  loca¬ 
tion:  the  controls  in  effect  at  this  loca¬ 
tion;  the  skills  of  available  staff;  and  any 
other  factors  which  bear  upon  expected 
audit  outcome  in  a  given  workpackage. 

g.  Multiply  each  outcome’s  probability 
by: 

(1)  Estimated  savings;  enter  in  column 

(4) . 

(2)  Estimated  hours;  enter  in  column 

(5) . 

h.  Sum  the  products  of  probability  and 
savings  for  each  potential  audit  outcome 
of  this  workpackage.  The  resultant 
amount  is  referred  to  as  expected  savings 
and  represents  the  most  likely  cost  recov¬ 
ery. 

i.  Sum  the  products  of  probability  and 
hours  for  each  potential  audit  outcome  of 
this  workpackt^e.  The  resultant  quantity 
is  referred  to  as  expected  hours  and 
represents  the  hours  which  should  be 
budgeted  if  the  package  is  programmed. 

j.  Divide  the  exited  savings  by  the 
expected  hours.  This  is  the  WRAP  index 


used  for  ranking  discretionary  and  semi- 
discretionary  workpackages,  sometimes 
referred  to  as  expected  savings  per  hour. 

3-404  Use  of  the  WRAP  Index 

a.  WRAP  scores  are  first  used  to  select 
the  workpackage  to  be  performed  in  a 
mandatory  area.  Remaining  workpack¬ 
ages  are  prioritized  in  descending  order 
of  their  respective  WRAP  index. 

b.  Several  workpackages  may  be  select¬ 
ed  for  accomplishment  within  a  single 
audit  area.  Because  the  computation  of 
estimated  savings  is  based  on  dollars 
analyzed,  there  may  be  some  overlapping 
of  estimated  savings  between  workpack¬ 
ages  within  an  audit  area.  To  avoid 
duplication  of  planned  effon,  WRAP 
rankings  must  be  reviewed  for  redundan¬ 
cy  before  the  final  listing  is  input  to  the 
annual  requirements  plan. 

c.  Because  WRAP  rankings  are  highly 
location-specific,  WRAP  applies  only  to 
the  ranking  of  incurred  cost  audits  within 
a  single  contractor  location. 
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3-SlO  Supplement  —  Illustrations  of  Contract  Audit  Disclosures 


3-SlOl  Introduction 

a.  This  chapter  has  presented  general 
concepts  for  contract  audit  planning. 
FoIlowiM  these  concepts  will  result  in 
more  en^tive  audit  and,  thus,  more 
effective  reporting.  Some  examples  of 
contract  audit  disclosures  resulting  from 
use  of  these  concepts  are  in  this  supple¬ 
ment. 

b.  In  an  actual  audit  report,  the  presen¬ 
tations  would,  of  course,  be  expanded  to 
provide  the  necessary  details.  The  illus¬ 
trations  have  been  arranged  according  to 
principal  areas  of  contract  audit  atten¬ 
tion. 

3-S102  Contract  Audit  Disclosures 
on  Contractors’  Contract  Financial 
Management 

3-S102.1  Forecasting  of  Cost  Underruns 
or  Overruns 

Review  of  a  major  missile  contractor’s 
procedures  and  practices  related  to  its 
preparation  of  contract  flnancial  manage¬ 
ment  reports  (Form  1097)  to  the  govern¬ 
ment  under  various  cost-reimbursement 
type  contracts  indicated  that  significant 
contract  cost  information  available  to  the 
contractor’s  management  was  not  being 
considered  in  preparing  its  reports,  since 
few  if  any  underruns  had  been  reported. 
An  audit  report  covering  this  matter  was 
sent  to  the  contracting  otticer  with  appro¬ 
priate  recommendations.  The  contractor 
revised  its  procedures  and  shortly  there¬ 
after  reported  a  projected  $20  million 
cost  underrun  on  one  of  its  major  con¬ 
tracts. 

3-S102.2  Monitoring  Physical  Progress 
Versus  Cost  Performance 

The  contractor’s  cost  under  a  major 
weapons  systems  contract  exceeded  the 
contract  taiget  cost  even  though  only  50 
percent  of  the  milestones  established  un¬ 
der  the  contract  had  been  accomplished. 
These  milestones  are  signiflcant  events  in 
a  work  package.  There  had  been  no 
previous  indication  of  this  adverse  condi¬ 
tion.  The  contractor  acknowledged  the 
weaknesses  in  its  contract  financial  man¬ 


agement  procedures  and  installed  revised 
procedures  to  provide  better  information 
and  management  control  over  physical 
performance  of  major  segments  of  the 
contract  task  in  relation  to  contract 
funds. 

3-S1023  Equity  in  Managing 
Commercial  Versus  Government  Work 

A  large  weapon  systems  contractor 
followed  a  policy  of  renting  space  for  all 
its  government  work,  but  performed 
commercial  work  in  contractor-owned 
plants  where  occupancy  costs  per  square 
foot  were  substantially  lower.  This  differ¬ 
ence  in  management  policy  for  obtaining 
physical  plant  requirements  produced  an 
obvious  costing  inequity  for  government 
contract  work.  In  order  to  obtain  a  more 
equitable  allocation  of  indirect  costs,  the 
auditor  recommended  use  of  a  single  rate 
for  distributing  occupancy  costs  to  all 
plants  of  the  contractor.  The  contractor 
concurred  in  this  recommendation  and  as 
a  result  the  indirect  costs  allocated  to 
government  contracts  were  reduced  by 
approximately  $1  million  per  year. 

3-S102.4  Funding  of  Self-Insurance 

A  contractor  claimed  reimbursement 
from  the  government  for  cost  of  an 
unfunded  self-insurance  program  for  pay¬ 
ment  of  employees’  death  benefits.  The 
auditor  determined  that  the  annual 
charges  for  the  program  were  higher  than 
necessary  because  the  contractor  did  not 
irrevocably  fund  the  amounts  charged  as 
cost  and  invest  them.  The  program  was 
thus  deprived  of  income  from  invest¬ 
ments.  After  discussion  with  the  contrac¬ 
tor,  an  irrevocable  trust  was  established 
with  annual  savings  of  $700  thousand 
derived  from  income  earned  by  the  trust 
fund. 

3-S103  Contract  Audit  Disclosures 
on  Contractors’  Preparation  of  Price 
Proposals 

3-S103.1  Using  Historical  Data  for 
Projections 

A  subcontractor’s  proposal  included 
estimated  direct  labor  costs  computed  by 
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use  of  learning  curves.  However,  the 
subcontractor  used,  as  a  projection  base, 
the  unit  hours  initially  quoted  on  previ¬ 
ous  job  estimates.  The  auditor  disagreed 
with  projecting  previously  quoted  hours 
for  identical  work  when  historical  hours 
were  available  and  accordingly  projected 
learning  curves  using  historic^  hours  as 
the  base.  In  negotiation,  the  proposal  was 
reduced  16  percent,  most  of  which  was 
attributed  to  the  more  realistic  projection 
resulting  from  use  of  historic^  data. 

3-S103.2  Establishing  Proposal 
Procedures  and  Controls 

At  one  sole  source  major  contractor, 
the  auditor  examined  cost  proposals  dur¬ 
ing  a  fiscal  year,  totaling  $188  million, 
and  questioned  more  than  $S3  million  as 
overestimated  costs.  In  negotiation,  sub¬ 
stantially  all  of  this  was  reflected  in 
reduced  contract  prices.  The  auditor  rec¬ 
ommended  that  the  contractor  establish 
policies  and  procedures  to  provide  for  (1) 
uniform  guidance  for  the  preparation  and 
support  of  cost  proposals,  (2)  the  compi¬ 
lation  of  a  complete  estimating  data 
package  for  each  contract,  and  (3)  mana¬ 
gerial  review  of  proposal  estimates  prior 
to  their  submission.  At  the  insistence  of 
the  contracting  officer,  improvements 
were  made  which  reduced  the  amount  of 
necessary  audit  surveillance  of  proposals. 

3-S104  Contract  Audit  Disclosures 
on  Contractors’  Make-or-Buy 
Decisions 

3-S104.1  Effective  Use  of  Make-or-Buy 
Committee 

A  contractor’s  make-or-buy  procedure 
had  been  approved  as  representing  an 
effective  framework  for  conduct  of  activi¬ 
ties  in  this  area.  It  was  found  that  during 
a  2-year  period,  305  contract  cost  propos¬ 
als  involving  many  complex  components 
were  prepared,  but  only  12  make-or-buy 
committee  decisions  were  made.  The 
shifting  of  in-house  work  to  other  plants 
of  the  contractor,  possibly  at  higher  costs, 
was  also  reported  as  requiring  closer 
review  and  appraisal  under  the  estab¬ 
lished  make-or-buy  criteria. 


3-S104.2  Lack  of  Make-or-Buy  Review 

During  an  audit  of  a  repricing  proposal 
for  a  contract,  the  auditor  determined 
that  a  certain  part  made  by  the  contractor 
under  that  contract  as  being  purchased 
under  a  different  contract  at  $155  thou¬ 
sand  less  than  the  “make”  costs  proposed 
for  the  contract  price  being  audited.  No 
make-or-buy  decision  had  been  made  for 
this  part,  although  it  should  have  been  so 
considered  under  the  contractor’s  policy. 
In  this  instance,  based  on  the  auditor’s 
information,  the  contracting  offlcer  ex¬ 
cluded  a  major  portion  of  the  excess  cost 
in  the  repricing  of  the  contract. 

3-S105  Contract  Audit  Disclosures 
on  Contractors’  Purchasing  and 
Subcontracting  Practices 

3-SlOS.l  Pyramiding  of  Profits  on 
Subcontracts 

A  major  missile  prime  contractor  sold 
noncompetitive  proprietary  products  to 
one  of  its  subcontractors  at  a  selling  price 
of  about  $2  million  including  profit.  The 
subcontractor  used  the  products  in  its 
own  production,  which  was  sold  at  a 
profit  to  the  prime  contractor.  The  prime 
contractor’s  repricing  proposal  for  the 
contract  included  computed  profit  on  all 
subcontract  costs,  including  the  propri¬ 
etary  items  mentioned  above.  The  audit 
disclosed  that  these  transactions  resulted 
in  increased  costs  to  the  government  of 
$630  thousand  due  to  the  pyramiding  of 
profit.  This  condition  was  explained  in 
the  audit  report  with  a  recommendation 
that  the  excessive  profit  be  eliminated  in 
negotiating  the  repricing  proposal,  and 
that  in  the  future,  similar  items  should  be 
furnished  by  the  prime  contractor  to  its 
subcontractor  at  no  charge.  In  n^otia- 
tion,  the  contracting  officer  obtained  a 
reduction  in  the  contract  price  of  about 
$600  thousand  based  on  this  recommen¬ 
dation. 

3-S105.2  Developing  Alternate  Sources 

An  audit  report  contained  details  of  a 
continuing  hi^  incidence  of  sole  source 
procurement  by  the  contractor.  Imple¬ 
mentation  of  the  report  recommenda¬ 
tions  ultimately  led  to  the  establishment 
of  an  alternate-source  program  and  re- 
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suited  in  the  establishment  of  new 
sources  of  supply.  In  some  instances 
quoted  prices  mm  the  new  sources  were 
25  ixicent  lower  than  the  unit  prices  of 
original  sole  source  suppliers,  resulting  in 
a  savings  to  the  government  estimated  at 
$800  thousand. 

3-S105.3  Pridog  of  Sole  Sooice  Repair 
Parts 

At  a  major  aircraft  manufacturer,  the 
auditors,  m  conjunction  with  govern¬ 
ment  technical  representatives,  deter¬ 
mined  that  the  prices  charged  by  a  sole 
source  supplier  for  certain  repair  parts 
appeared  to  be  unreasonable.  Arrwge- 
ments  were  then  made  through  the  prime 
contractor  for  an  audit  to  determine 
whether  the  parts  were,  in  fact,  over¬ 
priced.  The  parts  supplier  delayed  the 
government  audit,  pending  its  own  study, 
and  subsequently  refunded  SS81  thou¬ 
sand  to  the  prime  contractor,  prior  to 
making  any  cost  data  available  to  the 
auditor. 

3-S105.4  Savings  Throngb  GovemaMnt- 
Fnmished  Puis 

At  the  start  of  a  major  weapon  system 
program,  certain  parts  had  been  fur¬ 
nished  by  the  government  to  the  contrac¬ 
tor.  Sub^uently,  in  connection  with  the 
solicitation  of  a  follow-on  procurement, 
the  parts  were  designated  to  be  furnished 
by  the  contractor.  When  the  auditor 
disclosed  in  the  initial  pricing  report  that 
this  practice  would  increase  costs  sub¬ 
stantially,  the  procurement  agency  revert¬ 
ed  to  the  previous  practice  and  arrange 
ments  were  again  made  to  contract  di¬ 
rectly  for  required  quantities  of  these 
items.  Contract  terms  were  appropriately 
revised  and  savings  of  over  SSOO  thou¬ 
sand  were  realized. 

3-S1055  Forecasting  Material  SUinkage 
Reqaireatents 

A  contractor’s  estimating  and  record 
keying  practices  were  found  to  be  insuf¬ 
ficient  for  the  determination  of  the  per¬ 
centage  allowance  for  material  losses. 
The  weaknesses  consisted  of  the  lack  of 
timely,  accurate,  and  complete  recording 
of  incurred  shrinkage  experience,  and  the 
omission  at  one  plant  location  of  records 
summarizing  shrinkage  experienced  by 


major  component.  As  a  result,  excessive 
quantities  of  materials  were  procured, 
resulting  in  the  acquisition  of  about  $360 
thousand  in  unneeded  items.  An>ropri- 
ate  recommendations  were  made  and 
adopted  by  the  contractor,  which  resulted 
in  improving  its  controls  and  avoiding 
recurrence  of  excess  procurements. 

3-S106  Contnct  Awlit  Disdosnres 
on  Contnctms’  IntracomiMuiy 
Tnuisfers  of  Materials 

3-S106.1  Classificatioa  of  CoauMreial 
versHS  Cost-Based  Parts 

A  major  naval  weapons  system  produc¬ 
er  stated  that  certain  items  procured 
from  its  other  divisions  were  standard 
commercial  items.  This  warranty  was 
used  as  an  “as  is”  for  charging  interdivj- 
sional  transfers  to  government  contracts 
at  selling  prices  rather  than  at  cost.  In 
some  instances,  it  was  determined  that 
the  standard  commercial  parts  were  in 
fact  only  remotely  related  to  commercial 
items  b^use  of  the  substantial  modifi¬ 
cation  required  to  meet  the  military 
design  and  specifications.  Consequently, 
over  $2.6  million  of  parts  costs  were 
questioned  on  the  basis  of  the  incorrect 
classification  of  these  items  as  standard 
commercial  parts.  Most  of  this  amount 
was  recouped  from  the  contractor  as  a 
price  reduction  due  to  defective  pricing. 

3-S106.2  Bardenuig  of  Catalog  Prices 

At  one  contractor,  certain  items  were 
charged  to  a  government  contract  at 
catalog  prices.  The  contractor  also  allo¬ 
cated  administrative  costs  to  the  catalog 
items.  The  allocation  was  questioned  on 
the  basis  that  the  catalog  price  already 
included  all  costs  (and  profit)  to  tte 
contractor,  and  that  any  further  allow¬ 
ance  would  be  a  duplicate  recovery  of 
expense,  in  accordance  with  the  contract 
cost  principles.  The  contractor  concurred 
in  an  adjustment  of  $173  thousand  and 
changed  its  allocation  procedures  for 
such  transactions  in  the  future. 
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3-S107  Contract  Audit  Disclosures 
on  Contractors’  Accounting  for 
Material  Costs 

3-S107.1  Consistency  of  Standard  Costs 
for  Commercial  Versus  Government 
Work 

A  contractor  maintained  a  standard 
cost  accounting  system  for  both  govern¬ 
ment  and  commercial  work.  Quantity 
and  price  variances  were  applied  propor¬ 
tionately  to  all  work.  The  standards  on 
commercial  items  had  not  been  adjusted 
for  many  years,  whereas  government 
standards  were  reputedly  revised  and 
updated  to  reflect  higher  current  actual 
costs.  As  a  result,  the  standards  on  com¬ 
mercial  items  were  considerably  less  than 
actual  costs,  resulting  in  an  inequitable 
over-application  of  the  variances  to  gov¬ 
ernment  work.  The  over-application,  am¬ 
ounting  to  $82  thousand  on  one  contract, 
was  questioned  by  the  auditor.  The  con¬ 
tractor  concurred  in  this  adjustment  and 
made  appropriate  revisions  to  its  stan¬ 
dards  so  that  this  condition  would  not 
recur. 

3-S107.2  Costing  of  Pniehases  before 
Usage 

A  contractor’s  method  of  accounting 
for  common  usage  of  low-doliar-value 
items  was  found  to  be  inadequate  in  that 
such  items  were  charged  to  cost  reim¬ 
bursement  type  contracts  when  pur¬ 
chased,  althou^  these  items  were  actual¬ 
ly  placed  in  storage  and  issued  only  as 
neMed  for  contract  performance.  As  a 
result  of  this  incorrect  accounting  treat¬ 
ment,  these  items  were  gradually  accu¬ 
mulated  in  inventory,  but  not  recorded  as 
assets.  At  the  time  of  the  auditor’s  re¬ 
view,  the  unrecorded  inventory  amount¬ 
ed  to  approximatelv  $800  thousand.  The 
auditor  recommended  that  the  contractor 
establish  proper  controls  to  account  for 
the  usage  of  these  materials.  The  contrac¬ 
tor  concurred  in  this  recommendation 
and  issued  appropriate  credits  to  the 
opra  cost  reimbursement  type  contracts 
which  had  financed  their  purchase. 

3-S107J  Credit  for  Chaim  in  Inventory 
Methods  —  Most  Favored  Customer 
CIsHse 

An  allocable  portion  of  gain  realized  by 
an  electrical  apparatus  contractor 


through  revaluation  of  inventory  and 
retroactive  adjustment  of  costs  was  not 
credited  to  the  government,  although  the 
contractor  had  warranted  that  the  gov¬ 
ernment  was  charged  at  most  favored 
customer  prices.  Tlie  gain,  due  to  the 
contractor’s  change  from  the  last-in,  first- 
out  (LIFO)  method  of  inventory  valua¬ 
tion  to  the  first-in,  first-out  (FIFO)  meth¬ 
od,  resulted  in  an  increase  in  total  inven¬ 
tory  value,  as  of  the  date  of  revaluation, 
of  about  $52  million,  which  the  contrac¬ 
tor  credited  to  earned  surplus.  For  peri¬ 
ods  prior  to  the  date  of  revaluation, 
government  contract  costs  had  been 
charged  on  the  basis  of  the  higher 
amounts  resulting  from  use  of  the  LIFO 
method.  The  auditor  recommended  that 
the  contractor  credit  the  government  for 
its  share  of  the  adjustment,  estimated  at 
about  $900  thousand,  on  the  basis  that 
the  most  favored  customers  which  were 
affiliated  companies  were  supposedly 
charged  at  cost,  and  the  contractor  had 
contravened  its  price  warranty  by  re¬ 
troactively  superseding  its  cost  account¬ 
ing  system. 

3-S108  Contract  Audit  Disclosures 
on  Contractors’  Handling  of  Spare 
Parts  Purchases 

A  contractor  subcontracted  for  signifi¬ 
cant  quantities  of  spare  parts  which  were 
the  same  as  the  components  of  the  end 
item  it  was  producing.  The  spare  parts 
suppliers  were  located  in  many  sections 
of  the  nation.  All  of  these  piuts  were 
received  and  inspected  at  the  contractor’s 
plant,  unpacked,  stored,  and  later  re¬ 
packed  and  reshipped  to  various  govern¬ 
ment  depots.  The  auditor  in  conjunction 
with  the  ACO’s  technical  representative 
recommended  that  the  contractor  arrange 
for  inspection  of  parts  at  the  source,  and 
their  direct  shipment  to  the  government 
depots,  an  alternative  procedure  permit¬ 
ted  by  the  contract.  The  auditor  support¬ 
ed  the  recommendation  with  cost  data 
shovring  the  amounts  incident  to  repack¬ 
ing  and  reshipping  the  parts  which  could 
be  saved  by  source  inspection  and  direct 
shipments.  The  contractor  adopted  the 
recommendation;  it  is  expected  to  result 
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in  savings  of  about  $73  thousand  per 
year. 

3-S109  Contract  Audit  Disclosure  on 
Contractors’  Production  Control 
Procedures 

3-S109.1  Segregation  of  Scrap  and 
Rework  Costs 

The  review  of  production  control  pro¬ 
cedures  of  an  electronics  parts  manufac¬ 
turer  disclosed  weaknesses  in  the  compa¬ 
ny’s  scrap  and  rework  control  proce¬ 
dures.  Direct  labor  cost  for  scrapped  and 
reworked  units  was  commin^ed  with 
other  direct  labor,  thus  preventing  accu¬ 
mulation  of  accurate  information  as  to 
the  costs  of  rework  and  scrap,  estimated 
to  be  at  least  $300  thousand  per  year. 
This  precluded  management  from  evalu¬ 
ating  the  extent  of  production  control 
deficiencies  and  from  initiating  prompt 
corrective  action.  The  contractor  agreed 
to  institute  controls  to  correct  this  situa¬ 
tion  in  the  future. 

3-S109.2  Controlling  Indirect  Effort  to 
the  Level  of  Operations 

At  a  large  research  and  development 
contractor,  audit  analysis  of  production 
control  data  showed  that  indirect  costs 
continued  to  rise  notwithstanding  a 
downward  trend  in  the  level  of  opera¬ 
tions.  The  auditor’s  further  analysis  dis¬ 
closed  weaknesses  in  indirect  tabor  as¬ 
signments,  work  identification,  and  per¬ 
formance  review.  As  a  result,  over  $3 
million  of  indirect  tabor  costs  were  ques¬ 
tioned  as  being  excessive  to  the  needs  of 
the  contractor  and  the  government.  Dur¬ 
ing  negotiations  the  contractor  agreed  to 
absorb  an  appreciable  amount  of  the  $3 
million.  Appropriate  corrective  controls 
were  instituted  by  the  contractor  to  pre¬ 
vent  recurrence. 

3-SllO  Contract  Audit  Disclosnres 
on  Contractors’  Indirect  Costs  and 
Allocation  Methods 

3-SllO.l  Controlliag  Indirect  Costs  for 
Dediaiag  Basincss  Votanw 

At  a  major  communications  equipment 
contractor  which  performed  predomi¬ 
nantly  cost-reimbursement  type  con¬ 


tracts,  the  auditor’s  trend  analysis  indi¬ 
cated  a  27  percent  increase  in  overhead 
costs  over  a  five  year  period  while  pro¬ 
duction  volume  decreased  by  30  percent. 
Normally,  a  decline  in  production  vol¬ 
ume  will  result  in  some  increase  in  over¬ 
head  percentage  rates  because,  while 
variable  overhead  costs  m^  decline 
somewhat,  the  non-declining  fixed  over¬ 
head  costs  must  be  absorbed  by  a  smaller 
production  base.  In  this  case  overhead 
costs  were  increasing  both  percentage¬ 
wise  and  in  total  amount.  Accordin^y, 
the  auditor  recommended  that  the  cogni¬ 
zant  contracting  officers  establish  wpro- 
priate  overhead  ceiling  limitations  for  all 
contracts  at  this  plant  to  insure  that  the 
government  would  not  bear  unreasonable 
overhead  costs.  Actions  were  taken  to 
provide  for  such  limitations  in  subse¬ 
quent  contracts  awarded  to  this  contrac¬ 
tor. 

3-S110.2  Doable  Coonting  of  Capital 
Eqaipment  Charges 

A  metal  fabricating  contractor  followed 
the  policy  of  charging  directly  to  its 
government  contract  the  leasing  cost  of 
basic  capital  equipment  which  had  been 
obtained  to  provide  the  expanded  capaci¬ 
ty  required  to  i^rform  the  contract.  This 
treatment  was  inconsistent  with  the  con¬ 
tractor’s  normal  accounting  system,  since 
charges  for  similarly  owned  facilities 
used  to  perform  other  work  were  includ¬ 
ed  in  the  contractor’s  overhead  accounts 
which  were  allocated  to  both  government 
and  commercial  work.  The  direct  con¬ 
tract  charges  were  questioned  by  the 
auditor  on  the  basis  of  this  inconsistent 
treatment.  The  result  was  a  net  reduction 
of  $781  thousand  in  costs  charged  to  the 
government  contract. 

3-SllOJ  Shiftiiig  Comnercial  Overhead 
to  Govenunent  Work 

The  auditor’s  functional  review  of  an 
electrical  products  contractor’s  overhead 
allocation  methods  disclosed  the  contrac¬ 
tor’s  practice  of  allocating  shop  depart¬ 
ment  overhead  on  the  basis  of  a  single 
average  rate  for  all  shop  departments 
rather  than  a  separate,  readily  determina¬ 
ble  rate  for  each  shop  department,  result¬ 
ing  in  loading  government  work  with 
some  of  the  hi^er  overhead  costs  in- 
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curred  in  shop  departments  primarily 
engaged  in  commercial  work.  This  re¬ 
sulted  in  excess  charges  to  government 
work  of  about  $1S0  thousand  and  $120 
thousand  in  two  successive  years.  The 
negotiating  contracting  officer  gave  ap¬ 
propriate  recognition  to  this  factor  in 
establishing  overhead  rates  for  these 
years. 

3-Slll  Contract  Disclosures  on 
Contractors'  Management  of 
Govemment-Fumished  Property 

A  not-for-profit  contractor  maintained 
accountable  property  records  of  govern¬ 


ment  property  with  an  acquisition  cost  of 
about  $17  million.  Audit  review  dis¬ 
closed  that  accounting  and  physical  con¬ 
trols  were  inadequate  with  respect  to  a 
large  portion  of  this  property  and  that  a 
physical  inventory  had  not  txMn  taken  for 
several  years.  Unauthorized  use  of  this 
property  was  noted  and  reported.  Si^es- 
tions  were  made  in  the  audit  report  that 
would  result  in  more  efficient  property 
management  with  related  cost  savings. 
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3-S20  Snpplement  —  NASA  Recommended  Areas  of  Coverage  (For  Audits  of 
NASA  Contracts  and  Contractors)  (Ref.  lS-106) 


3-S201  Introduction 

a.  The  foUowii^  paragraphs  set  forth 
areas  of  audit  coverage  considered  to  be 
of  importance  in  the  review  of  la^ 
dollar  value  NASA  contracts.  These  areas 
have  been  suggested  and  identified  by 
NASA  procurement  personnel  as  particu¬ 
larly  signiflcant  in  view  of  that  agency’s 
contracting  policies  and  procurement 
management  programs.  It  will  be  noted 
t^t  with  the  excmtion  of  the  special 
coverage  set  forth  for  NASA  Form  S33, 
these  areas  would  also  normally  be  en¬ 
compassed  in  the  audit  program  of  DoD 
major  contractors.  Consequently,  the  in- 
t^ration  of  proper  coverage  for  these 
areas  into  the  audit  plan  for  contractors 
having  a  large  volume  of  DoD  and/or 
NASA  auditable  contracts  should  not 
present  any  additional  work. 

b.  The  scope  of  review  and  the  extent 
of  coverage  to  be  accorded  to  the  individ¬ 
ual  areas  will  be  determined  by  the 
DCAA  auditor,  who  is  fully  responsible 
for  the  development  of  the  audit  plan  and 
its  performance.  In  a^  event,  it  would  be 
expected  that  the  DCAA  auditor  would 
have  carefully  considered  the  matters 
presented  below,  to  the  end  that  the 
overall  audit  plan  will  provide  adequate 
coverage  of  the  contractor’s  total  audita¬ 
ble  activities  and  contracts. 

c.  Where  requests  for  special  audit 
coverage  or  emphasis  are  received  from 
NASA  procurement  or  audit  personnel, 
they  should  be  considered  in  the  light  of 
the  foregoing,  for  orderly  performance  in 
accordance  with  the  audit  plan.  If  perfor¬ 
mance  of  any  such  request  will  adversely 
affect  accomplishment  of  the  audit  plan, 
the  DCAA  auditor  will  discuss  the  matter 
with  the  r^onal  director  prior  to  reach¬ 
ing  a  decision  on  the  r^uest.  When 
domed  necessary,  the  r^onal  director 
m^  also  consult  with  Headquarters, 
DCfAA,  regarding  the  request. 

3-SM2  Pcrfommiice  Controls 

In  view  of  the  technical  ramifications 
of  this  area  of  activity,  it  is  recommended 


that  any  performance  problems  disclosed 
be  coordinated  with  responsible  technical 
project  personnel.  Illustrative  of  the  types 
of  matters  warranting  attention  and  cov¬ 
erage  are: 

a.  Disproportionate  relationship  of 
production  schedules  to  contractual  de¬ 
livery  requirements. 

b.  Excessive  rework  of  subsystems, 
component  parts,  etc.  In  this  connection, 
ascertain  whether  vendor-fabricated 
components  reworked  by  the  company 
shoiud  have  been  returned  to  vendors  for 
rework  or  replacement  at  their  own  ex¬ 
pense  because  of  failure  to  meet  specifi¬ 
cations. 

c.  Lack  of  consideration  of  available 
facilities  and  plant  capacity  in  develop¬ 
ment  of  production  schedules. 

d.  Significant  production  slippages. 
The  related  impact  on  costs  and  person¬ 
nel  utilization  should  be  explored  and 
emphasized.  The  steps  taken  or  planned, 
if  any,  to  recoup  schedule  losses,  etc., 
should  be  reported. 

3-S203  Contractor  Financial 
Management 

a.  All  actual  and  potential  cost  overrun 
conditions  should  be  appropriately  ana¬ 
lyzed  for  each  contract.  To  the  extent 
foible,  explore  and  report  the  contribut¬ 
ing  factors  such  as: 

(1)  Misunderstanding  of  work  require¬ 
ments. 

(2)  Inadequate  cost  estimating  proce¬ 
dures. 

(3)  Ineffective  coordination  between 
the  contractor’s  technical  and  adminis¬ 
trative  oflicials  at  the  time  that  redirec¬ 
tion  of  effort  or  changes  in  scope  are 
undertaken. 

(4)  Poor  communication  to  or  report¬ 
ing  among  the  prime  and  subcontractor 
representatives.  For  example,  subcon¬ 
tractors  sometimes  incur  cost  overruns 
long  before  the  prime  contractor  or 
NASA  knows.  Reports  between  the 
above,  if  made  on  a  timely  basis,  would 
in  many  instances  predict  the  overrun  or 
the  underlying  problems. 
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b.  Audit  coverage  of  this  area  should 
include  an  assessment  of  the  contractor’s 
policies  and  procedures  for  development 
and  maintenance  of  historical  costs  and 
forecast  data  to  be  used  in  preparing 
financial  management  reports,  price  pro¬ 
posals,  etc. 

c.  Review  should  also  be  made  of  the 
company’s  procedures  for  preparing  an¬ 
nual  company-wide  budgets  and  for  com- 
pariiK  on  a  periodic  basis  incurred  costs 
with  budget  data  (S-SOO).  Matters  which 
should  be  considered  include  the  follow¬ 
ing: 

(1)  Adequ^  of  budgetary  contrcrf  pro¬ 
cedures  for  individual  NASA  contracts. 
In  this  coimection,  determine  adiether 
the  estimated  costs  of  individual  projects, 
tasks,  and  doiartments,  as  include  in 
the  contractor’s  bid  proposals,  agm  with 

(1)  the  amounts  bud^t^  for  the  individ¬ 
ual  projects,  ta^  and  departments  and 

(2)  the  total  estimated  costs  shown  in  the 
Forms  S33  or  equivalent  reports.  Also, 
ascertain  whether  costs  incurred  are  ac¬ 
counted  for  in  a  manner  to  permit  com¬ 
parisons  with  the  estimated  costs  of  indi¬ 
vidual  project  tasks  and  dep^ments,  as 
shown  on  the  contractor’s  price  proposal 
and  budget.  The  evaluation  should  cover 
the  adequacy  and  reliability  of  the  data 
generated  by  the  contractor’s  system  as 
well  as  the  use  made  of  these  reports  by 
the  contractor. 

(2)  The  NASA  FAR  Supplement  4.67S 
provides  for  contractors  to  report  period¬ 
ically  on  NASA  Form  533  (Contractor 
Financial  Management  Report)  to  NASA 
Held  installations.  This  form  is  design^ 
for  contractors  to  submit  their  financial 
and  manpower  experience  and  projec¬ 
tions.  Contractors  are  ^uired  to  furnish 
a  separate  report  periodically  for  each 
NASA  cost-reimbursement  ty^  contract 
on  which  the  estimated  cost  is  expected 
to  be  SS00,000  or  over  and  on  which  the 
period  of  performance  is  expected  to  be 
one  year  or  more.  Contracting  officers 
may  dso  require  submission  <h  this  re¬ 
port,  where  deemed  advisable,  for  con¬ 
tracts  not  meeting  these  criteria. 

d.  Auditors  should  selectively  review 
the  current  reports  for  each  contract  as 
follows: 

(I)  Current  cost  experience  and  engi¬ 
neering  estimates  are  normally  requim 


to  be  used  in  reporting  the  estimated  cost 
to  complete  the  contract.  The  auditor 
should  ascertain  vdiether  such  estimates 
were  used  and  whether  the  amounts 
reported  in  the  form  agree  with  the 
estimates.  There  should  be  logical  expla¬ 
nations  for  any  differences. 

(2)  Where  current  cost  experience  and 
en^neering  estimates  are  not  used,  the 
auditor  should  evaluate  the  methods  used 
for  reporting  the  estimated  cost  to  com¬ 
plete.  In  some  instances,  contractors  ar¬ 
rive  at  these  amounts  by  merely  deduct¬ 
ing  the  cumulative  inclined  cost  to  date 
from  the  total  contract  amount  (exclusive 
of  fee).  This  procedure  is  unrealistic, 
particularly  where  known  cost  overruns 
have  already  occurred  in  certain  phases 
of  contract  performance.  Since  subcon¬ 
tract  costs  are  often  a  substantial  part  of 
the  total,  it  is  particularly  significant  that 
the  contractor’s  procedures  for  obtaining 
realistic  subcontract  data  be  reviewed  for 
adequacy. 

(3)  The  auditor  should  ascertain  wheth¬ 
er  the  contractor’s  procedures  for  internal 
review  of  NASA  Forms  533  prior  to  their 
issuance  are  adequate.  For  example,  if 
the  reports  ate  prepared  by  the  account¬ 
ing  dqiartment,  they  should,  as  a  mini¬ 
mum,  be  reviewed  by  the  contractor’s 
co^izant  contract  manager  to  insure 
their  accuracy  and  cunenCT. 

(4)  Where  there  is  a  significant  upward 
trend  in  labor  costs,  the  reasons  therefor 
should  be  ascertained  and  reported. 
Some  of  the  reasons  for  this  condition 
may  be  (1)  impn^r  controls  over  pro¬ 
duction  method  resulting  in  failure  to 
detect  inefficiencies  or  (2)  increases  in 
hourly  rates  without  a  corresponding 
increase  in  productivity. 

(5)  Causes  for  excessive  or  unusual 
increases  in  overhead  and  GAA  expense 
rates  during  the  course  of  contract  p^or- 
mance  should  be  analyzed.  Evaluate  ac¬ 
tion  taken  by  the  contractor  to  control 
the  rates. 

e.  In  some  cases,  the  data  and  reports 
submitted  to  NASA  are  generated  by  a 
separate  system  from  that  used  by  the 
contractor  for  internal  control  of  its  func¬ 
tions  and  ori^izations.  In  these  situa¬ 
tions,  the  auditor  should  ascertain  wheth¬ 
er  the  data  generated  by  the  qrstem  used 
for  contractor  purposes  are  fuUy  compat- 
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ible  with  the  data  submitted  in  reports  to 
NASA.  All  pertinent  data  should  be  re¬ 
ported  to  NASA  regardless  of  whether 
required  by  the  NASA  reporting  system. 

f.  In  those  cases  where  PERT  or  an 
equivalent  system  is  required  by  NASA 
for  control  of  project  operations,  the 
auditor  should  evaluate  the  adequacy  of 
the  system  to  establish: 

(1)  Whether  duplicate  PERT  or  related 
systems  are  being  used  by  the  contractor. 
The  basic  NASA-PERT  system  policy 
requires  establishment  of  only  summary- 
type  networks  and  cost  reports  thereon. 
Use  of  the  PERT  system  at  lower  levels  is 
generally  optional  to  the  contractor. 
However,  if  PERT  networks  are  devel¬ 
oped  at  a  lower  level  of  detail  than  that 
required  by  NASA,  determine  whether 
the  contractor’s  project  managers  are 
actually  using  the  more  detailed  PERT 
system  or  relying  on  a  separate  system  of 
their  own. 

(2)  Whether  the  costs  of  operating  the 
NASA-PERT  system  are  charged  both  as 
direct  and  indirect  costs.  Inasmuch  as 
many  of  the  activities  associated  with  the 
operation  of  the  system  are  closely  relat¬ 
ed  to  the  general  process  of  management, 
that  is,  project  management,  planning, 
scheduling,  accounting,  etc.,  all  or  at  least 
the  major  portion  of  the  costs  should 
normally  indirect.  In  those  cases 
where  NASA  contract  costs  are  charged 
direct  for  activities  which  are  normally 
treated  by  the  contractor  as  indirect 
costs,  similar  costs  directly  applicable  to 
the  contractor’s  other  business  should  be 
excluded  from  indirect  expense  pools 
allocated  to  all  work. 

g.  A  comprehensive  plan  by  the  con¬ 
tractor  to  control  work  performance  is 
essential  for  effective  financial  manage¬ 
ment  of  R&D  contracts.  The  plan  should 
establish  under  each  task  and  project,  to 
the  extent  appropriate,  a  method  for 
work  surveillance.  The  method  usually 
provides  for  the  establishment  of  mile¬ 
stones  which  represent  defmitized  pro¬ 
gressive  targets  or  stages  to  be  reached 
during  the  progress  of  the  work.  For  each 
milestone,  records  should  be  maintained 
to  determine  the  effectiveness  of  perfor¬ 
mance  by  considering  variances  between 
the  target  and  actual  dates  and  variances 
between  estimated  costs  and  actual  costs. 


The  following  guidelines  should  be  used 
to  evaluate  the  contractor’s  efforts  to 
manage  work  performance: 

(1)  For  selected  contracts,  evaluate  the 
adequacy  of  contractor  management  re¬ 
views  of  the  progress  of  work  perfor¬ 
mance.  Audit  evaluation  should  include 
an  examination  of  reports  and/or  min¬ 
utes  prepared  to  cover  the  reviews.  Ascer¬ 
tain  the  extent  that  the  reviews  consid¬ 
ered  the  correlation  of  the  physical  or 
technical  progress  of  the  work  with  the 
costs  incurred. 

(2)  Where  the  deliveries  of  items  or 
completion  of  the  tasks  under  the  con¬ 
tract  were  past  due,  determine  whether 
contract  costs  increased  as  a  result  of  the 
stretch-out  of  work. 

(3)  Ascertain  whether  time  delays  in 
completing  phases  of  work  were  attribut¬ 
able  to  weaknesses  in  planning.  For  ex¬ 
ample,  insufficient  lead  time  may  have 
been  planned  for  the  construction  or 
acquisition  of  the  necessary  facilities  to 
perform  scheduled  tests. 

(4)  Evaluate  the  number  and  signifi¬ 
cance  of  engineering  changes,  considering 
such  factors  as  the  number  of  change 
orders  issued  and  the  justification  given 
for  the  changes.  Determine  whether  fixed 
fees  were  increased  or  decreased  com- 
mensurately  with  the  change  in  the  scope 
of  work.  If  the  fee  was  unchanged,  deter¬ 
mine  whether  a  decrease  was  warranted. 

(5)  Examine  the  contents  of  technical 
reports  issued  under  the  contract  to  relate 
comments  on  technical  progress  to  peri¬ 
odic  financial  reports.  Is  there  evidence 
of  technical  difficulties  which  are  not 
adequately  reflected  in  estimated  costs  to 
complete  the  contract? 

(6)  Make  arrangements  to  attend  peri¬ 
odic  NASA-contract  or  meetings  on  work 
progress.  Relate  problem  areas  discussed 
at  these  meetings  with  contents  of  period¬ 
ic  contractor  reportings  on  costs  and  on 
status  of  funds. 

(7)  Ascertain  and  evaluate  the  extent 
that  contractor  representatives  maintain 
surveillance  over  subcontractor  opera¬ 
tions.  Do  subcontractors  furnish  prime 
contractors  with  i^riodic  reports  on  tech¬ 
nical  and  financial  progress?  Are  such 
reports  prepared  in  a  manner  compatible 
with  the  data  required  in  the  NASA  Form 
533? 
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(8)  Ascertain  whether  contractor  repre¬ 
sentatives  are  required  to  prepare  trip 
reports  covering  each  visit  to  subcontrac¬ 
tors.  Evaluate  the  reports  from  the  stand¬ 
point  of  business  management  functions. 
For  example,  where  the  need  for  addi¬ 
tional  funds  to  complete  the  work  was 
reported,  was  appropriate  action  recom¬ 
mended  and  taken?  Particular  attention 
should  be  given  to  whether  the  reports 
covered  the  status  of  physical  or  technical 
progress  in  relation  to  costs  incurred. 

3-S204  PuFchasing  and 
Subcontracting  Practices 

a.  Make-or-Buy  Decisions 

Audit  inquiry  should  be  made  into  the 
contractor’s  policies  and  procedures  in 
arriving  at  make-or-buy  decisions.  Audit 
inquiry  should  cover  the  composition  of 
the  committee  or  ^oup  respqnsible  for 
such  decision-making,  the  guidelines  or 
factors  to  be  considered  in  the  decision 
process,  and  the  nature  of  the  documen¬ 
tation  maintained  in  support  of  the  deci¬ 
sions.  Evaluate  selected  make-or-buy  de¬ 
cisions. 

b.  Subcontractor  Selection  and  Sub¬ 
contract  Administration 

Many  of  the  concepts  relating  to  pro¬ 
curement  activities  by  NASA  in-house 
procurement  elements  have  similar  appli¬ 
cability  to  subcontracting  and  other  pur- 
chasinj;  actions  by  the  prime  contractor 
and  higher  tier  subcontractors.  The  fol¬ 
lowing  are  some  of  the  significant  points 
to  be  covered; 

(1)  The  methods  used  by  the  contractor 
for  selection  of  subcontractors  and  prin¬ 
cipal  suppliers  should  be  reviewed  to 
assure  that  appropriate  consideration  is 
^ven  to  ad^uacy  of  subcontractor  facili¬ 
ties,  Tinancid  capabilities,  and  technical 
know-how. 

(2)  The  type  of  subcontractual  instru¬ 
ments  used  by  the  prime  contractor 
should  be  evaluated  as  to  their  appropria¬ 
teness  in  the  individual  circumstances 
(cost-type,  incentive,  time  and  materials, 
etc.) 

(3)  The  audit  should  establish  that  the 
prime  contractor  conforms  with  the  re¬ 
quirements  of  the  contract  by  obtaining 
necessary  contracting  officer  approvals  of 
subcontracts. 


(4)  The  sufficiency  of  cost  and  price 
analysis  by  contractor  personnel  should 
be  examined  in  the  light  of  the  extent  of 
competition  obtained.  It  should  be  ascer¬ 
tained  whether  subcontractors  were  re¬ 
quired  to  furnish  adequate  details  of  cost 
and  profit  make-up  to  permit  evaluation 
and  comparison  of  prices  quoted.  The 
nature  and  extent  of  further  negotiations 
with  the  supplier  awarded  the  subcon¬ 
tract  should  be  reviewed.  Special  atten¬ 
tion  should  be  given  to  those  cases  where 
the  successful  bidder  was  other  than  the 
low  bidder  to  ascertain  that  sufficient 
justification  existed  for  the  award. 

(5)  Selected  subcontracts  should  be 
reviewed  for  possible  ambiguities,  ab¬ 
sence  of  or  revisions  to  standard  clauses, 
contradictions  of  requirements,  etc.  For 
example,  are  delive^  schedules  in  the 
subcontracts  compatible  with  work  re¬ 
quirements  in  the  prime  contract? 

(6)  Are  engineering  change  orders 
promptly  transmitted  to  subcontractors 
and  are  price  changes  due  to  such  change 
orders  negotiated  promptly  and  at  rea¬ 
sonable  prices? 

(7)  Relative  to  (6)  above,  are  delivery 
delays  promptly  pursued? 

(8)  Are  required  technical,  administra¬ 
tive,  and  financial  reports  submitted  by 
the  subcontractors  to  the  prime  contrac- 
toi?  Are  such  reports  twing  used  for 
subcontract  management  purposes? 

(9)  Have  necessary  arrangements  been 
made  for  contract  administration,  audit, 
etc.,  at  the  subcontractors  for  the  inter¬ 
change  of  pertinent  information? 

3-S205  Inventory  Management 

Effective  inventory  control  is  essential 
to  assure  a  proper  balance  between  inven¬ 
tory  supply  and  production  require¬ 
ments.  Among  the  matters  to  be  included 
in  the  review  of  this  activity  are: 

a.  Indications  of  overbuying,  tying  up 
funds  in  excess  inventories  which  are  not 
contributing  directly  to  the  current  pro¬ 
gram. 

b.  In  establishing  inventory  require¬ 
ments,  is  consideration  given  to  the  prob¬ 
lems  of  frequent  change  orders  obsoleting 
certain  items? 

c.  Does  the  contractor  have  a  program 
for  standardization  of  component  parts 
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as  a  means  of  reducing  the  need  for 
separate  buying  for  individual  contracts? 

d.  Items  of  material  identified  as  ex¬ 
cess,  obsolete,  or  otherwise  in  long  supply 
should  be  examined  as  to  the  cause  of 
these  conditions.  Conversely,  items  in 
short  supply  should  be  similarly  reviewed 
for  causes. 

e.  Are  effective  procedures  used  to 
evaluate  the  economic  repairability  of 
production  rejects? 

f.  The  contractor’s  procedures  for  dis¬ 
posal  of  scrap  should  be  evaluated.  For 
example,  are  classification  procedures 
adequate  to  determine  what  is  usable, 
salv^,  or  scrap;  are  competitive  bids 
seeing  for  sale  of  scrap? 

3-S206  Ei^jneeriitt  and  Scientific 
Manpower  Utilization 

a.  It  is  important  to  emphasize  in  this 
area  that  it  is  neither  contemplated  nor 
intended  that  the  auditor  evaluates  tech¬ 
nical  performance  as  such.  However,  the 
auditor  can,  for  example,  be  of  substan¬ 
tial  benefit  in  helping  to  ascertain  wheth¬ 
er  the  financial  controls  are  adequate  to 
assure  that  NASA  is  obtaining  commen¬ 
surate  value,  in  terms  of  level  of  effort 
and  output,  from  the  cost  input  in  this 
area. 

b.  In  light  of  the  above,  review  in  this 
area  shoidd  coven 

(1)  The  system  of  internal  management 
controls  established  by  the  contractor  to 
accumulate  and  report  data  with  respect 
to  time  expended  by  engineering  and 
scientific  personnel  and  the  progress 
made. 

(2)  The  reliability  and  completeness  of 
the  recorded  data  and  the  reports  submit¬ 
ted  to  contractor  and  N/&A  manage¬ 
ment. 

C3)  The  action  taken  by  the  contractor’s 
management  to  control  direct  engineer¬ 
ing  and  scientific  effort. 

(4)  Coordination  between  technical 
and  administrative  personnel. 

3-S207  Facilities  and  Equipment 

Audit  inquiry  in  this  area  should  in¬ 
clude  such  matters  as: 

a.  The  relationship  between  the  invest¬ 
ment  of  the  contractor  and  of  the  govern¬ 


ment  in  facilities  for  contract  perfor¬ 
mance.  This  relationship  is  significant  in 
evaluating  the  reasonableness  of  fees  in 
relation  to  estimated  contract  costs,  since 
a  relatively  high  government  investment 
should  ordinarily  be  reflected  in  a  lower 
rate  of  fee  than  would  be  the  case  where 
the  contractor  utilized  its  own  facilities. 

b.  Procedures  used  by  the  contractor  to 
secure  new  and  unused  production  equip¬ 
ment.  Do  such  procedures  include  provi¬ 
sion  for  attempting  to  secure  govern¬ 
ment-owned  equipment? 

c.  Are  government-owned  facilities  be¬ 
ing  used  by  contractors  on  commercial 
work  for  which  a  lease  arrangement  has 
not  been  effected? 

d.  Is  there  any  idle  government  equip¬ 
ment  at  the  contractor’s  plant?  If  so,  has 
it  been  rmmrted  to  responsible  NASA 
officials?  If  not  reported  promptly,  delays 
could  result  in  contractors  at  other  loca¬ 
tions  procuring  like  equipment  unneces¬ 
sarily. 

e.  Is  there  evidence  of  unused  or  par¬ 
tially  unused  plant  facilities?  If  so,  what 
is  the  effect  on  the  NASA  contracts?  For 
example,  where  only  partial  use  is  made 
of  facilities,  NASA  may  be  inr^uitably 
sharing  the  fixed  overhead  applicable  to 
the  facilities.  Review  should  also  be  made 
to  ascertain  whether  the  contractor  is 
performing  work  on  the  same  contract  at 
more  than  one  plant  when  adequate 
facilities  and  capacity  are  available  at  a 
single  plant. 

f.  What  controls  are  exercised  to  assure 
that  previously  acquired  capital  assets 
reimbursed  by  the  government  are  not 
considered  in  pricing  subsequent  pro¬ 
curement? 

3-S208  EngiiieeriBg  Changes 

This  area  is  particularly  significant  in 
the  li|ht  of  its  impact  on  costs  and 
potential  overruns.  Audit  review  should 
therefore  be  directed  toward: 

a.  Evaluation  of  the  contractor’s  proce¬ 
dures  for  the  implementation  of  engi¬ 
neering  change  orders.  Do  the  procedures 
provide  for  measuring  the  cost  of  the 
change  (upward  or  downward)  against 
the  nature  of  the  technical  modification? 

b.  Review  of  the  contractor’s  estimat¬ 
ing  procedures  to  determine  their  reli- 
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ability  as  a  basis  for  negotiation  of 
changes  to  the  contract  price. 

c.  Is  effective  coordination  established 
with  subcontractors  affected  by  engineer¬ 
ing  changes?  Are  costs  of  making  changes 
at  subcontractor’s  plants  appropriately 
considered? 

3-S209  Indirect  Costs 

Depending  on  the  sensitivity  and  dol¬ 
lar  significance  of  the  indirect  cost  ele¬ 
ments,  audit  coverage  should  encompass, 
in  addition  to  the  verification  aspects, 
assurance  that  the  contractor’s  policies 
and  procedures  under  which  the  costs 
were  incurred  are  reasonable  and  whether 
management  controls  are  effective  in 
precluding  the  incurrence  of  excessive  or 
unnecessary  costs.  Special  attention 
should  be  given  to  such  sensitive  and 
controversial  items  as: 

a.  Independent  research  and  develop¬ 
ment  and  bid  and  proposal  costs  (see  7- 
1500). 

b.  Bonuses 

c.  Pension,  and  profit-sharing  plans 
(see  7-600). 

d.  Overtime  costs  (see  6-400). 
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c.  Executives’  compensation  (see  5- 
808.3). 

f.  Recruitment  costs  (see  6-400). 

g.  Pre-contract  costs  (see  6-200). 

h.  Royalties  and  other  costs  for  use  of 
patents  (see  7-700). 

i.  Travel  and  relocation  expenses  (see 
7-1000). 

3-S210  GAO  Audits 

Information  concerning  GAO  audit 
activities  is  understandably  of  particular 
interest  to  NASA  management.  Accord¬ 
ingly,  report  coverage  should  include 
appropriate  data  and  commentary  on 
such  matters  as: 

a.  Have  the  NASA  contracts  been  au¬ 
dited  by  the  GAO  from  their  inception  to 
date?  If  so,  the  approximate  dates  of  each 
audit  should  be  indicated. 

b.  The  major  GAO  comments  (oral  and 
written),  areas  of  interest,  etc. 

c.  GAO  reports  issued.  Include  title, 
number,  date,  major  findings,  chief  rec¬ 
ommendations,  contractor  responses,  AF 
and  Navy  responses,  NASA  responses, 
action  taken  by  the  company,  agency, 
contracting  officials,  auditors,  etc. 
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CHAPTER  4 

4-000  GENERAL  AUDIT  REQUIREMENTS 

4-001  Scope  of  Chapter  plishing  the  objective  of  contract  audit¬ 

ing.  Amplification  of  this  guidance  will 
This  chapter  presents  general  guidance  be  found  in  later  chapters  and  appen- 
and  basic  auditing  concepts  and  tech-  dixes. 
niques  to  assist  the  auditor  in  accom- 

4-100  Section  1  —  FAO  Coordination  with  Contract  Administration 

Personnel 


4-101  Introduction 

This  section  presents  guidance  on  gen¬ 
eral  coordination  with  procurement  and 
contract  administration  personnel. 

4-102  Coordination  with  Contractor 
and  Government  Contract 
Administration  Personnel 

a.  The  maintenance  of  effective  com¬ 
munications  and  interface  with  the  peo¬ 
ple  with  whom  DCAA  is  involved  in  day- 
to-day  operations  is  an  important  aspect 
of  the  audit  function  and  is  referenced  in 
various  sections  of  CAM  dealing  with 
operational  auditing  matters. 

b.  Periodic  visits  are  made  to  various 
field  audit  offices  by  £)CAA  regional 
personnel  (RD,  DRD,  RAM)  in  conjunc¬ 
tion  with  reviews  of  the  adequacy  and 
status  of  audits  performed  by  such  FAOs. 
Occasional  visits  are  also  made  to  FAOs 
by  members  of  the  DCAA  Headquarters 
staff  in  connection  with  their  assigned 
duties.  In  view  of  the  importance  of 
effective  communication,  regional  and 
Headquarters  personnel  should,  during 
visits  to  FAOs,  make  a  reasonable  at¬ 
tempt  to  arrange  for  meeting  with  appro¬ 
priate  contractor  and  government  con¬ 
tract  administration  officials.  The  pri¬ 
mary  purpose  of  such  meetings  is  to 
provide  contractor  and  government  rep¬ 
resentatives  with  an  opportunity  to  ex¬ 
press  their  views  on  relationships  with 
DCAA  and  any  significant  developments 
or  problems  where  DCAA  may  be  in¬ 
volved  or  be  able  to  provide  assistance. 
In  addition,  it  is  expected  that  si^ificant 
audit  matters  and  problems  requiring  the 


cooperation  or  assistance  of  contractor  or 
government  contract  administration  per¬ 
sonnel  would  be  discussed  at  these  meet¬ 
ings.  Discussions  should  be  informal  and 
conducted  with  an  objective  of  mutual 
benefit. 

c.  In  the  case  of  visits  to  branch  offices, 
it  is  contemplated  that  contacts  would 
ordinarily  be  limited  to  contractor  repre¬ 
sentatives  at  suboffices  visited  and  gov¬ 
ernment  contract  administration  offices 
in  the  same  locality  as  the  branch  offices 
or  suboffices  visited. 

4-103  Reserved 

4-104  Results  of  Negotiations  and 
Findings  on  Appeals 

a.  FAR  provides  that  the  contracting 
officer  shall  forward  to  the  cognizant 
DCAA  auditor  one  copy  of  the  Price 
Negotiation  Memorandum  (FAR 
1  S.808),  Memorandum  of  Disposition  of 
Post-award  Audits  (FAR  1 5.804-7(d)), 
and  Final  Determinations  on  Contractor 
Appeals  to  DCAA  Forms  1 .  These  docu¬ 
ments  concerning  the  disposition  of  audit 
findings  are  needed  for  determining 
whether  revisions  in  audit  techniques 
and  related  reporting  may  be  in  order,  to 
enable  the  auditor  to  be  as  responsive  as 
possible  to  the  needs  of  the  contracting 
officer.  In  addition  to  serving  as  a  key 
element  in  the  auditor’s  continuing  self 
appraisal  process,  the  data  are  needed  for 
reporting  to  top  management  levels  in  the 
departments  and  to  the  Office  of  the 
Secretary  of  Defense.  In  order  to  be 
timely  and  fully  responsive  to  the  needs 
of  DoD  management  in  providing  infor- 
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mation  on  audits,  negotiations,  etc.,  all 
field  audit  offices  will  establish  formal 
follow-up  procedures  to  ensure  that  cop¬ 
ies  of  these  contracting  officer  advices  are 
timely  received  and  promptly  reported  in 
the  status  reports  required  by  Headquar¬ 
ters. 

b.  If  the  memorandum  provided  for  by 
FAR  1S.808  is  not  received  by  the  audi¬ 
tor  within  90  days  following  issuance  of 
the  audit  report,  and  negotiations  are 
known  or  expected  to  be  completed  (for 
price  proposals,  questioned  costs  should 
exceed  $S0,(X)0  to  warrant  follow-up),  the 
field  audit  office  will  take  follow-up  ac¬ 
tion  requesting  a  copy  of  the  document 
directly  from  the  cognizant  procurement 
or  administration  activity  with  a  copy  of 
the  request  to  the  full-time  on-site  PLA 
or  assigned  part-time  PLA.  If  necessary, 
the  field  audit  office  should  issue  a 
second  follow-up  request,  identified  as 
such,  within  90  days  of  the  first  follow-up 
request  for  the  PNM.  Upon  receipt  of  the 
second  follow-up  request,  the  full-time  or 
assigned  part-time  PLA  will  become  re¬ 
sponsible  for  all  further  follow-up  until 
the  contracting  officer  distributes  the 
PNM.  Where  the  PLA  encounters  a  con¬ 
tinuing  problem  with  timely  distribution 
of  PNMs,  and  corrective  action  is  not 
effected,  the  PLA  should  elevate  the 
matter  for  resolution  by  the  region  with 


its  counterparts  in  the  acquisition  or 
administration  activity. 

c.  Those  activities  with  full  time  PLAs 
are  listed  in  15-3S1.  To  determine  if  a 
part-time  PLA  has  been  assi^ed,  contact 
the  regional  office  responsible  for  the 
geographical  area  where  the  activity  is 
located. 

d.  Auditors  at  subcontractor  locations 
also  require  similar  information  relating 
to  prime  contractor  or  higher  tier  subcon¬ 
tractor  negotiations  with  subcontractors. 
This  information  is  needed  for  postaward 
auditing,  assessing  performance,  and  re¬ 
porting  purposes.  The  auditor  at  the 
prime  contractor  or  higher  tier  subcon¬ 
tractor  location  should  ensure  that  maxi¬ 
mum  support  is  given  to  subcontract 
auditor  requests.  In  the  event  a  contrac¬ 
tor  refuses  to  release  the  information  for 
use  outside  its  organization,  it  will  be 
necessary  for  the  auditor  at  the  prime 
contractor  or  higher  tier  subcontractor 
sites  to  review  the  subcontract  file  and 
report  pertinent  information  to  the  sub¬ 
contract  auditor. 

e.  Follow-up  is  required  for  copies  of  I 
Final  Determination  on  Contractor  Re¬ 
sponses  to  DCAA  Forms  1 .  6-908d  states 
that  the  auditor  must  have  received  a 
copy  before  a  resubmission  voucher  can 
be  processed. 
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4-200  Section  2  —  Coordination  with  Contractor  Internal  and  External 

Auditors 


4-201  Introduction 

This  section  discusses  many  factors  for 
maintaining  effective  relationships  with 
contractor  internal  and  external  auditors. 

4-202  Relationships  with  Contractor 
Internal  and  External  Auditors 

4-202.1  Coordinated  Audit  Planning 

a.  The  auditor’s  evaluation  of  a  con¬ 
tractor’s  internal  controls,  pursuant  to  5- 

I  100,  may  disclose,  particularly  at  a  major 
defense  contractor  location,  that  a  con¬ 
tractor  maintains  a  highly  professional 
internal  audit  staff.  In  addition,  most 
larger  contractors  also  engage  an  external 
public  accounting  firm  to  conduct  an 
audit  of  their  financial  statements.  While 
these  internal  and  external  auditors’  final 
audit  objectives  are  not  the  same  as 
DCAA’s,  the  means  of  achieving  these 
differing  objectives  often  overlap.  This 
f^requently  results  in  duplicative  audit 
procedures.  Whenever  there  are  multiple 
audit  organizations  involved,  consider¬ 
ation  should  be  given  to  coordinated 
audit  planning.  Such  a  program  must,  of 
course,  be  predicated  upon  the  contrac¬ 
tor’s  agreement  to  make  available  to 
DCAA  relevant  internal  and/or  external 
audit  working  papers  and  reports  (see  4- 
1000).  Since  the  external  auditor’s  work¬ 
ing  papers  do  not  belong  to  the  contrac¬ 
tor,  there  must  be  agreement  between  the 
contractor  and  the  external  auditor  to 
provide  access  to  DCAA.  This  may  be 
accomplished  in  the  en^gement  letter. 
Also,  before  communicating  directly  with 
an  external  auditor  regarding  contractor 
information,  a  letter  should  be  obtained 
from  the  contractor  indicating  that  there 
are  no  objections  to  such  communica¬ 
tion. 

b.  Coordinated  audit  planning  is  a 
voluntary  process  wherein  DCAA  and 
the  contractor’s  internal  and  external 
auditors  consider  each  other’s  work  in 
determining  the  nature,  timing,  and  ex¬ 
tent  of  auditing  procedures.  Coordinated 
audit  planning  considers  the  extent  to 
which  reliance  can  be  placed  upon  work 


performed  by  the  other  auditor  to  mini¬ 
mize  duplication  of  audit  effort.  In  addi¬ 
tion,  this  process  strengthens  the  evalu¬ 
ation  of  internal  control  systems. 

c.  The  primary  benefit  of  coordinated 
audit  planning  is  that  it  promotes  con¬ 
tractor  self-governance,  enabling  organi¬ 
zations  to  better  develop  and  maintain 
strong  systems  of  internal  controls.  Coor¬ 
dinated  audit  planning  also  helps  identify 
and  eliminate  duplicative  audit  effort, 
thus  saving  resources  for  all  parties.  It  is 
an  efficient  and  effective  means  for  con¬ 
ducting  oversight  and  it  provides  con¬ 
tractors  with  better  visibility  into  and 
understanding  of  government  oversight 
criteria.  This  promotes  communication, 
cooperation,  and  respect  among  the  vari¬ 
ous  auditors. 

d.  The  coordinated  effort  may  be  ac¬ 
complished  either  through  the  adoption 
of  complementary  audit  programs  for 
separate  performance  by  the  respective 
audit  sta^s  or  through  joint  audits.  The 
sharing  of  overall  annual  audit  plans  or 
participation  in  such  programs  as  the 
Contractor  Risk  Assessment  Guide  does 
not  constitute  a  joint  audit.  A  joint  audit 
is  one  in  which  the  government  and  the 
contractor  have  mutually  assessed  risk, 
developed  an  audit  program,  and  con¬ 
ducted  field  work  in  the  audit  of  a 
particular  area.  When  audit  steps  are 
performed  jointly,  each  audit  organiza¬ 
tion  will  maintain  sui^rvisory  responsi¬ 
bility  over  its  respective  audit  staff. 

e.  In  some  instances,  for  reasons  such 
as  limitations  imposed  on  the  scope  of 
the  contractor’s  internal  audit  activities, 
it  may  not  be  feasible  or  desirable  to 
adopt  a  joint  audit  approach.  However, 
even  in  such  instances,  the  work  of  the 
contractor’s  internal  and  external  audi¬ 
tors  should  be  considered  in  assessing 
risk  and  in  establishing  audit  scope.  Ar¬ 
eas  particularly  appropriate  for  consider¬ 
ation  include  tests  of  the  overall  accuracy 
of  computations,  accounting  records, 
compliance  with  established  internal  con¬ 
trols  and  procedures,  material  and  inven¬ 
tory  pricing,  payroll  preparation,  labor 
distribution,  and  accounts  payable.  To 
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reduce  the  extent  of  audit  work  which 
would  otherwise  be  performed  by  the 
DCAA  auditor,  reliance  should  be  placed 
on  the  contractor’s  internal  and  external 
audit  activities  commensurate  with  the 
nature,  scope,  and  effectiveness  of  work 
performed.  See  4-1000  for  documenta¬ 
tion  requirements  when  relying  upon  the 
work  of  others. 

f.  When  a  report  is  received  from  the 
contractor’s  internal  or  external  auditor 
that  indicates  significant  audit  deficien¬ 
cies  or  major  problems  with  billings  to 
the  government,  the  auditor  should  con¬ 
duct  a  timely  factfinding  of  all  issues  and 
communicate  the  findings  to  the  proper 
government  personnel.  All  verbal  com¬ 
munications  should  be  confirmed  in  writ¬ 
ing  on  a  timely  basis  (see  1-403.3). 

4-202.2  Access  to  DCAA  Working 
Papers 

a.  Under  a  coordinated  audit  planning 
program  the  contractor’s  internal  or  ex¬ 
ternal  auditors  are  authorized  access  to 
most  relevant  DCAA  working  papers. 
However,  contractors’  internal  and  exter¬ 
nal  auditors  are  not  authorized  access  to 
the  following: 

(1)  DCAA  Form  2000.0  and  associated 
working  papers. 

(2)  Audit  reports  and  associated  work¬ 
ing  papers  when  reports  have  a  contin¬ 
gent  release  statement  (see  10-206.2). 
These  may  be  released  with  permission  of 
the  contracting  officer. 

(3)  Government  technical  reports  and 
post-negotiation  memorandums.  These 
may  be  released  with  permission  of  the 
originator. 

(4)  Reports  or  information  on  subcon¬ 
tractors.  This  information  may  be  re¬ 
leased  if  authorized  by  the  subcontractor. 

(5)  Administrative  forms  or  appraisal 
evaluations. 

(6)  Classified  working  papers. 

(7)  Working  papers  discussing  unsatis¬ 
factory  conditions  on  the  part  of  govern¬ 
ment  personnel  (see  4-803.2b) 

b.  DCAA  working  papers  are  consid¬ 
ered  government  property  and,  as  such, 
DCAA  must  maintain  physical  custody. 
To  the  extent  practical,  the  other  auditors 
should  satisfy  the  evidence  requirement 
by  reference  to,  or  notes  and  extractions 
from,  DCAA  working  papers.  Copies 


should  generally  be  made  only  when 
referencing  notes  or  extraction  would  not 
be  practical.  If  copies  are  required,  the 
other  auditor  should  provide  a  list  to  the 
DCAA  auditor  who  in  turn  will  arrange 
for  reproduction.  A  list  of  the  documents 
provided  will  be  retained  in  the  DCAA 
working  papers. 

4-203  DCAA  Response  to  Accounts 
Receivable  Confirmation  Requests 
from  CPA  Firms 

a.  Auditors  occasionally  receive  re¬ 
quests  from  CPA  firms  to  confirm  the 
amounts  represented  by  their  clients  as 
receivables  due  from  the  government. 
These  requests  normally  apply  to  con¬ 
tracts  where  provisional  approval  for 
interim  payment  of  costs  incurred  to  date 
is  DCAA’s  responsibility.  Confirmation 
of  receivables  is  a  generally  accepted 
auditing  procedure  whereby  the  CPA 
seeks  to  verify  the  existence  and  accuracy 
of  the  dollar  amounts  reported  as  ac¬ 
counts  receivable  on  the  contractor’s  fi¬ 
nancial  statement.  Under  government 
contracting,  it  may  be  expected  that  the 
CPA  will  request  positive  rather  than 
negative  confirmation;  in  either  case,  it  is 
DCAA  policy  to  acknowledge  each  re¬ 
quest. 

b.  Contractors  usually  establish  a  re¬ 
ceivable  under  cost-reimbursement  tyjx 
contracts,  in  the  amount  of  a  public 
voucher,  at  the  time  it  is  submitted  to  the 
auditor.  However,  we  cannot  reasonably 
determine  the  exact  timing  of  contractor 
payment  by  the  disbursing  office  or  the 
total  amounts  unpaid  at  any  prior  point 
in  time.  Furthermore,  public  vouchers 
represent  claims  for  interim  payments 
which  are  provisional  in  nature  and  sub¬ 
ject  to  retroactive  adjustments  at  any 
time  prior  to  approval  and  payment  by 
the  government  of  the  contractor’s  com¬ 
pletion  voucher.  Therefore,  the  auditor  is 
not  in  a  position  to  issue  an  unqualified 
confirmation  of  accounts  receivable 
amounts,  and  could  not  issue  a  qualified 
confirmation  of  outstanding  billings 
without  the  disbursing  office  coordina¬ 
tion. 

c.  A  confirmation  request  may  also 
include  contract  billings  which  are  not 
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subject  to  audit  approval,  such  as  for 
progress  payments,  economic  price  ad¬ 
justments,  or  deliveries  under  fixed-price 
type  contracts.  It  is  not  appropriate  for 
DCAA  to  expend  any  effort  attempting  to 
confirm  such  billing. 

d.  Because  of  the  above  considerations, 
auditors  will  not  attempt  to  confirm 
amounts  claimed  by  contractors  as  due 
from  the  government.  Tactfully  and 
promptly  acknowledge  a  CPA’s  confir¬ 
mation  request  by  letter,  with  a  brief 
statement  as  to  why  we  are  not  in  a 
position  to  confirm  a  contractor’s  ac¬ 
counts  receivable.  Also  provide,  if  avail¬ 
able,  the  name  and  address  of  the  govern¬ 
ment  disbursing  ofilce  where  additional 
information  may  be  pursued  if  the  firm 
so  desires.  For  example,  the  acknowledg¬ 
ment  might  read: 


We  acknowledge  receipt  of  your  confir¬ 
mation  request  dated  15  August  1984, 
concerning  amounts  represented  by  the 
XYZ  Company  as  due  from  the  Depart¬ 
ment  of  the  Army  as  of  31  July  1984. 

Until  completion  of  a  cost-reimburse¬ 
ment  type  contract  and  later  final  settle¬ 
ment  of  the  costs,  we  are  not  in  a  position 
to  confirm  that  amounts  claimed  by  a 
contractor  are  payable  under  the  con¬ 
tract.  Also,  under  any  type  of  government 
contract,  we  cannot  determine  the  un¬ 
paid  billed  amount  at  any  prior  point  in 
time  because  we  do  not  maintain  records 
of  payments  made. 

If  you  wish  to  pursue  confirmation  of 
the  outstanding  billed  amounts,  we  sug¬ 
gest  that  you  address  your  inquiry  to  the 
Army  Finance  Office,  (address). 
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4-300  Section  3  —  Conferences  With  Contractors  on  Audit  Plans,  Interim 
Notifications,  and  Results 


4-301  Introduction 

a.  This  section  provides  guidance  on 
audit  conferences  with  the  contractor.  It 
states  the  basic  requirements  for  and  the 
extent  and  nature  of  discussions  during 
entrance,  interim,  and  exit  conferences  in 
general  and  under  each  type  of  audit 
assignment. 

b.  Regarding  contractor  conferences  in 
the  mobile  audit  environment,  see  sup¬ 
plementary  guidance  as  follows;  (1)  su¬ 
pervisory  auditor  participation  (G-404g), 

(2)  branch  manager  participation  (& 
405c),  and  (3)  special  advice  and  assis¬ 
tance  to  small  contractors  (G-502). 

c.  Special  guidance  on  preliminary  con¬ 
ferences  after  a  contract  termination  (be¬ 
fore  the  contractor  submits  a  settlement 
proposal)  is  in  12-203. 

d.  Conduct  all  discussions  with  con¬ 
tractors  with  objectivity  and  tact  in  a 
forthright,  professional  manner. 

4-302  Entrance  Conferences 

4-302.1  General  Procedures  for  Entrance 
Conferences 

a.  Except  as  provided  in  4-302.4,  hold 
an  entrance  conference  with  the  contrac¬ 
tor’s  designated  representative(s)  at  the 
start  of  each  separate  audit  assignment 
(or  each  group  of  assi^ments  to  be 
covered  in  a  sin^e  field  visit).  Document 
the  date,  participants’  names  and  titles, 
and  primary  discussion  points,  including 
specific  identification  of  requested  data 
to  control  what  was  requested  and  pro¬ 
vided  during  the  audit.  The  significance 
or  sensitivity  of  the  assignment  will  dic¬ 
tate  the  level  and  number  of  audit  per¬ 
sonnel  who  should  attend  the  conference. 

b.  As  a  minimum,  explain  the  purpose 
of  the  audit,  the  overall  plan  for  its 
performance  including  the  estimated  du¬ 
ration,  and  generally  the  types  of  books, 
records,  and  operational  data  with  which 
the  auditor  will  be  concerned.  If  applica¬ 
ble,  the  following  matters  should  be  han¬ 
dled  during  or  shortly  after  the  entrance 
conference; 


(1)  Make  arrangements  for  any  neces¬ 
sary  work  space  and  administrative  sup¬ 
port.  Primarily,  this  applies  to  mobile 
assignments;  however,  auditors  in  a  resi¬ 
dent  office  or  suboffice  may  also  need 
temporary  space  in  a  particular  operating 
location  to  expedite  a  function¬ 
al/operational  review. 

(2)  Ask  the  contractor  to  designate 
primary  and  alternate  officials  with 
whom  audit  matters  are  to  be  discussed 
during  the  course  of  the  assignment. 
However,  make  it  clear  that  such  an 
arrangement  does  not  preclude  access  to 
other  knowledgeable  contractor  person¬ 
nel  as  needed  during  the  audit.  Also  make 
it  clear  that  these  arrangements  should 
not  cause  delays  or  extra  audit  work 
(hence  the  advisability  of  having  named 
alternate  officials  to  expedite  the  audit 
should  the  primary  official  be  unavail¬ 
able).  Complex,  detailed,  and  time  con¬ 
suming  procedures,  such  as  requiring  all 
data  requests  be  written  and/or  funneled 
through  a  single  individual  only,  are  an 
obstruction  to  efficient  audit  operations. 
Contractor  representatives’  actions  which 
unreasonably  restrain,  restrict,  or  delay 
the  audit  should  be  processed  using  the 
denial  of  access  to  records  procedures  set 
forth  in  1-504,3. 

(3)  Discuss,  or  obtain  a  briefing  on,  the 
contractor’s  proposal! s)  or  other  cost  rep- 
resentation(s)  to  clarify  any  preliminary 
questions,  understand  the  basis  of  each 
submitted  cost  element,  and  learn  the 
nature  and  location  of  supporting  data. 

(4)  Visit  all  office  and/or  plant  operat¬ 
ing  areas  used  in  performing  current  and 
proposed  contract(s). 

(5)  Arrange  to  review  the  planning 
documents,  working  papers,  and  audit 
reports  of  the  contractor’s  internal  and 
external  auditors  for  any  reviews  per¬ 
formed  or  planned  that  may  curtail  the 
planned  scope  of  work.  See  4-202  for 
guidance  on  coordinated  efforts  with  the 
contractor’s  auditors. 

(6)  Arrange  for  any  needed  EDP  audit 
assistance  (see  4-500). 

(7)  When  the  assignment  involves  a 
subcontractor’s  cost  representation(s).  re- 
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solve  any  restrictions  on  release  of  audit 
findings  and  report  information  to  high¬ 
er-tier  contractorfs)  i«r  9-106.4. 

(8)  Do  not  enter  into  written  agree¬ 
ments  with  contractors,  or  affix  concur¬ 
rence  signatures  to  contractor  letters, 
which  contain  procedural  arrangements 
that  inhibit  and/or  delay  the  audit  perfor¬ 
mance  or  restrict  the  reproduction  of 
necessary  supporting  evidential  matter. 

4-302.2  Special  Considerations  for 
Entrance  Conferences  on  Miyor 
Functional/Operational  Reviews 

a.  Hold  a  planning  meeting  with  the 
contract  administration  office  technical 
specialist(s)  in  advance  of  the  joint  en¬ 
trance  conference  with  the  contractor, 
whenever  technical  assistance  is  being 
provided  or  a  joint  review  is  being  con¬ 
ducted  under  the  DFARS  Subpart  242.70 
cost  monitoring  program.  The  technical 
specialist(s)  should  help  develop  the  en¬ 
trance  conference  agenda,  such  as  identi¬ 
fying  necessary  data  to  be  requested  from 
the  contractor.  Also  invite  the  speciai- 
ist(s)  to  participate  actively  in  the  confer¬ 
ence  itself. 

b.  Notify  the  contractor’s  management 
several  weeks  before  starting  an  opera¬ 
tions  audit  or  other  major  functional 
review.  This  notice  may  be  oral  or  in 
writing  depending  on  resident  working 
arrangements  (4-302.4). 

c.  As  applicable,  mention  the  following 
matters  during  the  initial  contact  before 
the  entrance  conference,  and  follow  up 
during  the  entrance  conference  on  each 
major  functional/operational  review  in 
addition  to  those  matters  common  to  all 
assignments  (4-302.1). 

(1)  Request  the  cooperation  of  the 
contractor’s  top  management  and  func¬ 
tional  area  management  to  expedite  the 
review. 

(2)  Give  the  contractor’s  management 
personnel  an  opportunity  to  explain  how 
they  have  discharged  their  responsibili¬ 
ties  to  establish  and  maintain  adequate 
internal  accounting  and  administrative 
controls  in  the  review  area. 

(3)  Request  the  contractor  to  identify 
all  reports  and  analyses  used  by  any 
management  level  to  evaluate  and  con¬ 
trol  the  effectiveness,  economy,  and  effi¬ 
ciency  of  the  review  area. 


(4)  Request  the  contractor  to  provide 
an  informational  briefing  on  the  organi¬ 
zation  and  operations  involved  in  the 
area  to  reduce  the  review  time.  Such 
briefings  may  cover;  (1)  omnization- 
al/functional  assignments  affrcting  the 
area,  (2)  system  descriptions  and/or 
flowcharts  of  transaction  flows  and  sys¬ 
tem  controls,  and  (3)  any  identified  prob¬ 
lems  and  planned  corrective  actions  or 
other  planned  changes  in  the  area. 

(5)  Invite  the  contractor  to  participate 
actively  in  the  review. 

(6)  Explain  in  advance  the  DCAA 
procedures  for  submitting  drafl  state¬ 
ments  of  conditions  and  recommenda¬ 
tions,  and  establish  time  frames  for  the 
contractor’s  written  responses  (see  4- 
304.5b). 

4-302.3  Confirming  Letter  on  Certain 
Major  Assignments 

Issue  a  letter  to  the  contractor  on  major 
functional/operational  reviews,  confirm¬ 
ing  the  arrangements  made  and  signifi¬ 
cant  matters  discussed  at  the  entrance 
conference.  Keep  the  letter’s  tone  courte¬ 
ous  and  express  appreciation  for  the 
arrangements  made.  At  the  FAO’s  discre¬ 
tion,  use  a  similar  letter  for  other  major 
audit  assignments  to  help  maintain  good 
working  relations  with  the  contractor. 
However,  make  it  clear  that  the  arrange¬ 
ments  should  not  in  any  way  restrict 
access  to  records  or  personnel  necessary 
to  the  audit  performance.  Predetermina¬ 
tions  of  all  records,  facilities,  contractor 
personnel,  etc.  that  may  be  needed  before 
starting  an  audit  are  not  possible. 

4-302.4  Resident  Working  Arrangements 
for  Entrance  Conferences 

a.  Where  auditors  are  assi^ed  full 
time  at  the  contractor  site,  it  is  usually 
desirable  to  establish  local  working  ar¬ 
rangements  for  entrance  conferences  with 
the  contractor.  For  example,  some  con¬ 
tractors  may  require  that  the  auditor 
contact  certain  key  personnel  before 
starting  specific  types  of  audits  (but  see  4- 
302.1b.(2)).  The  contractor  may  desig¬ 
nate  a  permanent  government  liaison 
representative  for  audits  of  a  general 
nature,  or  the  contractor’s  controller  as 
the  contact  point  for  any  financial  system 
or  compliance  type  review  and  the  chief 
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of  estimating  as  the  principal  contact  for 
price  proposal  reviews.  A  contractor 
might  also  desire  a  formal  entrance  con¬ 
ference  only  on  major  or  nonrecurring 
reviews  while  price  proposal  reviews  or 
other  recurring  audits  are  handled  in  a 
prearranged  manner. 

b.  Working  arrangements  should  be 
established  only  upon  full  mutual  concur¬ 
rence  of  the  contractor  and  the  FAO 
manager.  They  should  not  be  permitted 
to  restrict  access  to  records  or  otherwise 
limit  the  audit  scope.  They  should  expe¬ 
dite  the  audit  and  not  become  so  cumber¬ 
some  as  to  cause  delays  or  extra  work. 

c.  Do  not  sign  agreements  for  local 
working  arrangements.  If  documentation 
is  necessary,  a  confirming  letter  may  be 
issued  by  the  contractor,  subject  to  can¬ 
cellation  or  revision  at  any  time  upon  the 
auditor’s  request.  Make  it  clear  that  the 
auditor  will  bypass  the  arrangements  any¬ 
time  that  they  impede  the  audit.  Addi¬ 
tionally,  do  not  enter  into  written  agree¬ 
ments  or  affix  concurrence  signatures  to 
contractor  letters  containing  any  access 
to  records  provisions.  Understandings 
with  contractors  on  reasonable  condi¬ 
tions  and  procedures  for  the  conduct  of 
an  audit  shall  not  prejudice  DCAA’s 
access  rights  to  perform  audits  and  shall 
not  be  formalized  in  written  agreements 
signed  by  DCAA  representatives. 

d.  As  a  minimum,  the  resident  auditor 
or  resident  AlC  will  hold  periodic  confer¬ 
ences,  usually  more  than  one  a  year,  with 
the  contractor’s  designated  representa¬ 
tive  at  the  controller  or  higher  level 
position.  At  such  conferences,  discuss 
any  audit  matters  that  need  special  man¬ 
agement  attention  and  advise  the  con¬ 
tractor  of  any  changes  in  audit  plans  by 
major  audit  segment.  Document  such 
discussions. 

4-303  Interim  Conferences 

4-303.1  General  Procedures  for  Interim 
Conferences 

a.  Throughout  each  audit  assignment, 
discuss  matters  with  the  contractor  as 
necessary  to  obtain  a  full  understanding 
of  the  fep  basis  for  each  item  in  the 
contractor’s  pricing  data  or  other  cost 
representation,  or  each  aspect  of  the 


functional/operational  area  under  review. 
Disclose  to  the  contractor  any  factual 
duplications,  omissions,  or  other  mis¬ 
takes  noted  in  the  contractor’s  submis¬ 
sion,  records,  or  supporting  data.  As  the 
review  progresses,  conduct  further  dis¬ 
cussions  as  needed  to  gain  assurance  that 
audit  conclusions  will  be  based  on  a 
complete  understanding  of  all  pertinent 
facts.  Document  all  discussions  in  the 
working  papers,  including  date,  partici¬ 
pants’  names  and  titles,  and  primary 
discussion  points. 

b.  In  the  interest  of  equitable  dealings 
with  the  contractor  and  in  the  proper 
discharge  of  official  duties,  apprise  the 
contractor  of  any  significant  understate¬ 
ments  noted  in  price  proposals,  reim¬ 
bursement  vouchers,  or  other  cost  repre¬ 
sentations  when  such  understatements 
are  clearly  the  result  of  obvious  and 
unintentional  oversight,  bookkeeping  or 
arithmetic  errors,  etc.  Such  cases  may 
include  mathematical  errors  in  using  im¬ 
provement  curve  and  other  computation¬ 
al  analysis  techniques. 

c.  If  apparent  understatements  of  esti¬ 
mated  costs  in  price  proposals  or  related 
submissions  do  not  meet  the  criteria 
stated  above,  do  not  discuss  the  auditor’s 
conclusions  with  the  contractor  unless 
the  negotiating  contracting  officer  so  re¬ 
quests.  (See  4-304.2.) 

d.  Handle  errors  on  reimbursement 
vouchers  as  set  forth  in  6-1007e. 

e.  Communicate  major  audit  problems 
encountered  during  review  to  contractor 
officials  authorized  to  make  a  decision. 
The  notification  should  be  made  at  the 
earliest  possible  time.  Do  not  wait  until 
the  final  exit  conference  or  the  issuance 
of  the  audit  report.  Document  any  oral 
discussions  with  appropriate  memoran¬ 
dums  or  notations  in  the  working  papers. 
Major  audit  problems  include: 

(1)  Denial  of  access  to  records,  includ¬ 
ing  but  not  limited  to: 

(a)  Unavailability  of  contractor  person¬ 
nel, 

(b)  Failure  of  contractor  personnel  to 
complete  audit  schedules  on  a  timely 
basis, 

(c)  Unreasonable  delays  by  manage¬ 
ment  in  permitting  the  commencement 
of  the  audit  or  in  providing  needed 
information. 
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Follow  procedures  in  1-504.3  when 
denial  of  access  is  encountered. 

(2)  Items  that  impact  the  reliability  of 
the  contractor’s  books  and  records,  in¬ 
cluding  major  internal  control  weak¬ 
nesses, 

(3)  Significant  differences  concerning 
the  application  of  generally  accepted  ac¬ 
counting  principles, 

(4)  Conclusions  regarding  the  reason¬ 
ableness  of  estimates  used  in  developing 
forward  pricing/bidding  rates, 

(5)  Any  other  items  that  may  affect 
audit  performance. 

4-303.2  Incurred  Cost  Submissions 

Promptly  discuss  significant  system 
deficiencies  found  during  performance  of 
incurred  cost  audits  with  the  contractor, 
^ually  important  is  the  timely  notifica¬ 
tion  to  the  ACO  of  these  deficiencies. 
Significant  deficiencies  are  those  with 
significant  dollar  impact  on  existing  or 
future  contracts  or  which  require  that  the 
contractor  take  corrective  action(s).  Nor¬ 
mally  discuss  the  deficiencies  during  each 
functional  area’s  (material,  labor,  indi¬ 
rect  expenses,  etc.)  review. 

4-303.3  Functional/Operational  Reviews 

a.  During  the  review,  keep  the  contrac¬ 
tor’s  designated  representative  informed 
of  any  problems  encountered  and  interim 
results  of  completed  phases. 

b.  If  contract  administration  personnel 
are  assisting  or  participating  in  the  re¬ 
view,  fully  coordinate  interim  findings 
and  recommendations  with  them  before 
discussing  deficiencies  with  the  contrac¬ 
tor.  DFARS  Subpart  242.70  joint  reviews 
especially  require  close  coordination  to 
assure  team  members’  consensus  and 
complete  understanding  of  the  findings 
by  the  contract  administration  office. 
Also  coordinate  with  contract  adminis¬ 
tration  technical  personnel  when  the 
findings  involve  their  area  of  expertise, 
but  their  assistance  could  not  be  provid¬ 
ed  during  the  review.  Discussions  with 
the  technical  personnel  in  such  cases  can 
help  clarify  and/or  support  the  findings 
when  presented  to  the  contractor. 


4-304  Exit  Conferences 

4-304.1  General  Procedures  for  Exit 
Conferences 

a.  Upon  completion  of  the  field  work 
on  each  separate  assignment  or  field  visit, 
hold  an  exit  conference  with  the  contrac¬ 
tor’s  designated  representative  and  sum¬ 
marize  the  audit  results  as  provided  in 
succeeding  paragraphs.  Even  when  there 
are  no  questioned  or  unsupported  costs, 
noncompliances,  system  deficiencies,  or 
cost  avoidance  to  be  reported,  the  exit 
conference  is  a  minimum  courtesy  to  the 
contractor  and  is  an  important  part  of 
sound  contractor  relations. 

b.  Confirm  or  follow  up  on  requests  for 
the  contractor’s  reaction  to  any  audit 
exceptions  on  incurred  costs  (4-304.4), 
functional/operational  reviews  (4-304.5), 
and  CAS  adequacy  and  compliance  re¬ 
views  (4-304.6)  for  inclusion  in  the  audit 
report. 

c.  If  applicable  (especially  on  mobile 
audits),  inform  the  contractor  that  the 
audit  findings,  conclusions,  and  recom¬ 
mendations  are  subject  to  normal  DCAA 
review  by  the  auditor’s  office  before  the 
audit  report  is  issued,  and  that  the  con¬ 
tractor  will  be  advised  if  any  significant 
changes  are  made. 

d.  Document  the  exit  conference  in  the 
working  papers,  including  date,  partici¬ 
pants’  names  and  titles,  and  specifically 
discussed  items  and  associated  contrac¬ 
tor’s  reaction,  if  any.  This  provides  the 
information  to  be  included  in  the  audit 
report,  such  as  required  by  l()-504.4d.  I 

4-304.2  Price  Proposals 

a.  This  category  includes  contractor 
proposals  to  establish  (1)  initial  prices 
under  all  types  of  negotiated  contracts; 
(2)  successive  target  prices  and  interim 
prospective  prices  under  FPR-  and  FPI- 
type  contracts;  (3)  price  changes  for  con¬ 
tract  change  orders;  (4)  other  contract 
price  adjustments  including  those  for 
alleged  delay  and  disruption  and  requests 
for  extraordinary  contractual  relief;  (5) 
forward  pricing  rate  agreements;  and  (6) 
special  or  flexible  progress  payment  rates. 
Treat  the  incurred  cost  portion  of  a  final 
FPR/FPI  price  redetermination  proposal 
as  an  incurred  cost  submission  (4-304.4) 
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and  the  projected  portion  under  this 
paragraph. 

b.  Do  not  disclose  to  the  contractor  the 
audit  conclusions  and  recommendations 
on  projected  costs  or  rates  that  are  sub¬ 
ject  to  contracting  officer  negotiation, 
except  as  specifically  requested  by  the 
negotiating  contracting  officer.  (Discus¬ 
sion  of  actual  cost  submissions,  even  if 
subject  to  negotiation,  is  covered  in  4- 
304.4.)  As  an  example,  a  labor  cost 
estimate  proposed  by  the  contractor  may 
reflect  a  learning  or  improvement  trend 
different  from  the  contractor’s  prior  cost 
experience,  with  no  apparent  justifica¬ 
tion.  In  this  example,  you  would  discuss 
with  the  contractor  the  factual  aspects  of 
the  prior  cost  experience  and  inquire  why 
the  experienced  trend  was  not  considered 
appropriate  to  project  future  costs.  You 
would  not,  however,  discuss  your  audit 
conclusions  or  disclose  the  amount  of 
proposed  labor  costs  to  be  questioned,  if 
any,  in  the  audit  report. 

c.  Discuss  with  the  contractor  any 
discrepancies  noted  in  the  cost  or  pricing 
data,  as  defined  in  FAR  15.801,  whether 
they  increase  or  decrease  the  contract 
price.  As  part  of  these  discussions,  and  in 
accord  with  DFARS  215.805-5(e)(8),  in¬ 
form  the  contractor  of  any  cost  or  pricing 
data  found  to  be  inaccurate,  incomplete, 
or  noncurrent.  Confine  the  discussions  to 
factual  aspects  of  the  data,  and  do  not 
attempt  to  influence  the  contractor  to 
change  the  proposal.  Any  changes  in  the 
proposal  should  be  based  on  the  contrac¬ 
tor’s  own  initiative  by  formal  written 
submission  to  the  contracting  officer. 

d.  Advise  the  contractor  of  any  costs  to 
be  reported  as  unsupported  (see  10- 
308.2). 

4-304.3  PosUward  Reviews  of  Cost  or 
Pricing  Data  for  Possible  Defective 
Pricing 

a.  Discuss  any  factual  indication  that 
cost  or  pricing  data  may  have  been 
defective  to  anord  the  contractor  an 
opportunity  (normally  30  days)  to  review 
the  matter  and  provide  any  additional 
information  for  the  auditor’s  consider¬ 
ation.  A  draft  copy  of  the  report  exhib- 
it(s)  and  accompanying  footnotes  nor¬ 
mally  should  be  provided  to  the  contrac¬ 
tor.  Final  determination  as  to  the  exis¬ 


tence  and  extent  of  defective  pricing 
remains  the  responsibility  of  the  con¬ 
tracting  officer. 

b.  The  contracting  officer  should  also 
be  provided  the  draft  report  exhibit(s) 
and  accompanying  footnotes  normally  on 
apparent  defective  pricing  issues  and 
given  the  opportunity  to  provide  com¬ 
ments.  See  14-122  regarding  discussions 
of  the  audit  findings  with  the  contracting 
officer.  The  auditor  should  discuss  the 
findings  throughout  the  course  of  the 
audit  rather  than  only  at  the  end. 

c.  The  contractor  may  contend  that 
there  were  understated  estim.  es  offset¬ 
ting  any  potential  price  reduction  that 
would  result  from  a  contracting  officer’s 
defective  pricing  determination.  For  con¬ 
tracts  entered  into  on  or  before  1 5  Febru¬ 
ary  1987,  request  specific  supporting  data 
for  audit  review  and  inclusion  in  the 
audit  report.  For  contracts  entered  into 
after  15  February  1987.  request  the  con¬ 
tractor  provide  appropriate  certification 
and  specific  data  supporting  the  offsets 
for  audit  review  and  inclusion  in  the 
audit  report  (see  14-118  and  10-605. 3c). 

d.  Althou^  the  auditor  should  not 
expend  resources  examining  uncertified 
contractor  offsets,  the  auditor  should 
objectively  disclose  all  of  the  facts 
known.  Therefore,  apparent  offsets  dis¬ 
covered  during  the  postaward  audit 
should  be  disclosed  to  the  contractor  for 
its  analysis  and  offset  submission  if  the 
contractor  deems  appropriate.  (Refer  to 
14-118  for  treatment  of  offsets  in  the 
audit  position  on  recommended  price 
adjustments). 

e.  Coordination  and  discussion  of  the 
findings  by  all  parties  before  the  audit 
report  is  issued  can  minimize  delays  in 
the  resolution  process.  Postaward  audit 
reports  should  not  be  issued  until  the 
initial  findings  have  been  properly  coor¬ 
dinated. 

4-304.-.  Incurred  Cost  Submissions 

a.  This  category  includes  cost  reim¬ 
bursement  vouchers  and  contractor  rep¬ 
resentations  of  incurred  costs  to  establish 
(1)  final  prices  on  all  types  of  completed 
negotiated  contracts,  (2)  final  indirect 
cost  rates,  and  (3)  contract  termination 
settlements.  Contractor  requests  for  prog¬ 
ress  payments  authorized  by  the  contract 
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will  be  treated  under  this  paragraph  even 
though  projected  costs  are  involved  in 
the  calculations.  Proposals  to  establish 
special  or  flexible  process  payment  rates 
and  interim  changes  in  contract  prices 
are  covered  in  4-304.2. 

b.  Discuss  all  audit  conclusions  with 
the  contractor’s  designated  ofllcial  and 
try  to  reach  agreement  on  any  questions 
of  conformity  with  generally  accepted 
accounting  principles,  applicable  cost  ac¬ 
counting  standards,  and  other  cost  princi¬ 
ples  incorporated  in  the  contract(s).  If 
there  are  audit  exceptions  to  be  reported, 
request  the  contractor’s  ofllcial  reaction 
for  inclusion  in  the  audit  report  or  in  the 
notice  of  costs  suspended  or  disapproved. 

c.  See  6-902c  and  d  for  special  discus¬ 
sion  procedures  on  costs  to  be  suspended 
or  disapproved  under  cost-reimburse¬ 
ment-type  contracts. 

d.  As  discussed  in  6-902e,  the  auditor 
should  notify  the  ACO  of  developing 
issues  which  may  result  in  the  issuance  of 
a  DCAA  Form  1  as  follows: 

(1)  Provide  the  ACO  with  written 
documentation  of  the  audit  results  which 
were  discussed  with  the  contractor  at  the 
exit  conference,  unless  the  contractor 
immediately  agreed  to  all  audit  excep¬ 
tions  and  the  written  report  will  be  issued 
within  the  next  30  days.  The  written 
documentation  may  be  in  the  form  of  a 
memorandum  to  the  ACO,  a  copy  of  a 
memorandum  for  the  file  setting  forth  the 
results  of  the  exit  conference,  copies  of  a 
draft  report  exhibit  and/or  notes,  or  cop¬ 
ies  of  working  paper  exhibits  and/or 
supporting  working  papers.  In  other 
words,  provide  the  ACO  with  whatever 
information  or  subset  thereof  that  was 
provided  to  the  contractor  at  the  exit 
conference. 

(2)  Provide  the  ACO  a  copy  of  the 
contractor’s  written  rebuttal  to  the  audit 
findings  immediately  upon  receipt. 

(3)  Discuss  significant  unresolved  is¬ 
sues  with  the  ACO  at  any  mutually 
agreeable  time.  Such  discussions  may 
result  in  the  introduction  of  additional 
data  or  information  which  could  support 
or  modify  audit  findings. 

(4)  The  ACO  should  not  ordinarily 
participate  in  the  formal  exit  conference. 
However,  if  the  auditor  wishes  (or  the 
ACO  so  requests),  the  auditor  may  have 


the  ACO  attend  discussions  with  the 
contractor  subsequent  to  the  formal  exit 
conference,  if,  in  the  auditor’s  opinion, 
this  would  facilitate  the  resolution  of 
contested  issues.  In  arriving  at  this  deci¬ 
sion,  consider  factors  such  as  the  likeli¬ 
hood  of  issuing  DCAA  Forms  1 ,  ongoing 
relationships  with  the  ACO,  and  duplica¬ 
tion  of  effort  which  may  result  if  joint 
discussions  are  not  conducted. 

4- 304.5  Functional/Operational  Reviews 

a.  This  paragraph  covers  reviews  of 
contractor’s  organizations,  functions,  and 
operations  for  economy  and  efficiency 
and  financial  compliance,  including  re¬ 
views  of  internal  controls,  major  system 
surveys,  and  joint  reviews  under  DFARS 
Subpart  242.70. 

b.  After  full  discussion  of  each  matter 
requiring  contractor  action,  provide  the 
contractor  a  draft  statement  of  the  condi- 
tion(s)  and  recommendations.  Carefully 
design  the  discussions  and  drafts  to  elicit 
contractor  concurrence  with  recommend¬ 
ed  system  improvements  and/or  cost 
avoidance.  Request  an  official  written 
response  for  inclusion  in  the  audit  reix)rt. 
and  establish  a  time  frame  for  the  con¬ 
tractor’s  response.  Allow  ample  time  for 
the  contractor  to  consider  the  audit  pre¬ 
sentations,  and  be  receptive  to  alterna¬ 
tives  the  contractor  may  suggest  that  will 
satisfy  the  audit  objectives. 

c.  If  the  contractor  does  not  agree  with 
the  audit  recommendations  and  provides 
a  response,  the  auditor  should  provide  in 
the  report  comments  specifically  on  the 
contractor’s  response.  If  specialist  or 
technical  assistance  is  required  in  evalu¬ 
ating  those  alternatives,  the  auditor 
should  obtain  the  assistance.  Do  not 
merely  restate  or  amplify  a  position  al¬ 
ready  stated. 

d.  If  the  review  results  in  cost  avoid¬ 
ance  recommendations,  make  the  con¬ 
tractor  aware  that,  effective  immediately, 
any  impact  of  such  recommendations 
will  be  reflected  as  questioned  costs  in 
reports  on  price  proposal  reviews  when 
applicable  (in  accordance  with  the  crite¬ 
ria  in  9-308). 

e.  See  further  guidance  on  discussion  of 
audit  findings  as  part  of  a  team  review  in 

5- 1302  (contractor’s  purchasing  system 
review  team).  5-1303  (contractor’s  insur- 
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ance/pension  review  team),  and  5-1200 
I  (surveys  of  contractor  estimating  sys¬ 
tems). 

4-304.6  Cost  Accounting  Standards 
Reviews 

a.  This  paragraph  covers  cost  account¬ 
ing  standards  (CAS)  adequacy  and  com¬ 
pliance  reviews  and  CAS  price  adjust¬ 
ment  impact  proposals. 

b.  Discuss  the  results  of  adequacy 
reviews  with  the  contractor.  If  one  or 
more  disclosures  are  considered  inade¬ 
quate,  solicit  the  contractor’s  oral  or 
written  reaction  for  inclusion  in  the  audit 
report.  Do  not  delay  issuing  the  report, 
however,  if  the  comments  are  not  provid¬ 
ed  in  sufficient  time  to  permit  their 
inclusion  by  the  established  report  due 
date. 

c.  Thoroughly  discuss  apparent  CAS 
noncompliances  with  the  contractor  to 
establish  that  the  audit  findings  are  based 


on  a  proper  understanding  of  the  issues 
and  that  all  pertinent  facts  have  been 
considered.  Do  not  state  that  the  auditor 
is  making  a  determination  of  noncompli¬ 
ance,  since  the  contracting  officer  makes 
this  determination.  Because  of  the  signifi¬ 
cance  and  complexity  of  CAS  compliance 
issues,  advise  the  contractor  in  writing  of 
any  instances  of  apparent  noncompliance 
that  will  be  reported  to  the  ACO.  The 
letter  should  solicit  the  contractor’s  spe¬ 
cific  comments  on  the  compliance  issues 
and  advise  that  the  comments  will  be 
included  in  the  audit  report  if  received  by 
a  specified  date. 

d.  Before  and/or  after  discussion  with 
the  contractor  on  either  an  adequacy  or 
compliance  review,  coordinate  the  find¬ 
ings  with  the  regional  office  and  the 
CAC/CHOA/GAC  as  appropriate  (see  8- 
302.5  &  6).  Apprise  the  ACO  of  noncom¬ 
pliance  matters  as  soon  as  practicable 
(see  8-302.4). 


DCAA  Contract  Audit  Manual 


January  1995 


413 

4-401^ 


4-400  Section  4  —  Audit  Working  Papers 


4-401  Introduction 

This  section  contains  general  guidance 
for  the  preparation,  format,  contents,  and 
filing  of  audit  work  papers,  whether  pre¬ 
pared  manually  or  throu^  the  use  of 
computers. 

4-402  General 

a.  Audit  working  papers  contain  infor¬ 
mation  from  accounting  and  statistical 
records,  personal  observations,  the  re¬ 
sults  of  interviews  and  inquiries,  and 
other  available  sources.  Audit  working 
papers  may  also  include  contract  briefs, 
copies  of  correspondence,  excerpts  from 
corporate  minutes,  o^nization  charts, 
copies  of  written  policies  and  procedures, 
and  other  substantiating  documentation. 
The  extent  and  arrangement  of  working 
papers  files  will  depend  to  a  large  mea¬ 
sure  on  the  nature  of  the  audit  assign¬ 
ment.  For  example,  an  audit  of  a  small 
terminated  contract  may  result  in  few 
working  papers;  an  audit  at  a  major 
contractor  where  a  resident  audit  office  is 
maintained  may  generate  a  voluminous 
working  papers  file. 

b.  The  preparation  of  working  papers 
assists  the  auditor  in  accomplishing  the 
objectives  of  an  audit  assignment.  Work¬ 
ing  pai^rs  serve  as  the  basis  for  the 
conclusions  in  the  audit  report;  provide  a 
record  of  the  work  done  for  use  as 
substantiating  data  in  negotiations,  ap¬ 
peals,  and  litigations;  provide  guidance 
for  subsequent  examinations;  and  serve 
as  a  basis  tor  the  review  and  evaluation  of 
the  work  performed. 

c.  Audit  working  papers  should  be 
prepared  at  the  time  audit  work  is  per¬ 
formed  and  maintained  on  a  current 
basis.  Working  papers  should  reflect  the 
process  of  the  audit,  ensure  continuity  of 
audit  effort,  and  permit  reassignment  of 
auditors  without  significant  loss  of  time. 

d.  Working  papers  should  be  relevant 
to  the  audit  assignment.  Files  should  not 
include  extraneous  pages.  Superseded 
working  papers  should  be  clearly  marked 
as  such  and  retained. 


e.  The  nature  of  working  papers  re¬ 
quires  that  proper  control  and  adequate 
safeguards  be  maintained  at  all  times. 
Working  papers  frequently  reflect  infor¬ 
mation  considered  confidential  by  the 
contractor,  marked  “For  Official  Use 
Only,”  or  classified  for  government  secu¬ 
rity  purposes. 

4-403  Format  and  Contents  of 
Working  Papers 

4-403.1  Format  of  Working  Papers 

a.  Standardization  in  type  of  paper  and 
folders,  binding,  filing,  design,  content, 
and  arrangement  of  work  papers  is  desir¬ 
able  because  it  facilitates  audit,  review, 
and  report  preparation.  A  master  index 
of  the  major  series  of  schedules  or  analy¬ 
ses  should  be  placed  in  a  prominent 
position  in  the  working  papers  file. 

b.  Conditions  and  circumstances  vary 
with  each  examination  and  it  is  not 
practicable  to  provide  uniform  instruc¬ 
tions  as  to  the  material  to  include  in  the 
work  papers.  This  requires  the  exercise  of 
professional  judgment.  A  constant  aware¬ 
ness  of  the  purpose  and  use  to  be  made  of 
working  papers  is  helpful  in  determining 
their  content. 

4-403.2  Contents  of  Working  Papers 

Except  as  noted  below,  each  working 
paper  should  contain  the  following  infor¬ 
mation: 

a.  Heading.  Head  each  working  paper 
with  the  name  of  the  contractor,  the 
assignment  number  and  a  title  or  descrip¬ 
tion.  In  most  cases,  a  good  title  or 
description  should  convey  the  purpose  of 
the  working  papers  (see  4-403.2.c).  When 
more  than  one  sheet  is  necessary  for  any 
single  analysis  or  schedule,  only  an  as¬ 
signment  number  is  needed  to  head  pages 
after  the  first  one.  Use  appropriate  abbre¬ 
viations  when  titles  and  descriptions  are 
long.  Position  the  descriptive  headings 
on  the  work  papers  uniformly. 

b.  Auditor’s  Name  and  Date.  The  audi¬ 
tor  who  prepares  or  completes  a  working 
paper,  should  place  his  or  her  initials  and 
the  month,  day,  and  year  the  work  was 
performed  or  completed  on  each  sheet.  If 
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the  auditor  verifies  a  multiple-page,  con¬ 
tractor-prepared  document  (e.g.,  bill  of 
material),  the  auditor  should  place  his  or 
her  initials  and  the  date  on  only  the  first 
page  of  such  document.  Initials  should  be 
identified  to  the  specific  auditor  in  a 
prominent  place  in  the  audit  file.  It  is  not 
necessary  for  supervisors  to  indicate  their 
review  and  approval  on  each  working 
paper.  Supervisory  guidance,  review,  and 
approval  must  be  evident  in  the  working 
papers,  however.  As  a  minimum,  to  indi¬ 
cate  final  review  and  approval  of  the 
work,  supervisors  should  initial  and  date 
the  lead  schedules,  the  top  page  of  the 
Summary  of  Results  of  Audit  section, 
and  the  top  page  of  the  draff  audit  report. 
Initialing  these  documents  is  evidence 
that  the  working  papers  have  been  re¬ 
viewed  to  the  extent  necessary  for  the 
supervisor  to  ensure  the  audit  objectives 
have  been  accomplished  and  there  is 
adequate  evidential  matter  to  support  the 
audit  findings.  In  addition,  the  supervi¬ 
sor  must  also  initial  the  DCAA  Form 
7640-20  as  an  endorsement  that  the  re¬ 
quirements  have  been  met. 

c.  Purpose.  State  the  purpose  on  each 
working  paper  or  the  first  page  of  a  group 
of  related  working  papers.  The  purpose 
should  usually  be  evident  from  the  con¬ 
tents  of  the  heading  of  the  page  (see  4- 
403.2a).  Do  not  write  a  duplicative  expla¬ 
nation  of  the  purpose  when  it  is  clearly 
evident  in  the  title  or  heading. 

d.  Scope  of  Analysis.  Explain  the  scope 
of  the  audit  work  performed  unless  ap¬ 
parent.  Include  appropriate  explanatory 
notes  when  the  scope  has  been  limited,  or 
unusually  expanded.  Explain  each  tick 
mark  or  symbol  used.  When  uniform  tick 
marks  are  used  throughout  the  audit, 
place  a  legend  at  the  beginning  of  the  file 
or  at  the  beginning  of  each  applicable 
section. 

e.  Source  of  Information.  Identify  the 
source  of  data  or  information  shown  on 
each  working  paper.  Note  that  general¬ 
ized  statements,  such  as  “contractor’s 
accounting  records,”  “permanent  file,” 
or  “John  Jones”  are  not  sufficient  identi¬ 
fication.  Sources  of  information  should 
be  explicit  (e.g.,  “contractor’s  general 
ledger  for  CFY  1990”  or  “oral  explana¬ 
tion  provided  by  John  Jones,  Chief  Ac¬ 
countant”). 
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f.  Cross-Reference.  Cross-reference  in¬ 
formation  or  amounts  having  a  direct 
relationship  to  other  working  papers  as 
they  are  prepared  by  placing  the  appro¬ 
priate  reference  on  each  related  item.  As 
a  minimum,  cross-reference  the  follow¬ 
ing: 

( 1 )  The  specific  items  in  the  draft  of  the 
audit  report  and  the  related  working 
papers. 

(2)  The  summary  schedules  and  their 
supporting  working  papers. 

O)  Interrelated  working  papers. 

(4)  The  audit  program  and  the  working 
papers  (see  3- 103d.  and  f). 

g.  Auditor’s  Conclusions  and  Recom¬ 
mendations.  State  the  conclusions  and 
recommendations  on  the  working  paper 
as  soon  as  a  determination  is  made.  For  a 
group  of  related  working  papers,  a  single 
conclusion  on  the  first  page  of  the  group 
is  acceptable. 

h.  Indexing.  Index  each  working  paper 
as  it  is  prepared. 

4-404  Agenda  Sheet 

In  the  course  of  the  assignment,  mat¬ 
ters  may  arise  which  are  not  settled 
immediately  either  because  the  informa¬ 
tion  is  not  available  or  the  auditor  wishes 
to  avoid  interrupting  the  work  at  hand. 
Develop  a  separate  agenda  sheet  or  “To 
Do”  sheet  listing  matters  for  further 
examination  as  the  audit  proceeds.  Be¬ 
fore  completion  of  the  audit,  review  and 
resolve  each  item  on  the  agenda  sheet. 
Items  which  may  be  placed  on  the  agenda 
sheet  include: 

a.  Differences  to  be  investigated. 

b.  Items  to  be  discussed  with  contrac¬ 
tor  personnel. 

c.  Additional  audit  steps  to  be  per¬ 
formed  after  preparation  of  an  analysis  or 
schedule. 

d.  Unavailable  contractor  records  to  be 
examined  later. 

e.  Follow-up  on  partially  completed 
transactions. 

f.  Items  requiring  discussion  with  or 
approval  of  the  contracting  officer  or 
technical  or  supervisory  personnel. 

4-405  Working  Papers  Files 

Working  papers  are  generally  classified 
into  two  categories:  the  permanent  file 
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and  the  current  Hie.  General  guidance  as 
to  the  contents  of  each  and  their  interre¬ 
lationship  is  presented  below. 

4-405.1  Permanent  File 

a.  The  permanent  file  on  each  contrac¬ 
tor  is  a  central  repository  of  information 
gathered  during  the  course  of  an  audit 
which  has  continuing  value  and  use  to 
subsequent  audits  expected  to  be  per¬ 
formed  at  the  same  contractor.  Perma¬ 
nent  files  are  useful  in  preparing  the  audit 
program  and  in  determining  the  appro¬ 
priate  scope  of  subsequent  audits.  They 
also  provide  ready  means  for  auditors  to 
become  familiar  with  the  contractor’s 
operations  and  any  existing  audit  prob¬ 
lems  or  contractor  system  weaknesses. 
While  summary  information  on  the  con¬ 
tractor's  organization,  financial  structure 
and  policies  and  procedures  may  some¬ 
times  be  included  in  permanent  files  for 
smaller  contractors,  such  information  on 
lar|e  contractors  with  continuing  audit 
activity  is  generally  maintained  in  the 
field  audit  office  at  a  central  reference 
library. 

b.  The  third  mandatory  annual  audit 
requirement  (MAAR)  is  to  maintain  and 
update  permanent  files  for  new  or 
changed  contractor  organizations,  opera¬ 
tions,  policies,  procedures,  internal  con¬ 
trols,  and  accounting  methods  that  influ¬ 
ence  the  nature,  level,  and  accounting 
treatment  of  costs  being  charged  or  to  be 
charged  to  government  contracts.  The 
purpose  of  this  mandatory  annual  audit 
requirement  is  to  ensure  that  any  of  the 
above  type  information  gleaned  from 
current  audit  work  is  summarized  or 
referenced  where  it  is  likely  to  have  a 
continuing  value  to  subsequent  audit 
work.  It  is  not  necessary  to  establish 
separate  audit  assignments  to  gather  or¬ 
ganizational  or  procedural  manual 
changes  and  to  file  such  information  in 
the  permanent  files  when  it  has  no  imme¬ 
diate  or  obvious  influence  on  future  audit 
assignments.  In  making  this  distinction 
between  what  is  needed  and  all  other 
information,  the  auditor  must  be  alert 
and  exercise  proper  judgment.  Addition¬ 
al  guidance  for  nonmajor  contractors  is 
in  G-302;  additional  guidance  for  major 
contractors  is  in  H-302. 


c.  Following  is  a  list  of  items  which 
would  logically  be  included  in  the  perma¬ 
nent  file  as  having  continuing  value  in 
future  audit  assignments; 

(1)  Internal  control  assessment  plan¬ 
ning  summary  sheets. 

(2)  Internal  control  questionnaires. 

(3)  MAARs  control  log. 

(4)  Disclosure  statement  and  revisions 
in  accordance  with  CAS  rules  and  regula¬ 
tions. 

(5)  CAS  compliance  control  schedules  I 
and  a  noncompliance  summary  schedule 
(through  FY  1991). 

(6)  FMIS  CAS  Compliance  Testing  I 
Report  By  Contractor  (After  FY  1991). 

(7)  FMIS  Noncompliance  Testing  Re-  I 
port  By  Contractor  (After  FY  1991). 

(8)  Defective  pricing  lead  sheets. 

(9)  Flowcharts,  record  layouts,  and  I 
EDP  audit  reports  on  accounting  systems 
for  government  contracts. 

d.  Maintain  the  permanent  file  in  a 
convenient,  accessible  manner.  Include 
steps  in  each  current  audit  to  identify 
information  of  the  type  described  above 
which  should  be  removed  from  the  cur¬ 
rent  file  and  placed  in  the  permanent  file. 
Annotate  the  current  audit  working  pa¬ 
pers  file  to  reference  any  information 
removed  for  retention  in  the  permanent 
file.  Auditors  using  the  permanent  file  in 
connection  with  a  current  audit  are  also 
expected  to  identify  permanent  file  infor¬ 
mation  which  is  outdated  or  no  longer 
considered  useful  for  future  assignments. 
Submit  recommendations  to  the  supervi¬ 
sory  auditor  for  removal  of  such  data 
from  the  permanent  file. 

e.  Auditors  often  refer  to  prior  current 
files  as  frequently  as  the  permanent  files. 
This  is  especially  true  with  indirect  cost 
audit  files  that  contain  audited  contract 
cost  information.  Accordingly,  where  the 
current  file  contains  information  that 
would  likely  be  useful  in  the  performance 
of  future  audits  and  it  is  not  practical  to 
transfer  the  data  to  a  separate  permanent 
file,  maintain  and  properly  reference  the 
current  file  as  part  of  the  permanent  file. 

4-405.2  Current  File 

a.  The  current  file  usually  consists  of 
working  papers  which  have  limited  use 
on  future  assignments.  DCAA  Forms 
7640- 19a,  b,  and  c  are  the  Agencywide 
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Working  Papers  Indexes  and  provide  a 
concise  summary  of  items  generally 
found  in  audit  working  papers. 

b.  Transfer  information  contained  in 
the  current  file  to  the  permanent  file  if 
there  is  anticipated  need  for  the  informa¬ 
tion  on  other  current  or  future  audits. 

c.  In  preparing  current  file  working 
papers,  do  not  unnecessarily  duplicate 
information  located  in  the  permanent 
file.  Frequently  the  most  expeditious 
method  is  to  reference  the  permanent  file 
data  to  the  current  file. 

d.  In  certain  situations  a  current  file 
may  become  part  or  all  of  the  permanent 
file;  see  4-405. l.e  and  G-302.2.C. 

4-406  Copies  of  Contractor  Data 

a.  When  considering  the  extent  of  the 
contractor’s  data  that  should  be  copied 
and  retained  in  the  working  papers  files, 
use  the  following  guidelines: 

(1)  Keep  copies  of  contractor  financial 
records  and  documents  to  the  minimum 
necessary  to  support  the  information 
obtained  and  the  conclusions  reached. 
Consider  the  continuing  availability  of 
source  documents  and  contract  data  re¬ 
tention  requirements  when  deciding 
whether  to  reference  or  reproduce  con¬ 
tractor  source  documents. 

(2)  Where  a  particularly  sensitive  or 
material  audit  conclusion  hinges  on  key 
source  documents  and  referencing  would 
not  provide  sufficient  evidence  of  the 
content,  include  copies  in  the  working 
papers.  This  same  consideration  applies 
when  the  audit  results  can  give  rise  to  a 
government  claim  against  the  contractor 
such  as  an  assertion  of  defective  pricing 
or  an  allegation  of  CAS  noncompliance. 
In  these  situations,  the  contractor  data 
should  be  retained  in  the  working  paper 
files  for  consideration  b^  the  contracting 
officer  in  his/her  decision  making  pro¬ 
cesses.  More  routine  audit  conclusions 
may  be  sufficiently  documented  by  refer¬ 
ence  and  extraction  of  pertinent  informa¬ 
tion. 

(3)  Recognize  contractor  concerns 
about  reproducing  copies  of  sensitive 
financial  or  other  operating  information. 
Instead  of  making  copies,  take  notes  or 
extracts  if  this  will  satisfy  the  government 
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contracting  officer  can  be  accomplished  I 
with  a  reasonable  expenditure  of  audit 
effort. 

b.  Reasonable  access  to  all  records  and 
corroborative  documentary  evidence  nec¬ 
essary  to  achieve  the  audit  objective  must 
be  provided  by  the  contractor.  If  the 
auditor  is  precluded  from  performing 
procedures  considered  necessary  and  ma¬ 
terial  in  the  circumstances,  including 
reproducing  contractor  records  and  docu¬ 
ments,  follow  the  access  to  records  guid¬ 
ance  in  1-504. 

4-407  Computer-Aided  Audit 
Applications  and  Working  Papers 
Preparation 

a.  A  computer-aided  audit  application 
is  any  audit  task  that  has  been  automated 
using  a  software  program.  Any  applica¬ 
tion  that  is  developed  must  be  tested 
before  it  is  used.  The  extent  and  type  of 
testing  should  be  based  on  the  complexity 
of  the  application  and  the  inherent  risk 
when  relying  on  the  results  generated. 

b.  Audit  applications  done  with  a  com¬ 
puter  must  fully  satisfy  the  requirements 
of  2-306a  and  4-402b.  Thus,  working 
papers  prepared  with  the  aid  of  a  com¬ 
puter  should  be  documented  in  the  same 
manner  as  those  prepared  manually. 
They  should  clearly  describe  the  data  and 
procedures  employed  in  the  computer 
application. 

c.  The  amount  of  documentation  will 
vary  depending  on  the  particular  comput¬ 
er  application  employed;  however,  the 
data  and  procedures  used  in  the  applica¬ 
tion  must  be  sufficiently  documented  and 
properly  retained  to  satisfy  the  require¬ 
ments  of  4-402b  and  to  facilitate  the  re¬ 
creation  of  the  application.  Examples  of 
matters  that  may  need  to  be  documented 
to  fully  explain  the  computer-aided  audit 
work  are  (1)  parts  of  the  computer  proce¬ 
dures  used  that  are  needed  to  understand 
and  validate  the  main  output  such  as 
formulas  used  in  spreadsheet-type  appli¬ 
cations  or  in  calculated  columns  of  tabu¬ 
lar  schedules,  (2)  detailed  schedules  sup¬ 
porting  summary  schedules,  and  (3)  the 
input  data  if  it  is  not  shown  in  the  output. 
Depending  on  the  application,  the  re¬ 
quired  documentation  may  be  in  the 


DCAA  Contract  Audit  Manual 


January  1995 


417 

1I4-407C. 


form  of  supplementary  printouts  from 
the  computer  application  program  or 
explanatory  annotations  by  the  auditor. 

d.  Proper  training,  planning,  and  test¬ 
ing  are  important  factors  in  ensuring  that 
computers  are  effectively  used  and  in 
minimizing  the  risk  of  generating  inaccu¬ 
rate  results.  However,  just  learning  about 
proper  design  methods  and  go<^  con¬ 
struction  techniques  in  developing  an 
audit  application  provides  no  guarantee 
that  the  results  will  be  error-free.  Ade¬ 
quate  control  features  need  to  be  identi¬ 
fied,  designed,  and  incorporated  into  the 
documentation,  data  entry,  processing, 
and  output  portions  of  an  audit  applica¬ 
tion.  For  example,  the  following  control 
procedures  could  be  used  for  spreadsheet 
applications,  where  appropriate; 

(1)  Print  a  listing  of  the  formulas  and 
relationships. 

(2)  Attach  instructions  and  identifica¬ 
tion  data  with  the  spreadsheet  applica¬ 
tion. 

(3)  Create  back  up  files. 


(4)  Use  the  lock  formulas  command  to 
protect  formulas  and  overall  structure. 

(5)  Use  record  counts,  data  totals,  hash 
totals,  or  other  control  totals. 

(6)  Calculate  key  balances  using  two 
alternative  methods  and  then  compare 
the  results  to  make  sure  they  are  equal. 

(7)  Use  range  and  reasonableness  check 
numbers  to  confirm  totals. 

(8)  Run  test  data  and  review  the  output 
for  accuracy. 

e.  Store  the  data  supporting  a  comput¬ 
er-aided  audit  application  on  reliable 
computer  media  (e.g.,  floppy  disk,  mag¬ 
netic  tape,  etc.)  labeled  with  the  appro¬ 
priate  au-  dit  assignment  number.  Take 
necessary  precautions  to  adequately  store 
and  protect  the  electronic  files. 

f.  Su^rvisory  review  to  ensure  compli¬ 
ance  with  the  auditing  standards  applies 
to  computer-aided  audit  applications  just 
as  it  applies  to  any  other  type  audit 
application.  The  reviewer  must  evaluate 
each  application  based  upon  its  objec¬ 
tives  and  the  relative  sensitivity  of  the 
audit  conclusions. 
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4-500  Section  5  —  Using  EDP  in  Contract  Auditing 


4-501  Introduction 

a.  This  section  describes  ways  that 
EDP  can  assist  in  review  and  audit  of 
contract  costs  being  estimated  and/or 
incurred  by  contractors,  and  ways  avail¬ 
able  to  obtain  EDP  audit  assistance.  It 
includes  policy  and  procedural  guidelines 
for: 

(1)  Encouraging  contractor  applica¬ 
tions  that  ease  the  contract  audit  process. 

(2)  Using  contractor  EDP  for  contract 
audit  purposes. 

(3)  Using  the  DCAA  computer  system 
and  software  for  technical  audit  applica¬ 
tions. 

b.  Sections  C-100,  C-200,  C-300  con¬ 
tain  the  general  background  and  orienta¬ 
tion  material  on  EDP  systems  and  related 
terminology  (including  EDP  audit  trail 
requirements).  More  specific  guidance  on 
contract  audit  objectives  related  to  EDP 
includes: 

(1)  Evaluating  EDP  internal  account¬ 
ing  and  administrative  controls  (C-300). 

(2)  Determining  the  acceptability  of 
EDP  costs  proposed  or  incurred  (7-102, 
7-103,  7-200,  and  C-400). 

(3)  Auditing  the  acceptability  of  other 
contract  costs  processed  by  EDP  systems 
(C-300). 

(4)  Reviewing  the  economy  and  effi¬ 
ciency  of  contractor  EDP  operations  (C- 
400). 

(5)  Performing  economy  and  efficiency 
reviews  of  other  contractor  operations 
that  rely  on  EDP  applications  (DCAAP 
7641.73). 

(6)  Reviewing  the  design  and  develop¬ 
ment  of  new  contractor  EDP  systems  and 
significant  system  modifications  (C-SOO). 

4-502  Policy  on  Use  of  EDP 

4-502.1  General  Criteria  for  Using  EDP 

a.  Computers  are  capable  of  doing 
many  audit  tasks,  and  E)CAA  strives  to 
take  full  advantage  of  these  capabilities. 
The  growing  cost  and  scarcity  of  auditor 
time,  coupled  with  increasing  economy 
and  efficiency  of  EDP,  make  the  choice 
of  EDP  audit  assistance  increasingly  cost- 
effective. 


b.  Using  EDP  in  auditing  involves  both 
(1)  supplementary  processing  of  data  that 
has  been  processed  by  the  EDP  system 
and  (2)  EDP  processing  of  data  intro¬ 
duced  from  non-EDP  sources.  It  also 
includes  obtaining  EDP  application 
changes  that  will  ease  audit  work  related 
to  the  application  (beyond  the  minimum 
requirements  for  internal  control). 

c.  EDP  resources  usually  available  to 
DCAA  auditors  include  any  computer 
system  and  software  from  ( 1)  the  contrac¬ 
tor  which  has  submitted  the  data,  (2) 
DCAA  regional  and  field  audit  office, 
and  (3)  the  Technical  Services  Center 
(TSC)  (i.e.,  purchased  software  or  Agen- 
cy/TSC  developed  software).  If  the  data 
is  written,  copied,  unload,  or  dumped  to 
tape  (a  sequential  or  flat  file  format),  it 
can  be  accessed  by  DATATRAK  III  or 
any  one  of  a  number  of  other  data 
manipulation  software  tools.  Due  to  the 
transportability  of  data,  processing  can 
take  place  at  the  contractor  site  or  at  any 
other  processing  site  available  to  DCAA. 
Assistance  in  requesting  and  obtaining 
contractor  data  is  available  from  regional 
and  TSC  computer  specialists.  In  some 
cases,  DCAA  will  also  have  the  option  to 
lease  or  purchase  computer  resources  and 
services  (commercially  or  from  other 
government  agencies)  to  meet  field  audit 
needs. 

d.  Documents  used  to  enter  informa¬ 
tion  into  the  computer  for  processing, 
certain  computer  files,  or  other  evidential 
matter  required  by  the  auditor  may  exist 
only  for  a  short  period  or  only  in  comput¬ 
er-readable  form.  In  some  computer  sys¬ 
tems,  input  documents  may  not  exist  at 
all  because  information  is  directly  en¬ 
tered  into  the  system.  A  contractor’s  data 
retention  policies  may  require  the  auditor 
to  request  retention  of  some  information 
for  his/her  review  or  to  perform  audit 
procedures  when  the  information  is 
available.  In  addition,  certain  informa¬ 
tion  generated  by  the  computer  for  man¬ 
agement’s  internal  purposes  may  be  use¬ 
ful  in  performing  analytical  tests  (e.g., 
system  management  facilities  and  statis¬ 
tical  analysis  system  data). 
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e.  Consider  using  computer-assisted 
audit  techniques  to  increase  the  efllcien- 
cy  of  performing  audit  procedures.  Using 
computer-assisted  audit  techniques  may 
also  provide  an  opportunity  to  apply 
certain  procedures  to  an  entire  popula¬ 
tion  of  accounts  or  transactions  rather 
than  sampling.  In  addition,  in  some  ac¬ 
counting  systems,  it  may  be  difficult  or 
impossible  for  the  auditor  to  analyze 
certain  data  or  test  specific  control  proce¬ 
dures  without  computer  assistance. 

4-502.2  EDP  for  Mobile  and  Resident 
Audits 

The  most  extensive  audit  usage  of 
EDP,  especially  the  use  of  contractor 
EDP,  will  be  at  major  contractor  loca¬ 
tions.  Mobile  auditors,  however,  should 
also  consider  carefully  the  possible  bene¬ 
fits  of  EDP  assistance,  especially  at  loca¬ 
tions  where  there  are  recurring  audits  or 
time-consuming  special  audit  require¬ 
ments.  Furthermore,  other  resources 
(such  as  TSC  developed  software)  are 
increasingly  available  for  cost-effective 
use  in  contract  audit  assignments  per¬ 
formed  on  a  mobile  basis  (see  4-508). 

4-502.3  Use  of  Contractor  EDP 

a.  With  some  EDP  applications,  access 
to  contractor  EDP  systems  and  data  may 
be  clearly  essential  for  proper  audit  of 
costs  incurred  or  proposed.  (Audit  in¬ 
cludes  evaluation  of  internal  accounting 
and  administrative  controls.)  In  all  other 
cases,  requests  for  special  EDP  audit 
assistance  by  the  contractor  should  be 
confined  to  those  which  are  cost-effective 
for  meeting  contract  audit  requirements. 

b.  Consider  using  reports  or  other 
records  which  are  otherwise  available 
before  requesting  special  EDP  reports. 
This  requires  knowledge  of  the  usefulness 
of  available  contractor  EDP  output. 
When  possible,  meet  audit  needs  through 
adjustments  to  normally  scheduled  con¬ 
tractor  computer  runs  rather  than  by 
special  runs  solely  for  contract  audit 
purposes.  Be  receptive  to  suggestions  of 
the  contractor’s  systems  analysts  and 
programmers,  so  long  as  audit  objectives 
are  achieved. 

c.  In  many  applications  the  value  of  the 
audit  benefit  received  will  far  exceed  the 
net  cost  to  the  contractor.  Often  minor 


added  EDP  costs  are  more  than  justified 
by  benefits  accruing  to  the  contractor, 
such  as  accelerated  cash  flow  resulting 
from  timely  processing  of  progress  pay¬ 
ment  requests  or  public  vouchers,  greater 
assurance  of  the  accuracy  of  records,  and 
reduced  administrative  support  to  con¬ 
tract  audit  requirements.  Sample  selec¬ 
tions,  cost  reconciliations,  and  special 
analyses  requested  by  the  auditor  often 
save  the  contractor  other  significant  au¬ 
dit  support  efforts;  and  the  audit  data  can 
often  be  used  by  the  contractor’s  operat¬ 
ing  personnel  to  improve  performance  of 
their  assigned  tasks. 

4-502.4  EDP  Cooperation  with  Internal 
and  Independent  Auditors 

Obtaining  cooperation  from  the  con¬ 
tractor’s  internal  audit  staff  and/or  inde¬ 
pendent  auditors  can  facilitate  the  use  of 
EDP  in  auditing  contract  costs.  These 
groups  normally  perform  reviews  of  the 
company’s  EDP  systems  and  the  data 
processed  thereby.  They  may  often  be 
aware  of  computer  listings  and/or  general 
purpose  computer  programs  within  the 
system  which  will  provide  the  specific 
information  needed  by  the  auditor.  Ob¬ 
tain  and  use  this  assistance  following  the 
guidelines  in  4-202  and  4-10(X). 

4-503  Organizational  Support  of 
EDP  Audit  Applications 

DCAA  maintains  a  complete  network 
of  FAO,  regional,  and  Headquarters  re¬ 
sources  to  help  the  field  auditor  deter¬ 
mine  the  feasibility  of  EDP  audit  applica¬ 
tions  and  implement  those  that  are  ap¬ 
propriate.  (These  resources  are,  for  the 
most  part,  the  same  as  are  available  to 
assist  the  field  auditor  plan  and/or  per¬ 
form  the  types  of  reviews  noted  in  4- 
501b.) 

4-503.1  FAO  EDP  Auditors 

Where  needed,  auditors  are  appointed 
by  FAO  managers  to  serve  as  focal  points 
for  EDP  activities  within  the  FAO.  These 
auditors  are  given  specialized  EDP  train¬ 
ing  and  provide  local  EDP  audit  assis¬ 
tance  during  surveys,  evaluations,  and 
audits  of  contractor  EDP  systems. 
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4-503.2  Regional  EDP  Auditors  and 
Computer  Specialists 

One  or  more  auditors  in  the  regional 
special  programs  ofUces  are  responsible 
for  coordinating  the  overall  implementa¬ 
tion  of  EDP  policy  and  programs  within 
the  regions.  These  auditors  monitor  FAO 
EDP  audit  programs  and  provide  techni¬ 
cal  guidance  and  assistance  in  EDP  relat¬ 
ed  audit  activity.  Computer  specialists 
assigned  to  regional  offices  provide  the 
same  type  of  EDP  guidance  and  support 
to  the  regions  as  the  EDP  Branch  of  the 
Technical  Services  Center  provides  (see 
4-503.5). 

4-503.3  EDP  Training 

DCAA’s  general  auditor  training  and 
career  development  plan  includes  courses 
designed  to  provide  a  basic  understand¬ 
ing  of  EDP  and  the  audit  concerns  associ¬ 
ated  with  the  EDP  environment.  The 
courses  are  offered  through  the  Defense 
Contract  Audit  Institute  (DCAI).  The 
more  specialized  EDP  courses,  offered 
through  both  government  and  nongov¬ 
ernment  sources,  are  available  on  an  as- 
required  basis  and  are  usually  provided 
to  FAO  and  regional  EDP  auditors. 

4-503.4  Computer  Assisted  Audit 
Techniques  Branch 

The  Computer  Assisted  Audit  Tech¬ 
niques  (CAATS)  Branch  of  the  Technical 
Services  Center  provides  EDP  guidance 
and  assistance  for  computer-assisted  au¬ 
dit  applications  using  DCAA  DIIS  soft¬ 
ware  or  similar  computer  programs.  In 
addition,  CAATS  is  res|X)nsible  for  coor¬ 
dination  and  control  of  computer  pro¬ 
gram  development  to  ensure  adequate 
dissemination  of  new  and/or  refined 
computer  audit  techniques  to  Field  offices 
and  to  avoid  duplicate  effort. 

4-503.5  EDP  Branch 

a.  The  EDP  Branch  of  the  Technical 
Services  Center  provides  EDP  technical 
guidance,  support,  and  assistance  in  all 
aspwts  of  mainframe  computer  related 
audits  including  automated  information 
access,  retrieval,  displaying,  and  report¬ 
ing;  capacity  planning;  computer  perfor¬ 
mance  evaluation;  and  system  tuning. 
The  EDP  Branch  also  provides  direction 


and  assistance  in  using  generalized  data 
management  and  data  manipulation  soft¬ 
ware  packages  (both  commercially  avail¬ 
able  and  TSC  developed)  such  as  SAS, 
TSO/ISPF,  IBM  Utilities  and  JCL,  ROS- 
COE,  EZ-TRIEVE,  File-Aid,  DATAT- 
RAK,  and  D-NET.  Additionally,  this 
branch  will  design  and  write  special-pur¬ 
pose  mainframe  COBAL  programs  on 
request. 

b.  The  EDP  Branch  also  coordinates 
and  controls  use  of  the  DCAA/TSC  ma¬ 
inframe  computer  system  located  at  the 
Technical  Services  Center. 

4-503.6  Special  Programs  Branch 

The  Special  Programs  Branch  of  the 
Technical  Services  Center  provides  guid¬ 
ance  and  assistance  for  applications  in¬ 
volving  E-Z-()uant  (DCAAP  7641.91), 
PC  Cost  Analyzer  (DCAAP  7641.74), 
Flexible  Progress  Payments-CASH  Mod¬ 
el  (9-1406),  Lease  versus  Purchase  Analy¬ 
sis  (LVPA)  (7-200),  and  Financial  Ac¬ 
counting  Standard  Board  (FASB)  State¬ 
ment  1 3  (7-203. 1 ).  In  addition  the  branch 
provides  onsite  and  written  directions  for 
complex  applications  of  statistical  sam¬ 
pling  (Appendix  B),  correlation  analysis 
(Appendix  E),  and  improvement  curves 
(Appendix  F).  Also  provided  is  data 
needed  for  LVPAs  of  computer  equip¬ 
ment  such  as  residual  values,  market 
values,  and  list  prices. 

4-504  Generalized  Audit  Software  on 
Contractor  EDP 

4-504.1  Overview  of  Generalized  Data 
Retrieval  Software 

a.  Generalized  software  can  provide  a 
convenient  and  cost-effective  means  to 
select,  sort,  and  list  contractor  data 
stored  on  EDP  media,  without  the  need 
to  develop  unique  computer  programs 
for  each  data  retrieval.  The  concept  of 
generalized  software  covers  a  wide  range 
of  generalization-from  the  broadest-pur- 
pose  operating  system  utilities,  to  special¬ 
ly-designed  inquiry  programs  used  only 
with  a  single  application  data  base  such 
as  one  contractor’s  production  control 
system.  Retrieval  packages  that  have 
bran  spraifically  designed  for  (1)  audit 
applications  or  (2)  contractor-peculiar 
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data  base  applications  will  usually  best 
serve  our  needs.  However,  contractors 
may  use  either  more  specialized  or  more 
generalized  programs  to  support  contract 
audit  requirements  for  EDP  data. 

b.  As  a  minimum,  audit  software  pack¬ 
ages  will  permit  selection  of  EDP  records 
randomly  as  well  as  by  other,  nonstatisti- 
cal  decision  criteria  applied  to  each  rec¬ 
ord  processed.  Minimum  program  fea¬ 
tures  for  contract  audit  needs  include 
stratified  sampling  and  dollar  unit  sam¬ 
pling  (see  Appendix  B). 

c.  Some  of  the  more  sophisticated  EDP 
audit  packages  permit  selections  based  on 
data  relationships  between  successive 
records  and  comparisons  among  data  in 
multiple  files.  This  may  include  use  of 
data  files  input  by  the  auditor;  for  exam¬ 
ple,  using  a  generalized  EDP  program  to 
track  labor  charges  to  sensitive  accounts. 
As  a  general  rule,  including  more  power¬ 
ful  software  capabilities  reduces  the  ease 
of  using  the  most  commonly  needed 
features. 

I  4-504.2  DCAA  Data  Retrieval  on 
Contractor  EDP  (DATATRAK) 

DATATRAK  is  a  generalized  software 
package  which  is  installed  on  contractors’ 
systems  to  retrieve,  sort,  and  summarize 
large  volumes  of  data.  Input  data  must  be 
in  a  sequential  file  format.  Specific  oper¬ 
ational  guidance  is  in  DCAAP  7641.89. 
Information  necessary  to  run  the  pro¬ 
gram  is  supplied  by  the  auditor  and  input 

I  to  the  program  at  execution  time.  Addi¬ 
tionally,  DATATRAK  3PC  is  available 
for  use  on  the  microcomputer. 

I  4-504.3  DCAA  Computer  Performance 
Evaluation  (CPE)  on  Contractor  EDP 

System  Evaluation  Software  (SES)  is  a 
computer  software  package  developed  by 
DCi^  to  perform  an  analysis  of  a  con¬ 
tractor’s  computer  performance  data. 
SES  is  used  to  validate  contractor  provid¬ 
ed  information.  This  validation  is  one  of 
the  tools  auditors  use  in  the  verification 
of  the  contractor’s  system  of  internal 
controls.  After  the  package  is  installed  on 
the  contractor’s  system,  performance 
data  tapes  are  read  by  SES  and  reports 
are  generated  which  assist  the  auditor  in 
determining  the  system’s  level  of  perfor¬ 
mance  efficiency.  Technical  assistance  by 


a  computer  specialist  may  be  required 
and  can  be  obtained  from  the  Regional 
Office  or  the  EDP  Branch  of  the  Techni¬ 
cal  Services  Center. 

4-504.4  DCAA  Netting  Evaluation  I 

Technique  (D-NET) 

D-NET  is  a  generalized  software  pack¬ 
age  which  is  installed  on  a  contractor’s 
computer  system  to  analyze  and  evaluate 
the  appropriateness  of  the  various  factors 
used  by  the  contractor’s  MRP  II/MMAS 
system  to  stock,  order,  cost,  assign,  trans¬ 
fer,  expend,  and  scrap  material  resource 
assets.  Parameters  required  to  run  the 
program  are  supplied  by  the  auditor  or 
computer  specialist  at  program  execution 
time  (see  6-308).  I 

4-504.5  Using  Non-DCAA  Audit  I 

Software 

a.  General-purpose  computer  programs 
are  commonly  used  by  contractors’  inter¬ 
nal  and  independent  auditors  to  sample 
and  analyze  electronic  data.  Such  pack¬ 
ages  are  available  from  computer  manu¬ 
facturers,  service  companies,  and  soft¬ 
ware  vendors.  A  number  of  public  ac¬ 
counting  firms,  the  Internal  Revenue 
Service,  and  other  Federal  agencies  also 
have  developed  or  adopted  programs 
oriented  specifically  toward  audit  re¬ 
quirements. 

b.  The  contractor  may  choose  to  use  a 
program  of  this  type,  available  on  its 
system,  to  support  contract  audit  data 
requirements.  This  may  be  appropriate, 
for  example,  where  a  requirement  would 
exceed  the  capabilities  of  DATATRAK 
and  other  data  retrieval  software.  You  I 
may  need  to  consult  with  an  EDP  special¬ 
ist  concerning  the  validity  of  a  particular 
program  and  ways  to  maintain  audit 
control  over  program  execution. 

4-505  Exceprion  Analysis  on 
Contractor  EDP 

a.  As  a  basic  feature  of  both  internal 
accounting  control  and  administrative 
control,  the  contractor  should  routinely 
use  its  EDP  system  to  identify  any  unusu¬ 
al  or  sensitive  transactions  and  condi¬ 
tions  reflected  in  data  being  processed. 
Following  the  principle  of  management 
by  exception,  some  contractors  also  pro- 
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gram  their  EDP  systems  to  identify  sig¬ 
nificant  deviations  from  expected  cost 
and  performance  results  such  as  stan¬ 
dards,  production  targets,  budgets, 
C/SCSC  cost  and  time  milestones,  etc. 
Much  of  this  routine  contractor  excei> 
tion  data  will  also  serve  contract  audit 
requirements. 

b.  Review  available  contractor  excep¬ 
tion  data  before  starting  extensive  manu¬ 
al  audit  procedures  or  designing  tailor- 
made  EDP  audit  programs.  Exceptionally 
large  entries,  missing  document  numbers, 
and  credits  to  cost  accounts  are  a  few  of 
the  data  items  which  the  auditor  may 
need  to  have  identified  by  the  contrac¬ 
tor’s  EDP  equipment.  Such  outputs  will 
normally  be  readily  available  as  basic 
records  m  a  well-designed  EDP  system.  If 
not,  make  appropriate  recommendations 
for  contractor  system  improvements  (14- 
502). 

c.  In  areas  of  special  government  con¬ 
cern,  however,  it  may  be  appropriate  for 
the  contract  auditor  to  obtain  output 
listings  and  analyses  not  routinely  pre¬ 
pared  by  the  contractor  for  its  own  pur¬ 
poses  (4-506). 

4-506  Special  Audit  Analyses  on 
Contractor  EDP 

a.  The  electronic  processing  of  certain 
sensitive  contract  costs  may  require  non¬ 
routine  computer  output  for  contract 
audit  review  purposes.  Examples  include 
entries  which: 

( 1 )  Have  been  found  to  include  signifi¬ 
cant  amounts  of  sensitive  contract  costs. 

(2)  Have  been  found  to  require  exten¬ 
ded  compliance  and/or  substantive  test¬ 
ing  as  a  result  of  current  findings  in  other 
audit  steps. 

(3)  Must  be  accessed  for  follow-through 
audit  steps  such  as  to  compare  system 
output  with  the  results  of  physical  obser¬ 
vations  or  other  audit  tests  (tor  example, 
floor  checks  of  specific  departments  or 
inventory  counts  of  specific  items). 

b.  As  suggested  by  the  examples  given, 
such  requirements  may  be  relatively  stan¬ 
dard  from  period  to  period,  or  may  be 
nonrecurring  in  details  but  standard  in 
general  form. 

c.  Where  warranted  by  the  frequency  of 
such  audit  requirements,  make  local 


working  arrangements  for  the  contractor 
to  handle  them.  Regular  use  of  general¬ 
ized  software,  including  DATATRAK 
and  other  data  retrieval  programs  (4-504) 
and  coordination  with  external  and  inter¬ 
nal  auditors  (4-502.4),  should  expedite 
contractor  response  to  such  require¬ 
ments. 

4-507  Computer-Assisted  Audit 
Summarization  and  Schedule 
Preparation 

A  significant  portion  of  required  con¬ 
tract  audit  effort  is  preparing  summary 
working  papers,  verifying  extensions  and 
footings  in  contractor  cost  submissions, 
and  developing  audit  report  exhibits  and 
schedules.  There  are  several  software 
packages  available  on  the  DCAA  DIIS 
subsystem  which  perform  spreadsheet 
analyses,  working  papers  preparation, 
and  word  processing. 

4-508  Using  EDP  for  Supplemental 
Analysis 

Use  of  computers  in  mathematical  ap¬ 
plications  decreases  the  opportunity  for 
human  error  and  eliminates  the  time- 
consuming  process  of  performing  the 
calculations  manually,  leaving  more  time 
available  for  audit  work.  Computers  can 
much  more  efficiently  perform  the  math¬ 
ematical  computations  required  in  evalu¬ 
ating  statistical  samples,  graphic  and 
computational  analysis,  and  improve¬ 
ment  curve  analysis.  DCAAP  7641.91, 
and  Appendixes  B,  E,  and  F  describe  the 
use  of  the  E-Z-Quant  DIIS  software  pro¬ 
grams  to  perform  such  tasks  as  the  gener¬ 
ation  of  random  numbers  within  speci¬ 
fied  ranges,  determination  of  sample 
sizes,  appraisal  of  sampling  results,  and 
fitting  of  improvement  curves  and  other 
regression  equations  to  data.  In  addition, 
software  is  available  to  compute  burden 
allocations,  calculate  moving  averages, 
appraise  work  sampling  results,  and  de¬ 
termine  the  cost  effect  of  lease-vs.-buy 
decisions. 

4-509  Encouraging  Contractor  EDP 
Applications  to  R^uce  Contract 
Audit  Impact 

a.  EDP  applications  to  satisfy  audit 
requirements  are  in  many  instances  also 
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useful  to  the  contractor  for  planning, 
controlling,  and  decisionmaking.  There¬ 
fore,  the  contractor  will  frequently  write 
computer  programs  for  its  own  use  or 
prepare  a  program  for  installation  on  the 
suggestion  of  the  contract  auditor,  if  the 
application  has  internal  use  or  significant 
benefit  to  the  contractor  (see  4-502. 3c.). 
An  easily  identifiable  contractor  benefit 
may  be  the  time  saved  through  a  signifi¬ 
cant  reduction  in  administrative  support 
to  the  auditors. 

b.  In  other  situations,  data  required  by 
audit  may  be  the  normal  by-product  of  a 
well-designed  contractor  computer  sys¬ 
tem.  In  such  instances,  do  not  hesitate  to 
make  appropriate  recommendations  for 
contractor  system  improvements. 

c.  Subsequent  paragraphs  of  this  sec¬ 
tion  provide  examples  of  contractor  EDP 
applications  to  reduce  the  impact  of 
contract  auditing. 

4-509.1  Reconciliation  of  Contract  Cost 
Representations  to  Cost  Records 

a.  Public  vouchers,  requests  for  prog¬ 
ress  payments,  contract  closing  propos¬ 
als,  and  related  cost  statements  submit¬ 
ted  by  contractors  do  not  normally  reflect 
contract  costs  as  recorded  in  the  basic 
accounting  records.  Normal  reconciling 
items  include  both  timing  differences  and 
permanent  differences  such  as: 

(1)  Cost  exclusions  required  by  con¬ 
tract  terms;  for  example,  unallowable 
costs. 

(2)  Accrued  costs  that  must  be  paid 
before  submission  for  reimbursement,  or 
before  inclusion  in  progress  payment 
requests. 

(3)  Withholdings,  costs  in  excess  of 
ceilings,  etc. 

(4)  Approved  indirect  cost  billing  rates 
that  differ  from  the  contractor’s  current 
applied  rates. 


officer  approval  (may  include  certain 
levels  or  types  of  purchases,  overtime, 
etc.). 

b.  A  well-designed  EDP  billing  applica¬ 
tion  can  save  both  the  contractor  and 
auditor  valuable  time.  Time-consuming 
and  error-prone  manual  adjustments  can 
be  reduced,  along  with  extra  work  and 
delays  caused  by  incomplete  or  unclear 
reconciliations  by  contractor  personnel. 
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System  objectives,  from  the  contractor’s 
viewpoint,  may  include: 

(1)  To  increase  control  over  the  accura¬ 
cy  and  completeness  of  government  con¬ 
tract  cost  billings  and  related  general 
ledger  accounts.  This  includes  optimal 
billings  of  contract  withholdings. 

(2)  To  reduce  manual  billing  effort, 
including  time  spent  resolving  questions 
with  government  representatives. 

(3)  To  accelerate  the  billing  cycle,  pos¬ 
sibly  improving  cash  flow  if  delayed 
billings  are  a  factor. 

(4)  To  simplify  preparation  of  final 
contract  cost  statement  reconciliations. 

c.  Key  features  of  an  effective  EDP 
billing  system  are  outlined  below.  (The 
description  is  oriented  toward  separate 
file  processing,  but  the  features  can  also 
be  inco^orated  into  an  integrated  cost 
accounting  data  base  system.) 

(1)  For  each  billing  period,  the  appro¬ 
priate  summary  of  direct  cost  input  by 
billable  order  is  automatically  posted 
from  cost  ledger  input  files  to  the  billing 
ledger  file.  (The  term  “order”  includes  a 
contract  or  subcontract,  or  separate  task 
orders,  etc.,  which  must  be  billed  sepa¬ 
rately.)  At  this  point,  any  potentially 
nonbillable  direct  costs  should,  when 
possible,  be  automatically  coded  as  such 
in  the  billing  ledger  data  based  on  pro¬ 
grammed  criteria  applied  to  cost  ledger 
source  codes.  This  would  include  unpaid 
accrued  costs,  and  costs  subject  to  special 
approval  requirements  or  other  contract 
limits. 

(2)  The  billing  system  also  provides  for 
input  to  segregate  any  nonbillable  direct 
costs  that  cannot  be  identified  by  the 
program  and  to  move  costs  to  the  billable 
category  when/if  required  conditions 
have  been  met.  For  example,  another 

input  may  be  needed  when  subcontract 

_ 


withholding  requirements,  etc.,  are  also 
input  and  used  to  control  total  cumula¬ 
tive  billings  by  order. 

(3)  Billable  and  nonbillable  direct  cost 
input  is  separately  accumulated  by  indi¬ 
rect  cost  base  by  fiscal  year,  for  each 
order.  “Non-burden-bearing”  and/or 
“special-burden-bearing”  costs  fall  into 
one  or  more  separate  categories  by  fiscal 
year  by  order. 
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(4)  Two  sets  of  indirect  cost  rates  by 
fiscal  year  (currently  applied  in  cost  led¬ 
gers  and  currently  billable)  are  input  to 
the  billing  system  whenever  they  change. 
The  system  applies  billable  indirect  rates 
to  appropriate  base  costs  to  provide  cur¬ 
rent  billable  costs  by  order.  The  effects  of 
base  and  rate  adjustment:  for  each  year 
are  separately  identified. 

(5)  The  system  records  billings  actually 
submitted  so  current  net  billable  costs  by 
order  are  always  known.  Negative  bal¬ 
ances  produce  automatic  credit  billings 
or  other  needed  exception  output.  (The 
contractor  may  also  choose  to  track  the 
receipt  of  contract  payments  in  the  same 
system.) 

(6)  With  the  data  available,  the  system 
can  readily  provide  any  needed  reconcili¬ 
ations  and  exception  reports  by  order,  by 
fiscal  year,  and  at  the  total  system  control 
level.  Final  contract  cost  statement  rec¬ 
onciliations  may  also  be  produced  auto¬ 
matically. 

4-509.2  Segregation  and  Control  of  Data 
Rejections,  Corrections,  and  Adjustments 

a.  Sound  accounting  control  over  con¬ 
tract  costs  should  include  procedures  to 
identify  and  appraise  the  nature  and 
extent  of  data  rejected  by  the  EDP  edits, 
and  adjustments  and  corrections  made  to 
data  processed  through  the  EDP  system. 
Continuous  review  should  ensure  that  all 


rejected  data  is  promptly  reintroduced 
and  that  adjustments  and  corrections  are 
adequately  supported  and  authorized.  A 
well-designed  EDP  system  with  built-in 
controls  over  rejected  data  adjustments, 
and  corrections  can  save  time  for  both 
the  contractor  and  DCAA. 

b.  One  souii-  technique  for  sensitive 
data  files  is  to  have  the  EDP  system  date 
and  serially  number  each  rejected  trans¬ 
action,  store  a  copy  in  a  suspense  file,  and 
automatically  track  tiiat  each  one  is  re¬ 
submitted.  With  a  suspense  file  system, 
internal  control  listings  can  compare  re¬ 
jected  and  resubmitted  entries.  Periodic 
exception  reports  should  flag  excessive 
time  lags  in  processing  corrections  and 
specific  departments  or  cost  areas  that 
cause  excessive  rejections. 

c.  Some  contractor  systems  intermingle 
normal  EDP  input  entries  with  correc¬ 
tions  and  adjustments.  Such  a  system 
design  cieates  a  large  and  unnecessary 
burden  for  other  internal  control  and 
audit  procedures.  The  computer  can  be 
used  to  segregate  adjustments  and  correc¬ 
tions  quite  easily  through  use  of  separate 
identification  codes  in  the  transaction 
entries.  Appropriate  programs  can  then 
make  needed  analyses  of  all  transactions 
that  alter  data  previously  processed.  Also, 
special  exception  reports  can  readily  alert 
management  and  internal  auditors  to 
unusual  cost  adjustment  activity. 
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4-600  Section  6 

4-601  Introduction 

This  section  states  the  procedures  for 
audit  sampling  on  a  jud^ental  or  statis¬ 
tical  basis.  Detailed  guidance  is  in  Ap¬ 
pendix  B,  Statistical  Sampling  Tech¬ 
niques. 

4-602  Sampling 

Audit  sampling  can  be  classified  into 
the  two  main  categories  of  estimation 
I  and  acceptance  sampling.  The  sampling 
I  method  used  depends  on  desired  audit 
objectives. 

a.  Estimation  sampling  provides  an 
answer  to  the  question  of  either  how 
many  or  how  much,  and  can  be  further 
classified  into  sampling  for  attributes  and 
sampling  for  variables.  The  purpose  of 
attributes  estimation  sampling  is  to  esti¬ 
mate  the  frequency  with  which  items  fall 
into  certain  categories  (how  many),  such 
as  compliance  with  internal  controls.  The 
purpose  of  variables  estimation  sampling 
is  to  provide  an  estimate  of  average  or 
total  value  (how  much),  such  as  the  total 
questioned  amount  in  a  bill  of  materials. 
Estimation  sampling  provides  a  point 
estimate  of  the  actual  frequency  (in  at¬ 
tributes  sampling)  or  value  (in  variables 
sampling)  that  exists  in  the  universe  or 
stratum.  It  also  enables  the  auditor  to 
assess  the  sample’s  reliability,  or  how 
much  reliance  to  place  on  the  point 
estimate.  This  feature,  consisting  of  an 
estimate  of  the  sampling  error,  shows 
how  far  the  point  estimate  might  be  from 
the  value  obtainable  from  total  review. 

b.  Acceptance  sampling,  which  can  also 
be  subdivided  into  attributes  or  variables 
sampling,  differs  from  estimation  sam¬ 
pling  in  that  its  purpose  is  simply  to 
either  accept  or  reject  a  statement  of 
condition.  In  this  case,  consideration  of 
sampling  error  is  incorporated  in  the 
acceptance  criteria.  Acceptance  sampling 
is  not  intended  to  provide  information 
regarding  how  good  or  bad  a  statement  or 
representation  might  be. 

c.  Throughout  this  manual  the  auditor 
is  advised  to  “test  check’’  a  procedure,  to 
make  verifications  “on  a  selective  basis’’ 


Audit  Sampling 

or  to  review  a  “representative  number” 
of  transactions  or  items.  These  instruc¬ 
tions  recognize  that  a  complete  review  of 
all  the  transactions  which  support  a  pro¬ 
posal,  claim,  or  other  form  of  financial 
representation  generally  is  unnecessary  or 
impractical.  Review  of  all  representations 
may  be  required  when  a  few  transactions 
or  items  of  large  amounts  are  involved  or 
when  it  is  necessary  to  develop  detailed 
information  devoid  of  sampling  error, 
such  as  in  the  case  of  support  for  legal 
action.  In  most  instances,  however,  it  is 
possible  to  support  a  professional  opin¬ 
ion  regarding  a  contractor’s  representa¬ 
tion  by  reviewing  a  limited  number  of 
transactions  on  a  sampling  basis. 

d.  It  is  usually  more  efficient  to  group 
or  stratify  items  to  be  tested  into  two  or 
more  categories,  one  group  or  stratum  to 
be  reviewed  in  its  entirety  and  the  re¬ 
maining  groups  or  strata  to  be  reviewed 
on  a  sampling  basis.  When  an  item  has 
been  selected  for  review,  the  review  must 
be  completed,  regardless  of  difficulty,  to 
provide  statistical  integrity  of  sample 
results.  When  initial  examinations  dis¬ 
close  excessive  misrepresentations  or  fre¬ 
quency  of  error,  it  may  be  appropriate  to 
discontinue  the  review,  abandon  statisti¬ 
cal  interpretation  of  sample  results,  and 
issue  an  opinion  on  the  basis  of  the 
strength  of  the  evidence  provided  by  the 
initial  sample  items.  In  the  case  of  accep¬ 
tance  sampling,  the  auditor  might  devel¬ 
op  a  sampling  plan  that  provides  for 
curtailment  of  sampling  when  no  signifi¬ 
cant  error  appears  in  a  preliminary  sam¬ 
ple,  as  explained  in  the  material  on  the 
use  of  preliminary  samples  in  Appendix 
B. 

4-603  Scope  and  Degree  of  Testing 

The  scope  and  degree  of  testing  is  a 
matter  of  judgment  by  the  auditor.  The 
decision  will  be  influenced  by  prior  expe¬ 
rience,  materiality,  sensitivity,  and  other 
factors,  including  recognition  of  the  im¬ 
portant  factor  that  only  a  statistical  sam¬ 
ple  can  be  defended  as  truly  objective.  In 
selecting  the  items  to  be  tested,  and  in 
determining  the  extent  of  the  examina- 
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tion,  the  following  guidelines  should  be 
considered: 

(a)  All  large  transactions  should  be 
considered  for  examination  (the  meaning 
of  “large”  will  vary;  thus,  a  $1,000  item 
in  a  $10,000  claim  would  deserve  atten¬ 
tion,  but  the  same  item  would  not  be 
“large”  in  a  $10  million  indirect  cost  pool 
in  which  the  government  shares  a  small 
percentage). 

(b)  All  transactions  of  an  unusual  or 
sensitive  nature  should  be  reviewed. 

(c)  More  extensive  tests  may  be  neces¬ 
sary  in  areas  where  procedures  or  internal 
controls  are  known  to  be  weak  or  where 
deficiencies  were  disclosed  in  previous 
audits,  where  errors  or  items  of  a  ques¬ 
tionable  nature  are  more  likely  to  occur 
in  certain  departments  or  in  records 
produced  by  certain  categories  of  em¬ 
ployees,  during  certain  periods  of  reor¬ 
ganization,  or  where  personnel  are  as¬ 
signed  unfamiliar  tasks. 

(d)  The  lapse  of  time  since  previous 
tests  should  be  considered. 

(e)  Special  attention  should  be  given  to 
those  areas  where  incorrect  charges 
would  have  the  greatest  effect  on  the 
costs  to  the  government. 

(f)  Trend  information  from  previous 
audits  should  be  considered. 

(g)  Other  transactions  should  be  tested 
where  the  total  amount  may  be  signifi¬ 
cant  in  the  aggregate. 

4-604  Method  of  Selecting  Sample 
Items 

a.  The  method  of  selecting  the  sample 
items  affects  the  interpretation  of  the 
results.  The  results  of  a  randomly  select¬ 
ed  Sdiiiple  can  be  objectively  applied  to 
the  stratum  from  which  the  sample  is 
drawn  because  the  sample  items  are 
drawn  without  regard  for  their  possible 
outcome  upon  review.  Judgmentally  se¬ 
lected  samples  lack  this  feature  because  it 
cannot  be  indisputably  demonstrated 
that  some  items  in  the  strata  are  not 
favored  for  selection  over  others  on  the 
basis  of  their  possible  outcomes.  Further¬ 
more,  only  with  random  sample  selection 
can  the  reliability  of  the  sample  results  be 
determined. 

b.  \  randomly  selected  sample,  often 
referred  to  as  a  statistical  sample  because 


statistical  principles  can  be  applied  to  it. 
is  one  in  which  each  item  in  a  stratum 
has  an  equal  probability  (or  chance)  of 
being  selected.  More  broadly,  a  statistical 
sample  is  one  which  each  item  in  the 
stratum  has  a  determinable  chance  of 
being  selected.  The  manner  of  selection 
of  the  items  must  preclude  any  personal 
influence  as  to  which  items  are  included 
in  the  sample.  Judgment  and  knowledge 
of  the  subject  area,  however,  are  neces¬ 
sary  in  defining  the  sampling  unit  and 
what  constitutes  an  error  or  deficiency,  in 
deciding  where  to  stratify,  and  in  design¬ 
ing  the  sampling  plan.  There  is  no  limit 
on  the  amount  of  judgment  that  is  used, 
provided  it  is  not  allowed  to  influence  the 
selection  of  sample  items.  Random  sam¬ 
ple  selection  procedures  are  discussed  in 
Appendix  B. 

c.  Statistical  sampling  for  variables 
(estimation  sampling)  can  be  performed 
in  two  ways,  depending  on  designation  of 
the  sampling  unit.  With  physical  unit 
sampling,  each  item  (physical  unit)  in  a 
stratum  has  an  equal  chance  of  being 
selected.  With  dollar  unit  sampling 
(DUS),  each  dollar  in  the  stratum  has  an 
equal  chance  of  selection.  Dollar  unit 
sampling  is  sometimes  referred  to  as 
probability  proportionate  to  size  (PPS) 
sampling  because,  although  each  dollar 
has  an  equal  chance  of  selection,  the 
physical  units  containing  the  sampling 
(dollar)  units  have  a  probability  of  selec¬ 
tion  that  is  proportional  to  their  size. 
Except  for  the  option  of  a  stratum  for 
total  review,  the  need  for  stratification 
based  on  physical  unit  magnitudes  is 
eliminated  in  DUS.  The  appropriate  use 
of  these  two  methods  is  discussed  in 
Appendix  B. 

d.  A  judgmental  sample  is  one  in  which 
individual  judgment  has  influenced  the 
selection  of  sample  items.  Although  judg¬ 
mental  sampling  results  cannot  be  used 
to  make  totally  objective  inferences  re¬ 
garding  conditions  of  the  entire  stratum 
or  universe,  they  might  be  adequate  in 
some  circumstances  to  form  an  audit 
opinion.  For  example,  if  a  judgmental 
sample  reveals  a  hi^  degree  of  inaccura¬ 
cy  in  a  price  proposal,  the  entire  proposal 
may  be  rejected.  Although  a  judgmental 
sample  may  be  acceptable,  there  is  no 
way  of  estimating  the  reliability  of  the 
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results  or  guaranteeing  their  objectivity. 
Such  qualities  are  available  only  throu^ 
statistical  sampling  or  total  review  of  the 
stratum  or  universe. 

4-605  Sampling  Policy 

a.  Because  of  its  many  advantages, 
including  objectivity  and  overall  defensi- 
bility,  statistical  (probability)  sampling 
will  be  used,  if  feasible,  wherever  an 
audit  involves  tests  or  selected  transac¬ 
tions  or  items  in  order  to  express  an 
opinion  regarding  the  entire  area  (uni¬ 
verse)  from  which  the  selection  was 
made.  If  statistical  sampling  is  not  used 
in  these  circumstances,  an  explanation 
should  be  given  in  the  working  papers. 

b.  Where  statistical  sampling  methods 
are  used,  the  report  may  include  a  state¬ 
ment  to  that  effect.  In  expressing  an 
opinion  as  to  the  results  of  sampling  for 
variables  (estimation  sampling),  only  one 
projected  value  or  amount  will  be  used, 
that  single  amount  (point  estimate)  hav¬ 
ing  been  developed  from  the  sample 
results  by  either  the  difference  (or  mean) 
method  or  the  ratio  method  as  discussed 
in  Appendix  B.  No  comments  will  be 
made  as  to  confidence  level  (assurance) 
or  confidence  interval  (tolerance).  These 
comments  and  supporting  data  and  com¬ 
putations  will,  however,  be  included  in 
working  papers. 

c.  For  audit  purposes,  items  stratified 
for  detailed  or  more  intensive  examina¬ 
tion  will  not  be  considered  a  part  of  the 
sample  area  (universe);  hence,  the  results 
will  be  appraised  separately  from  the 
statistical  evaluation  of  the  sample  result. 

d.  Where  appropriate,  the  statistical 
sample  result  should  be  projected  to  the 
universe  from  which  the  sample  was 
selected. 

e.  Computer  systems  will  be  used  to  the 
maximum  in  the  stratification,  random 
selection  of  sample  items,  and  statistical 
evaluation  of  sample  results.  See  4-606 
for  a  description  of  sampling  software. 


f.  The  use  of  statistical  sampling  meth¬ 
ods  should  be  discussed  in  advance  with 
statisticians  or  other  appropriate  person¬ 
nel  of  the  contractor  wherever  possible. 
The  purpose  of  these  discussions  is  to 
establish,  in  advance,  mutual  acceptance 
of  the  sampling  procedures;  however,  no 
prior  commitment  should  be  made  re¬ 
garding  sample  reliability. 

4-606  Sampling  Software 

There  are  a  number  of  computer  soft¬ 
ware  packages  available  to  assist  the 
auditor  in  data  retrieval  and  in  stratify¬ 
ing,  selecting,  and  appraising  the  results 
of  a  sample. 

a.  DATATRAK  is  a  generalized  soft¬ 
ware  package  that  is  installed  on  contrac¬ 
tors’  systems  to  retrieve,  sort,  and  sum¬ 
marize  large  volumes  of  data.  Specific 
operational  guidance  is  in  DCAAP 
7641.89.  Information  necessary  to  run 
the  program  is  supplied  by  the  auditor 
and  input  to  the  program  at  execution 
time. 

b.  The  Electronic  Selection  Program 
(ESP)  is  a  microcomputer  software  pack¬ 
age  that  has  multiple  capabilities  includ¬ 
ing  dollar  unit  sampling.  At  certain  con¬ 
tractor  locations  involved  in  the  EDP 
expansion  program,  the  Integrated  Audit 
Workstation  (lAW)  is  available  to  expand 
mainframe-to-microcomputer  data  re¬ 
trieval  and  analysis  capabilities.  When 
used  in  conjunction  with  the  lAW  data 
retrieval  functions,  ESP  software  can 
export  and  import  data  files  so  that 
supporting  mainframe-based  data  can  be 
retrieved  for  dollar  unit  sampling  and 
audit  report  schedule  preparation. 

c.  E-Z-Quant  is  a  collection  of  quanti¬ 
tative  methods  for  which  software  has 
been  written  for  use  on  microcomputers 
to  perform  quantitative  analyses  such  as 
statistical  sampling,  correlation  analysis, 
and  improvement  curves.  Specific  opera¬ 
tional  guidance  is  in  DCAAP  7641.91. 
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4-700  Section  7  —  Responsibilities  for  Prevention,  Detection,  and  Reporting 
Fraud,  Other  Unlawful  Activity,  or  Improper  Practices 


4-701  Introduction 

This  section  covers  procedures,  audit 
guidance,  and  responsibilities  relating  to 
fraud,  other  unlawful  activity,  anticom¬ 
petitive  practices,  and  voluntary  disclo¬ 
sures. 

4-702  Suspected  Fraud  and  Unlawful 
Activity  —  General 

4-702.1  General 

a.  When  auditing  a  contractor’s  records 
in  accordance  with  government  auditing 
standards,  auditors  may  encounter,  or 
receive  from  other  sources,  information 
constituting  evidence  or  causing  suspi¬ 
cion  of  fraud  or  other  unlawful  activity. 
(Examples  of  other  unlawful  activity  in¬ 
clude  violations  of  the  Anti-Kickback 
Act,  anticompetitive  (antitrust)  practices, 
and  illegal  political  contributions). 
Sources  for  such  information  may  in¬ 
clude  company  employees,  disgruntled 
participants,  or  others  making  allegations 
by  letter,  telephone,  personal  visit,  or 
through  a  third  party.  Such  information 
may  pertain  to  acts  of: 

(1)  military  personnel  or  civilian  em¬ 
ployees  of  the  government  in  their  rela¬ 
tions  with  the  government. 

(2)  military  personnel  or  civilian  em¬ 
ployees  of  the  government  in  their  rela¬ 
tions  with  individuals  or  firms. 

(3)  individuals  or  firms  in  their  busi¬ 
ness  relations  with  the  government. 

(4)  individuals  or  firms  in  their  busi¬ 
ness  relations  with  other  individuals  or 
firms  doing  business  with  the  govern¬ 
ment. 

b.  Definition.  For  purposes  of  this 
chapter,  the  term  “fraud”  or  "other  un¬ 
lawful  activity”  means  any  willful  or 
conscious  wrongdoing,  including,  but  not 
limited  to,  acts  of  cheating  or  dishonesty 
which  contribute  to  a  loss  or  injury  to  the 
government.  Some  examples  are:  (1)  fal¬ 
sification  of  documents  such  as  time 
cards  or  purchase  orders;  (2)  charging 
personal  expenses  to  government  con¬ 
tracts;  (3)  submitting  false  claims  such  as 
invoices  for  services  not  performed  or 


materials  not  delivered;  (4)  intentional 
mischarging  or  misallocation  of  costs;  (5) 
deceit  by  suppression  of  the  truth;  (6) 
bribery;  (7)  corrupt  payments  which  vio¬ 
late  the  Foreign  Corrupt  Practices  Act; 
(8)  theft;  (9)  a  government  employee 
acquiring  a  financial  interest  in  or  seek¬ 
ing  employment  with  a  contractor  over 
whom  the  employee  exercises  oversight; 
(10)  kickbacks;  (11)  any  unlawful  or 
fraudulent  acts  resulting  from  accounting 
classification  practices  designed  to  con¬ 
ceal  the  tiue  nature  of  expenses,  e.g., 
classifying  unallowable  advertising  or  en¬ 
tertainment  costs  as  office  supplies;  (12) 
product  substitution  or  false  certification 
that  tests  were  performed;  and  (13)  any 
attempt  or  conspiracy  to  engage  in,  or 
use,  the  above  devices. 

4-702.2  Auditor  Responsibilities  for 
Detecting  and  Reporting  Fraud 

a.  In  determining  contractor  compli¬ 
ance  with  laws  and  regulations,  govern¬ 
ment  auditing  standards  require  auditors 
to  design  audit  steps  and  procedures  to 
provide  reasonable  assurance  of  detecting 
errors,  irregularities,  abuse,  or  illegal  acts 
that  could  (1)  have  a  direct  (or  indirect) 
and  material  effect  on  contractor  finan¬ 
cial  representations  or  the  results  of  fi¬ 
nancial-related  audits  or  (2)  significantly 
affect  the  audit  objectives.  Auditors 
should  also  exercise  ( 1 )  due  care  in  plan¬ 
ning,  performing,  and  evaluating  the  re¬ 
sults  of  audit  procedures  and  (2)  a  proper 
degree  of  professional  skepticism  to 
achieve  reasonable  assurance  that  materi¬ 
al  unlawful  activities  or  improper  prac¬ 
tices  are  detected.  Under  the  concept  of 
professional  skepticism,  an  auditor  nei¬ 
ther  assumes  that  management  is  disho¬ 
nest  nor  assumes  unquestioned  honesty. 
Rather,  an  auditor  recognizes  that  condi¬ 
tions  observed  and  evidential  matter  ob¬ 
tained,  including  information  from  prior 
audits,  need  to  be  objectively  evaluated 
to  determine  if  contractor  financial  rep¬ 
resentations  are  free  of  material  misstate¬ 
ments.  Many  aspects  of  a  DCAA  audi¬ 
tor's  responsibilities,  particularly  as  set 
forth  in  Chapters  6  and  9,  require  con- 
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stant  alertness  to  the  possibility  of  fraud¬ 
ulent  activities.  This  alertness,  combined 
with  a  contractor’s  internal  controls  and 
the  auditor’s  normally  programmed  tests 
of  procedures  and  transactions,  should 
provide  a  reasonable  degree  of  assurance 
for  disclosing  fraud  or  other  unlawful 
activity.  (See  also  4-702.3.) 

b.  Auditors  are  not  trained  to  conduct 
investigations  of  illegal  acts.  This  is  the 
responsibility  of  investigators  or  law  en¬ 
forcement  authorities.  Auditors  are  re¬ 
sponsible  for  being  aware  of  fraud  indica¬ 
tors,  vulnerabilities,  and  potentially  ille¬ 
gal  expenditures  and  acts  associated  with 
an  audit  area  (see  4-702.3a.  and  b.). 
When  an  auditor  obtains  information 
that  raises  a  reasonable  suspicion  of 
fraud  or  other  unlawful  activity  that  has 
not  been  previously  disclosed  to  the 
government,  an  investigative  referral 
should  be  initiated  (see  4-702.4).  (How¬ 
ever,  if  such  information  relates  to  a 
contractor’s  voluntary  disclosure,  see  4- 
707.) 

c.  Issuance  of  an  investi^tive  referral 
should  not  be  deferred  until  completion 
of  the  audit.  Neither  should  it  necessarily 
take  place  as  soon  as  the  auditor  is 
confronted  with  a  fraud  indicator.  The 
auditor  should  follow  up  the  indicators 
through  audit  until  he  or  she  is  satisfied 
either  that  no  innocent  explanation  of  the 
irregularity  is  plausible  or  that  no  further 
relevant  information  can  be  generated 
through  audit  techniques.  This  is  similar 
to  the  manner  in  which  a  tentative  deci¬ 
sion  to  question  costs  would  be  followed 
up.  The  auditor  must  avoid  the  appear¬ 
ance  of  conducting  an  investigation.  If 
the  auditor  is  in  doubt  about  the  proprie¬ 
ty  of  a  proposed  audit  step,  guidance 
should  be  requested  from  the  supervisor 
or  FAO  manager.  Audit  support  to  inves¬ 
tigations  is  covered  in  4-702.6  and  4- 
7Q2J. 

d.  The  following  guidance  applies  when 
suspected  irregularities  are  discovered  by 
either  government  or  contractor  auditors 
during  joint  audits.  Joint  audits  are  dis¬ 
cussed  in  4-202. Id. 

( 1 )  As  soon  as  there  is  a  discovery  of  a 
suspected  irr^ularity  during  the  conduct 
of  a  joint  audit,  both  the  government  and 
contractor  participants  in  the  audit 
should  be  notified.  The  contractor  will 


have  30  days  from  the  date  of  the  discov¬ 
ery  to  make  a  voluntary  disclosure  to  the 
DoD  Inspector  General.  The  disclosure 
must  be  made  in  accordance  with  the 
requirements  of  the  Voluntary  Disclosure 
Program  as  described  in  4-707. 

(2)  Audit  tasks  from  the  joint  audit 
plan  pertaining  to  the  suspected  irregu¬ 
larity  will  normally  be  suspended  until 
the  30-day  time  period  has  elapsed,  or 
until  the  contractor  notifies  the  govern¬ 
ment  it  does  not  intend  to  make  a 
voluntary  disclosure.  Upon  such  notice, 
audit  activities  in  the  area  will  be  subject 
to  CAM  4-702.4  procedures  for  deter¬ 
mining  whether  a  referral  is  required. 
Work  on  other  tasks  in  the  joint  audit 
plan  may  continue. 

(3)  If  the  contractor  makes  a  voluntary 
disclosure  and  is  accepted  into  the  Vol¬ 
untary  Disclosure  Program  by  the  DoD 
Inspector  General,  it  will  be  permitted  to 
conduct  an  independent  internal  investi¬ 
gation  of  the  suspected  irregularity,  in 
accordance  with  the  provisions  of  the 
Voluntary  Disclosure  Program.  Audit 
tasks  from  the  joint  audit  plan  pertaining 
to  the  disclosure  will  be  suspended  until 
that  investigation  is  completed. 

e.  Suspected  irregularities,  whether  dis¬ 
covered  through  audit  steps  and  proce¬ 
dures;  discovered  by  an  auditor  inadver¬ 
tently,  as  in  a  conversation  overheard;  or 
disclosed  to  an  auditor,  either  in  person 
or  throu^  an  anonymous  tip,  shall  be 
recorded  in  the  audit  working  papers  and 
reported  promptly  to  FAO  management. 
It  is  not  necessary  to  establish  that  the 
government  has  been  defrauded  before 
alerting  investigators.  Proving  that  an 
unlawful  act  has  occurred  is  the  responsi¬ 
bility  of  investigators  and  prosecutors. 

4-702.3  Fraud  Indicators  and  Audit 
Procedures  for  Uncovering  Fraud 

a.  Auditors  should  be  familiar  with 
specific  fraud  indicators.  DCAA  self- 
study  course  No.  1280,  “Fraud  Preven¬ 
tion  and  Detection,"  contains  several 
case  studies  on  fraud  detection  and  a 
discussion  of  fraud  indicators.  Following 
are  publications  issued  by  the  DoD  Of¬ 
fice  of  the  Insp^tor  General  (DoD  IG) 
providing  additional  guidance: 
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( 1 )  Handbook  on  Fraud  Indicators  for 
Contract  Auditors  (IGDH  7600.3,  APO, 
March  31,  1993) 

(2)  Indicators  of  Fraud  in  DoD  Pro¬ 
curement  (IG,  DoD  4075.1-H,  June 
1987) 

(3)  Criminal  Defective  Pricing  and  the 
Truth  in  Negotiations  Act  (IGDPH 
4200.50,  CIPO,  March  1988) 

(4)  Role  of  the  Contract  Auditor  in 
Criminal  Investigations  (IGDH  7600.2, 
Januaiy  1989) 

I  b.  Effective  audit  risk  assessments  and 
audits  of  internal  controls  are  useful 
procedures  for  assessing  risk  of  fraud 
against  the  government.  Proper  execu¬ 
tion  of  audit  programs  together  with 
adequate  tests  of  contractor  internal  con¬ 
trol  systems  should  provide  reasonable 
assurance  that  significant  fraudulent  and 
other  unlawful  practices  are  detected  (see 
Chapters  5,  6,  7,  and  Appendix  C). 

In  addition  to  the  indicators  shown  in 
Figure  4-7-3,  specific  fraud  indicators, 
risk  factors,  audit  tests,  and  procedures 
for  the  detection  of  fraud  appear  in  the 
standard  audit  programs  and  in  the  listed 
CAM  sections  for  the  following  audit 
areas: 


Audit  Area  CAM  Reference 

I  Internal  Control  Reviews  5-100 

Physical  Observations  5- 108a 

I  Accounting  for  Material  Cost  6-305 

Storing  and  Issuing  Materials  6-312 

Labor  Cost  Charging  and 

Allocation  6-404.6 

Floor  Checks  6-405.2/.3 

Overtime  6-409.2 

Consultant  Costs  7-1905.1 

Defective  Pricing  Audits  14-121 

I  EDP  System  Reviews  5-400 


c.  Treat  as  a  possible  audit  lead  any 
allegation  received  from  outside  sources, 
such  as  telephone  calls,  anonymous  let¬ 
ters,  and  contractor  employees.  If  there  is 
further  evidence  available  at  the  FAO  to 
support  the  allegation  and  a  reasonable 
basis  to  suspect  fraud  or  other  unlawful 
conduct,  report  the  suspicions  in  accor¬ 
dance  with  4-702.4.  If  the  allegation 
provides  a  reasonable  basis  to  suspect 
fraud  or  other  unlawful  conduct,  but 


there  is  no  further  corroborating  evi¬ 
dence,  relay  the  allegation  using  the  DoD 
Hotline  (4-702. 4a(l)).  A  contractor’s  vol¬ 
untary  disclosure  will  not  normally  be 
treated  as  a  potential  fraud  referral  (see 
4-707). 

4-702.4  Procedures  for  Referring 
Suspicions 

a.  Upon  encountering  or  receiving  in¬ 
formation  which  raises  a  reasonable  sus¬ 
picion  of  fraud,  corruption,  or  unlawful 
activity  (see  4-702.3)  relating  to  a  govern¬ 
ment  contract: 

(1)  Promptly  prepare  a  DCAA  Suspect¬ 
ed  Irregularity  Referral  Form  (DCAAF 
2000.0),  or  utilize  the  DoD  Hotline  toll- 
free  telephone  number  (800/424-9098)  or 
the  mailing  address  (Defense  Hotline, 
The  Pentagon,  Washington,  DC  20301- 
1900).  If  the  irregularity  does  not  affect 
DoD  contracts,  the  matter  may  be  report¬ 
ed  to  the  inspector  general  of  the  agency 
most  at  risk. 

Use  of  the  DCAAF  2000.0  is  the 
preferred  method  for  forwarding  this 
information.  It  specifies  the  information 
needed  by  investigators  and  provides  for 
appropriate  consideration  of  audit  im¬ 
pact.  A  copy  of  the  DCAAF  2000.0  is 
included  as  Figure  4-7-2.  The  DCAAF 
2000.0  is  also  available  on  the  FAO  DIIS. 

(2)  If  the  DCAAF  2000.0  is  to  be  used, 
it  should  be  obtained  from  the  FAO 
DIIS,  completed,  and  submitted  to  your 
immediate  supervisor.  Fully  describe  the 
fraudulent  condition  to  be  reported  and 
reference  the  procurement  regulations  or 
statutes  that  were  allegedly  violated.  In¬ 
clude  information  on  contractor  efforts 
to  hinder  or  obstruct  audit  work  which 
uncovered  the  suspected  fraud  (see  4- 
708). 

(3)  Care  should  be  taken  to  avoid 
unnecessary  use  of  legal  terminology  or 
proliferation  of  enclosures  beyond  those 
necessary  to  explain  the  problem.  The 
purpose  of  the  I^AAF  20M.0  is  to  alert 
an  investigator  to  a  possible  irregularity, 
not  to  establish  that  the  reported  irregu¬ 
larity  is  a  violation  of  the  law.  The 
auditor's  obligation  to  protect  the  con¬ 
tractor’s  records  from  unauthorized  ac¬ 
cess  requires  that  the  distribution  of 
documents  which  appear  to  provide  evi¬ 
dence  of  impropriety  be  restricted.  Evi- 
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dentiary  material  should  be  made  avail¬ 
able  to  the  investigator  at  the  earliest 
opportunity  after  an  investigation  has 
been  opened,  preferably  during  the  inves¬ 
tigator’s  initial  visit  to  the  FAO. 

(4)  Place  an  initialled  and  dated  copy 
of  the  draft  DCAAF  2000.0  in  the  audit 
working  papers  to  establish  a  record  of 
events  leading  up  to  the  decision  to  make 
a  referral. 

(5)  Continue  with  assigned  duties  and 
pursue  development  of  mctual  informa¬ 
tion  as  appropriate  or  indicated  by  4- 
702.5.  Coordinate  any  continuing  review 
with  your  supervisor  or  FAO  manager. 

b.  Instructions  for  referring  suspicions 
are  contained  in  the  DCAA  Instruction 
on  “Reporting  Suspected  Contractor 
Fraud  and  Other  Contractor  Irregulari¬ 
ties”  (DCAAI  7640.16). 

4-702.5  Audit  Activities  Subsequent  to 
Referral  —  Continuing  Audits 

a.  Following  a  referral,  or  after  notifi¬ 
cation  of  the  initiation  of  an  investiga¬ 
tion,  take  no  actions  that  would  compro¬ 
mise  the  investigation.  Do  not  attempt  to 
establish  wrongdoing  (an  investigative 
responsibility)  nor  inform  the  contractor 
that  a  fraud  referral  has  been  made. 
Audit  scope  may,  after  consultation  with 
the  investigative  organization,  be  ex¬ 
panded  to  determine  the  impact  of  the 
suspected  fraud  or  other  unlawful  activi¬ 
ty  on  audit  objectives.  Do  not  expand 
audit  scope  for  the  sole  purpose  of  gather¬ 
ing  additional  information  to  support  an 
investigation.  If  audit  activities  relate  to 
an  area  under  investigation  or  litigation, 
coordinate  with  the  cognizant  investiga¬ 
tive  or  prosecutive  organization  before 
taking  any  final  administrative  action. 
An  example  of  such  an  audit  activity  is 
the  issuance  of  final  audit-determined 
indirect  cost  rates.  Audit  activities  out¬ 
side  the  area  of  investigative  interest  will 
continue  unless  the  investigative  organi¬ 
zation  requests  in  writing  they  be  de¬ 
ferred  or  suspended.  If  it  is  believed  the 
requested  deferral  will  cause  financial 
harm  to  the  government  or  unnecessarily 
impede  the  audit  mission,  elevate  the 
matter  for  management  resolution  be¬ 
tween  the  respective  organizations.  Be¬ 
fore  any  decision  is  made  to  defer  or 


suspend  an  audit,  coordinate  the  matter 
with  Headquarters  (OPD). 

b.  Furnish  a  copy  of  any  resulting  audit 
report  (see  4-702. 5d.  and  4-702.6h.)  to 
the  appropriate  investigative  organiza¬ 
tion.  Also,  furnish  any  information  devel¬ 
oped  later,  relating  to  the  suspected 
wrongdoing  or  similar  misconduct,  di¬ 
rectly  to  the  responsible  investigative 
agency  without  filing  a  separate  DCAAF 
2000.0.  Reference  all  future  correspon¬ 
dence  and/or  updates  with  the  DCAA 
case  number  assigned  by  OPD,  and,  if 
available,  the  case  control  number  as¬ 
signed  by  the  investigative  agency.  In 
order  that  current,  complete,  and  accu¬ 
rate  information  is  available  to  the  De¬ 
fense  Procurement  Fraud  Unit  (DPFU), 
furnish  the  DCAA  Justice  Liaison  Audi¬ 
tor  (JLA),  DCAA’s  representative  to  the 
DPFU,  a  copy  of  all  unclassified  audit 
reports  or  memorandums  prepared  in 
support  of  an  investigation,  voluntary 
disclosure,  or  similar  demand  assign¬ 
ment.  The  address  is: 

DCAA  Justice  Liaison  Auditor 
U.S.  Department  of  Justice 
Defense  Procurement  Fraud  Unit 
Bond  Building,  Room  3100A 
P.O.  Box  28188,  Central  Station 
Washington,  DC  20038 

c.  Suspicions  of  fraud  or  other  unlawful 
activity  may  be  so  serious  as  to  prevent 
the  issuance  of  an  unqualified  audit  re¬ 
port  or  lead  to  a  recommendation  that 
contract  payments  be  halted  pending 
resolution.  If  additional  time  is  required 
to  develop  factual  information  for  an 
audit  impact  determination,  the  final 
audit  report  can  usually  be  delayed  for 
DCAA-initiated  assignments.  (See  4- 
702.5a.  and 

e.  before  issuing  a  report.)  Examples  of 
such  assignments  are  operations  audits, 
estimating  system  surveys,  or  postaward 
audits.  However,  when  an  audit  report  is 
scheduled  for  issuance  within  a  specified 
time  frame  (e.g.,  a  report  on  a  price 
proposal  audit)  the  suspected  condition 
may  have  a  serious  impact  on  the  audi¬ 
tor's  ability  to  meet  the  due  date.  When 
this  occurs: 

(1)  Consult  the  regional  office. 

(2)  Contact  the  Plant  Representa¬ 
tive/ ACO  or  the  representative  of  a  non- 
DoD  agency,  as  appropriate,  to  explain 
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the  condition  and  arrange  for  an  exten¬ 
ded  report  due  date.  Do  not  do  this, 
however,  if  the  contracting  representative 
may  be  involved  in  the  suspected  unlaw¬ 
ful  activity. 

(3)  Qualify  the  report  if  a  due  date 
cannot  be  extended,  and  inform  the  re¬ 
quester  by  separate  letter  of  the  circum¬ 
stances  anecting  the  situation  (but  see  4- 
702.5a.  and  e.). 

(4)  Question  any  costs  improperly 
claimed  as  a  result  of  the  suspected 
wrongdoing  (but  see  4-702. 5a.  and  e.). 

d.  Carefully  protect  and  strictly  control 
all  information  related  to  the  suspicion  of 
fraud  or  other  unlawful  activity.  This  is 
to  protect  the  reputations  of  innocent 
persons  and  ensure  that  information  is 
not  prematurely  or  inadvertently  dis¬ 
closed  to  persons  suspected  of  wrongdo¬ 
ing.  Premature  or  inadvertent  disclosure 
could  compromise  the  government’s  ef¬ 
forts  to  gather  needed  evidence.  Mark  all 
related  DCAA  reports  and  correspon¬ 
dence  “FOR  OFFICIAL  USE  ONLY” 
(unless  a  security  classification  is  re¬ 
quired).  Control  and  protect  all  such 
information  as  follows: 

(1)  During  normal  duty  hours,  keep  the 
documents  in  an  out-of-sight  location  if 
the  work  area  is  accessible  to  nongovern¬ 
ment  personnel  (e.g.,  contractor  person¬ 
nel). 

(2)  After  duty  hours,  place  the  docu¬ 
ments  in  locked  receptacles  such  as  file 
cabinets,  desks,  or  bookcases. 

(3)  When  such  information  is  being 
disseminated  outside  DCAA,  hand  carry 
reports  and  correspondence  between  ap¬ 
propriate  officials  whenever  practicable, 
or  otherwise  transmit  them  in  a  manner 
which  will  prevent  inadvertent  release  to 
unauthorized  persons. 

e.  Do  not  issue  an  audit  report  on  any 
part  of  a  representation  containing  a 
fraudulent  claim  without  first  notifying 
and  coordinating  with  the  cognizant  in¬ 
vestigative  agency  (see  4-702. 5a).  Nor¬ 
mally  there  is  no  need  to  withhold  an 
audit  report  unless  it  can  be  demon¬ 
strated  that  its  issuance  would  hinder  an 
investigation  or  prosecution.  Before  a 
decision  is  made  to  withhold  an  audit 
report,  the  FAQ  or  region  should  coordi¬ 
nate  the  matter  with  Headquarters 
(OPD).  Unless  otherwise  instructed  send 


the  original  audit  report  to  the  responsi¬ 
ble  contracting  officer/ACO  along  with  a 
separate  cautionary  transmittal  memo¬ 
randum  regarding  the  suspected  unlawful 
activity.  See  Figure  4-7-1  for  an  example. 
Do  not  make  reference  in  the  audit  report 
to  suspected  irregular  conduct  or  a  refer¬ 
ral  for  investigation,  and  do  not  send 
copies  of  the  transmittal  memorandum  to 
other  parties.  In  circumstances  where 
government  contracting  representatives 
may  be  involved  in  the  suspected  unlaw¬ 
ful  activity,  do  not  use  the  transmittal 
memorandum  if,  per  discussion  with  the 
cognizant  investigative  agency,  the  infor¬ 
mation  contained  therein  would  interfere 
with  a  pending  investigation. 

f.  It  is  DCAA  policy  that  information 
relating  to  a  matter  referred  for  investiga¬ 
tion  will  be  protected  and  not  released  or 
disclosed  to  a  contractor,  or  a  contrac¬ 
tor’s  employee,  representative,  or  attor¬ 
ney.  This  policy  is  based  on  the  need  to 
avoid  the  disclosure  of  information 
which  might  impede  or  compromise  an 
investigation.  A  r^ional  director  or  head 
of  a  principal  staff  element  may  make  a 
case-by-case  exception  to  this  policy  after 
consultation  with  the  cognizant  investi¬ 
gator  and  OPD. 

g.  Representatives  of  a  contractor  seek¬ 
ing  protected  information  might  take 
unusual  measures  to  contact  the  auditor 
away  from  the  workplace.  Such  measures 
could  include  telephoning  or  making  an 
unannounced  visit  to  the  auditor’s  home. 
Whether  the  contact  occurs  at  the  work¬ 
place  or  elsewhere,  do  not  discuss  any 
aspect  of  a  matter  referred  for  investiga¬ 
tion.  Any  contractor  contacts,  whether 
related  to  an  investigation  or  normal 
audit  activity,  should  occur  at  the  audi¬ 
tor’s  or  contractor’s  place  of  business 
during  normal  duty  hours.  If  an  attempt 
to  contact  the  auditor  outside  normal 
working  hours  or  workplace  occurs,  noti¬ 
fy  the  region,  OPD,  and  the  cognizant 
investigative  organization. 

4-702.6  Investigative  Support 
Responsibilities 

The  auditor’s  responsibility  for  detect¬ 
ing  fraud  ends  with  the  submission  of  a 
Form  2000.0  Hotline  referral.  DoD  IG 
Joint  Policy  Memorandum  No.  2  (JPM- 
2),  which  is  enclosure  1  to  DCAA  Regula- 
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tion  (DCAAR)  7640. 1 5,  makes  the  inves¬ 
tigative  agency  responsible  for  directing, 
monitoring,  and  reporting  on  the  status 
of  fraud  investigations.  Audit  support  to 
DoD  investigative  organizations  is  au¬ 
thorized  by  DoD  Directive  7600.2,  “Au¬ 
dit  Policies,”  dated  2  February  1991. 
Specific  guidelines  concerning  audit  sup¬ 
port  of  fraud  investigations  are  contained 
in  JPM-2.  The  provisions  of  JPM-2  were 
carefully  developed  to  encourage  cooper¬ 
ation  between  DoD  investigators  and 
auditors,  and  to  clearly  define  the  respon¬ 
sibilities  of  each  organization.  Offices 
furnishing  support  to  investigative  activi¬ 
ties  should  be  thoroughly  familiar  with 
the  contents  of  this  memorandum.  Fol¬ 
lowing  are  some  of  the  regional,  FAO, 
and  auditor  investigative  support  respon¬ 
sibilities; 

a.  Regions  are  to  establish  procedures, 
documented  by  regional  instructions, 
which  provide  for  regional  oversight  of 
the  timeliness  and  quality  of  audit  sup¬ 
port  to  investigators. 

b.  Auditors  should  support  formally 
constituted  investigations  when  the  in¬ 
vestigators  have  submitted  a  written  re¬ 
quest  for  assistance  to  the  cognizant 
FAO.  Auditors  will  treat  requests  for 
investigative  support  as  demand  assign¬ 
ments  and  schedule  them  for  completion 
on  that  basis.  Such  requests  should  in¬ 
clude  a  list  of  the  audit  tasks  needed  to 
support  the  investigation.  If  requested, 
the  FAO  will  assist  the  investigative 
organization  in  framing  the  list  of  audit 
tasks  being  requested.  This  list  may  be 
amended  periodically,  depending  on  in¬ 
vestigative  developments  or  as  deemed 
necessary  by  the  auditor  to  properly 
fulfill  his  or  her  mission  or  function.  A 
formally  constituted  investigation  is  one 
which  (1)  has  progressed  beyond  the 
preliminary  inquiry  stage,  (2)  has  been 
assigned  an  investigative  case  number, 
and  (3)  has  resolved  all  issues  regarding 
notification  of  the  contractor  under  in¬ 
vestigation.  It  is  the  investigator's  re¬ 
sponsibility  to  notify  the  contractor  that 
it  is  under  investigation  and  that  DCAA 
auditors  are  assisting.  This  should  be 
done  before  DCAA  provides  support  to  a 
criminal  investigation  requiring  access  to 
contractor  records  or  personnel. 


c.  Auditors  will  provide  prompt  and 
effective  support  to  investigators  consis¬ 
tent  with  the  auditor’s  role  in  the  acquisi¬ 
tion  process.  Auditors  assigned  to  assist 
investigators  will  remain  under  the  oper¬ 
ational  control  and  supervision  of  DCAA 
management.  Auditors  are  not  to  per¬ 
form  clerical  or  other  tasks  outside  the 
normal  function  of  the  auditing  profes¬ 
sion  on  behalf  of  investigators  and  are 
not  to  assume  the  role  of  an  investigator. 

(1)  Auditors  assigned  to  support  an 
investigation  are  not  required  to  meet 
contractor  employees  or  other  witnesses 
in  situations  where  their  safety  may  be 
threatened.  If  such  unsafe  conditions  are 
expected,  auditors  may  be  asked  to  devel¬ 
op  questions,  but  are  not  required  to 
accompany  the  investigator.  Requests  for 
the  use  of  DCAA  resources  to  assist 
covert  or  clandestine  investigations  or 
operations  must  be  elevated  to  IX^AA 
Headquarters,  Attn:  OPD. 

(2)  Investigators  have  authority 
(through  inspector  general  or  grand  jury 
subpoenas  and  search  warrants)  to  obtain 
documents  not  normally  available  to 
DCAA  in  performing  its  mission.  When 
assigned  to  support  an  investigation,  au¬ 
ditors  will  not  have  investigators  use 
their  authority  to  obtain,  for  DCAA’s 
use,  information  or  documents  not  relat¬ 
ed  to  the  investigation.  Conversely,  audi¬ 
tors  will  not  use  DCAA’s  authority  to 
obtain  for  investigators  information  or 
documents  not  related  to  the  investiga¬ 
tion. 

(3)  Auditors  assigned  to  a  criminal 
investigative  team  will  not,  directly  or 
indirectly,  state  or  indicate  that  their 
presence  at  the  auditee’s  premises  is  for 
any  purpose  other  than  to  assist  in  a 
criminal  investigation.  To  do  otherwise 
could  result  in  audit-obtained  informa¬ 
tion  being  deemed  inadmissible  in  court. 

(4)  When  supporting  an  investigation, 
it  may  be  necessary  to  audit  companies 
that  are  not  the  target  of  the  investiga¬ 
tion.  An  example  is  the  audit  of  a  subcon¬ 
tractor  to  confirm  or  refute  information 
provided  by  a  prime  contractor.  If  a 
company  is  not  the  target  of  an  investiga¬ 
tion.  do  not  inform  the  company  of  the 
investigation  or  of  the  investigative  na¬ 
ture  of  the  audit. 
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d.  Auditors  will  (1)  provide  govern¬ 
ment  investigators  and  prosecutors  ready 
access  to  applicable  E)CAA  working  pa¬ 
per  files,  including  contractor-generated 
material  contained  therein,  (2)  list  in  the 
working  papers  or  DCAAF  2000.0  file 
copies  of  working  papers  and  other  data 
provided  to  investigators,  and  (3)  docu¬ 
ment  in  the  working  papers  or  DCAAF 
2000.0  file  meetings  with  members  of 
governmental  investigative  agencies  (see 
1-406).  See  4-702. 5c.,  d.,  e.,  f.,  and  g.  for 
guidance  on  the  protection  of  informa¬ 
tion  relating  to  investigations. 

e.  If,  within  the  course  of  exercising  its 
existing  authority,  DCAA  obtains  custo¬ 
dy  and  control  of  original  documents 
(including  contractor  records)  reflecting 
indicators  of  fraud  or  other  unlawful 
activity,  DCAA  must  immediately  in¬ 
form  the  cognizant  criminal  investi^tive 
organization  so  appropriate  measures  can 
be  taken  for  the  government  to  maintain 
custody  and  control  over  such  docu¬ 
ments. 

f.  Grand  jury  procedings  are  criminal 
investigations  officially  conducted  by  the 
Department  of  Justice  or  an  assistant 
U.S.  attorney  (AUSA)  rather  than  a  DoD 
investigative  organization.  An  AUSA  or 
DOJ  attorney  may  also  conduct  a  civil 
investigation  into  suspected  contract 
fraud.  In  many  cases,  the  trial  attorney 
obtains  services  from  an  investigative 
agency  such  as  the  FBI.  The  investigator 
will  then  obtain  DCAA  audit  assistance. 
Although  JPM-2  does  not  address  DOJ 
trial  attorneys,  AUSAs  or  the  FBI,  it  is 
DCAA  policy  that  the  obligations  of  the 
requester  and  auditor  are  the  same  as 
those  specified  in  JPM-2. 

g.  Audit  services  to  non-DoD  agencies 
are  furnished  under  cross-servicing  agree¬ 
ments  which  provide  for  interagency  bill¬ 
ings.  None  of  these  agreements  specifical¬ 
ly  provides  for  investigative  support  ser¬ 
vices.  To  ensure  consistency,  handle  re¬ 
quests  from  non-DoD  agencies  for  inves- 
ti^tive  support  using  the  guidelines  in 
JPM-2.  Investigative  support  to  non- 
DoD  agencies  other  than  the  Department 
of  Justice  (DOJ)  and  the  FBI  is  reimburs¬ 
able,  and  this  should  be  confirmed  with 
the  requesting  agency  before  such  ser¬ 
vices  are  rendered.  Investigative  support 
to  DOJ  and  the  FBI  is  reimbursable  only 


to  the  extent  that  DOJ  or  FBI  contracts 
are  affected. 

h.  Typically,  audit  support  of  investiga¬ 
tions  consists  of  completing  routine  qver- 
head  audits  or  defe<;tive  pricing  audits  of 
special  interest  to  investigators.  In  these 
situations,  report  audit  results  using  stan¬ 
dard  audit  reports  (see  4-702. 5e.,  4- 
702.8,  and  Chapter  10).  However,  certain 
requests  for  investigative  support  require 
effort  not  fitting  the  pattern  of  estab¬ 
lished  audits.  In  these  circumstances, 
consider  the  information  needs  of  the 
requester  in  conjunction  with  the  guid¬ 
ance  in  10-1200  when  issuing  reports  in 
response  to  investigative  support  re¬ 
quests.  Do  not  release  results  of  these 
audits,  including  draft  condition  state¬ 
ments  or  recommendations,  to  the  con¬ 
tractor  before  consulting  with  and  obtain¬ 
ing  the  approval  of  the  investigator.  Dis¬ 
cuss  factual  matters  with  the  contractor 
only  to  the  extent  necessary  to  ensure 
accuracy.  These  procedures  are  necessary 
to  prevent  premature  release  of  audit 
results  which  could  compromise  govern¬ 
ment  actions  regarding  the  condition 
under  investigation. 

4-702.7  Control  of  Documents  Obtained 
Under  Inspector  General  or  Grand  Jury 
Subpoenas  and  Civil  Investigative 
Demands 

For  criminal  investigative  purposes, 
documents  may  be  obtained  under  either 
an  Inspector  General  (IG)  or  a  grand  jury 
subpoena.  The  civil  investigative  equiva¬ 
lent  of  a  grand  jury  subpoena  is  referred 
to  as  a  civil  investigative  demand  (CID). 
DCAA  subpi^nas  will  not  be  used  in 
connection  with  investigations.  When  an 
investigative  office  obtains  documents 
under  an  IG  subpoena,  it  is  the  custodian 
of  the  documents.  When  the  documents 
are  obtained  under  a  grand  jury  subpoe¬ 
na,  the  grand  jury  is  the  custodian  and 
the  government  prosecutor  or  the  investi¬ 
gator  acts  as  the  grand  jury's  agent  or 
representative.  Similai  custodial  require¬ 
ments  exist  for  CIDs.  Requirements  for 
safeguarding  grand  jury  materials  or 
CIDs  are  more  stringent  than  for  IG 
subpoenas. 

a.  Auditor  responsibility  for  safeguard¬ 
ing  contractor  records  is  discussed  in 
CAM  1-506.  The  auditor  is  not  relieved 
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of  responsibility  simply  because  the  rec¬ 
ords  in  question  have  been  obtained 
under  subpoena  or  because  the  contrac¬ 
tor  itself  should  be  excluded  from  access 
to  the  subpoenaed  records.  When  audi¬ 
tors  are  detailed  to  assist  an  investiga¬ 
tion,  they  should  be  aware  of  their  re¬ 
sponsibility  to  exercise  due  care  and  be 
mindful  that  removal  of  original  docu¬ 
ments  from  the  designated  workplace 
could  result  in  both  significant  embar¬ 
rassment  to  the  Agency  and  penalties  to 
the  auditor. 

Ib.  If  an  auditor  is  to  work  under  the 
supervision  of  an  investigator  or  trial 
attorney,  the  acknowledgment  of  the  re¬ 
quest  for  audit  services  should  state  that, 
while  the  auditor  will  exercise  due  profes¬ 
sional  care,  neither  the  auditor  nor  the 
Agency  can  assume  responsibility  for  the 
completeness  of  subpoenaed  documents 
that  are  not  inventoried  upon  receipt  and 
maintained  under  appropriate  security 
thereafter. 

c.  If  unsatisfactory  conditions  are  en¬ 
countered,  the  cognizant  manager  or  su¬ 
pervisor  should  advise  the  head  of  the 
investigative  agency  of  the  situation  in 
writing.  The  matter  should  then  be  left  to 
the  discretion  of  the  investigative  office. 
It  is  highly  unlikely  that  security  prob¬ 
lems  will  arise  under  a  grand  jury  subpoe¬ 
na;  however,  in  that  case,  notice  of  unsat¬ 
isfactory  conditions  should  be  furnished 
I  to  the  trial  attorney  with  a  copy  to  the 
investigator. 

4-702.8  Audit  Reports  Involving  Alleged 
Subcontractor  Fraud 

a.  Most  fraud  statutes  provide  for 
measurement  of  total  cost  impact  to  the 
government  for  damages  resulting  from 
subcontractor  fraud  or  false  statements. 
For  example,  a  second-tier  subcontractor 
may  make  a  false  statement  to  a  first-tier 
subcontractor  resulting  in  a  Si  million 
defective  pricing.  If  the  first-tier  subcon¬ 
tractor  and  the  prime  contractor  rely  on 
the  defective  data,  the  impact  to  the 
government  would  exceed  SI  million 
after  adding  the  two  additional  levels  of 
overhead,  G&A,  and  profit.  In  this  exam¬ 
ple,  the  second-tier  subcontractor  would 
be  liable  for  the  entire  cost  impact  to  the 
government  (plus  penalties)  even  though 
Its  gain  was  only  $  1  million.  This  situa¬ 


tion  differs  significantly  from  a  non- 
fraudulent  defective  pricing  case  where 
the  government  would  seek  recovery  of 
the  entire  cost  impact  from  the  prime 
contractor.  In  non-fraudulent  subcon¬ 
tractor  defective  pricing  cases,  the  audit 
report  procedures  described  in  10-602b. 
apply  (i.e.,  subcontract  audit  reports  are 
provided  to  the  prime  contract  auditor 
who  issues  a  consolidated  report  to  the 
procurement  authority). 

b.  In  subcontract  fraud  matters,  audi¬ 
tors  at  subcontractor  locations  are  usually 
requested  by  investigators  or  attorneys  to 
determine  the  total  cost  impact  to  the 
government.  In  such  cases,  the  subcon¬ 
tractor  FAO  should  assume  full  responsi¬ 
bility  for  coordinating  all  audit  activity 
necessary  to  respond  to  the  request.  Ac¬ 
cordingly,  the  subcontractor  FAO  should 
request  audit  assistance  from  FAOs  with 
audit  cognizance  over  any  higher-tier 
contractors  and  incorporate  the  results 
into  a  single  consolidated  report  to  the 
requestor.  Use  this  procedure  regardless 
of  the  number  of  hi^er-tier  contractors. 
As  part  of  this  process,  the  subcontractor 
FAO  should  identify  information  needed 
from  the  higher-tier  locations  and  supply 
the  higher-tier  auditors  with  any  data 
necessary  to  assist  them  in  their  work.  In 
acknowledging  the  request  from  the  in¬ 
vestigators  or  attorneys,  the  subcontrac¬ 
tor  FAO  should  inform  the  requester  of 
arrangements  being  made  for  the  submis¬ 
sion  of  reports  on  any  (1)  technical 
analysis  or  (2)  reviews  of  intracompany 
or  higher-tier  contractor  additive  factors. 

c.  Resolve  any  disputes  between  FAOs 
on  administrative  procedures  or  techni¬ 
cal  accounting  matters  that  arise  during 
assist  audits  in  accordance  with  6-806. 

4-703  Suspected  Contractor  Provision 
of  Improper  Gifts/Gratuities  to 
Government  Personnel 

a.  The  Standards  of  Ethical  Conduct 
for  the  Executive  branch  (5  C.F.R.  Part 
2635,  Subpart  B)  state  that  federal  em¬ 
ployees  shall  not  accept  gifts/gratuities 
directly  or  indirectly  which  are  given 
because  of  the  employee’s  official  posi¬ 
tion  or  which  are  given  to  the  employee 
by  a  prohibited  source.  “Direct  or  indi- 
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reel  acceptance”  includes  gifts  to  an 
employee’s  parent,  sibling,  spouse,  child 
or  dependent  relative  given  because  of 
the  employee’s  relationship  to  that  other 
person.  “Prohibited  sources”  are  any 
person  or  legal  entity  that:  1)  seeks  offi¬ 
cial  action  from  the  employee’s  agency; 
2)  does  business  or  seeks  to  do  business 
with  the  employee’s  agency;  3)  conducts 
activities  regulated  by  the  employee’s 
agency;  4)  has  interests  that  may  be 
affected  by  the  performance  or  nonper¬ 
formance  of  the  employee’s  duties;  or  5) 
is  an  organization,  a  majority  of  whose 
members  fall  within  any  one  or  more  of 
the  prior  four  categories. 

b.  The  Standards  of  Ethical  Conduct 
for  the  Executive  branch  are  found  at 
Chapter  2  of  DoD’s  Joint  Ethics  regula¬ 
tion  (JER),  DoD  5500.7R.  Additionally, 
18  U.S.C.  203  makes  it  a  crime  for  a 
government  employee  to  receive  com¬ 
pensation  for  his  or  her  duties  as  a 
government  employee  from  anyone  other 
than  the  government.  It  also  makes  it  a 
crime  for  someone  to  pay  such  compen¬ 
sation  to  a  government  employee. 

c.  A  violation  of  18  U.S.C.  203  or 
DoDD  5500.7  may  become  the  subject  of 
an  investigation  and  can  result  in  disci¬ 
plinary  action.  DCAA  auditors  do  not 
have  a  designated  mission  to  monitor 
compliance  with  either  the  Standards  of 
Ethical  Conduct  or  the  statute;  conse¬ 
quently,  audit  programs  do  not  contain 
specific  steps  to  detect  noncompliance. 
However,  any  apparent  noncompliance 
coming  to  your  attention,  regardless  of 
the  length  of  time  since  the  suspected 
event  occurred,  is  referable.  Be  aware, 
however,  that  there  are  exclusions  from 
the  definition  of  a  gift  and  a  number  of 
listed  exceptions  to  the  gift  prohibition 
including  a  blanket  exception  for  gifts 
valued  at  less  than  S20  per  occasion  and 
$50  per  calendar  year.  The  exclusions 
and  exceptions  are  found  on  pages  2-7 
through  20-14  of  Chapter  2  of  the  JER. 
Therefore,  be  sure  to  review  these  excep¬ 
tions  before  making  a  referral.  Forward 
suspected  offers  or  acceptances  of  gratui¬ 
ties  even  though  no  recipient  can  be 
identified  or  no  investigative  lead  is 
apparent.  The  requirements  for  referral 
of  personnel  from  other  Federal  agencies 
who  have  accepted  gifts,  gratuities,  loans. 


favors,  or  entertainment  are  the  same  as 
those  for  DoD  employees  (see  4-704). 

(1)  The  referral  (DCAAF  2000.0  may 
be  used)  must  contain  as  much  informa¬ 
tion  as  is  available.  Such  information 
includes  the  identity  of  the  offeror  and 
recipient  (names,  position  titles,  and 
agency/department  or  contractor),  type 
of  gratuity,  range  in  dollar  value  of  the 
gratuity  or  benefit  detected,  estimated 
total  dollar  value,  the  records  reviewed, 
whether  access  to  any  records  was  de¬ 
nied,  and  why  the  auditor  suspects  that  a 
gratuity  was  offered  or  received.  Also, 
state  whether  the  contractor  is  aware  of 
the  condition  and,  if  so,  include  com¬ 
ments  on  the  nature  of  corrective  action 
taken  or  contemplated,  including  the 
adequacy  of  any  repayments  to  the  gov¬ 
ernment. 

(2)  Do  not  forward  with  the  referral 
many  copies  of  essentially  duplicative 
documents  from  the  contractor’s  records, 
such  as  expense  vouchers.  Instead,  for¬ 
ward  one  or  two  representative  samples 
of  such  records  along  with  a  listing  of 
pertinent  information  such  as  names, 
dates,  and  amounts  extracted  from  the 
records.  All  copies  should  be  legible.  If  it 
is  not  possible  to  obtain  a  legible  copy, 
state  this  fact  in  the  referral  and  briefly 
describe  the  document. 

(3)  "^end  the  referral  to  Headquarters, 
Attn:  OPD,  with  copies  to  the  regional 
director.  OPD  will  review  the  referral  for 
possible  forwarding  to  the  appropriate 
investigative  agency. 

4-704  Suspected  Violations  of  the 
Anti-Kickback  Act  (41  U.S.C.  51  to 
58) 

4-704.1  General 

a.  The  Anti-Kickback  Act  (4-7S1)  pro¬ 
hibits  providing,  attempting  to  provide, 
or  offering  to  provide  any  kickback; 
soliciting,  accepting,  or  attempting  to 
accept  any  kickback;  or  including,  direct¬ 
ly  or  indirectly,  any  kickback  in  the 
contract  price  charged  by  a  subcontractor 
to  a  prime  contractor  or  a  higher-tier 
subcontractor  or  in  the  contract  price 
charged  by  a  prime  contractor  to  the 
government. 
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b.  Kickback  is  defined  as  any  money, 
fee,  commission,  credit,  gift,  gratuity, 
thing  of  value,  or  compensation  of  any 
kind  which  is  provided,  directly  or  indi¬ 
rectly,  to  any  prime  contractor,  prime 
contractor  employee,  subcontractor,  or 
subcontractor  employee  for  the  purpose 
of  improperly  obtaining  or  rewarding 
favorable  treatment  in  connection  with  a 
prime  contract  or  in  connection  with  a 
subcontract  relating  to  a  prime  contract. 

4-704.2  Examples  of  Questionable 
Practices 

Questionable  practices  under  the  Anti- 
Kickback  Act  may  take  such  form  as: 
payments  of  commissions  to  prime  con¬ 
tractor  personnel;  entertainment  provid¬ 
ed  for  prime  contractor  personnel;  loans 
to  prime  or  higher-tier  contractor  person¬ 
nel  that  may  not  be  repaid  and  may  be 
later  recorded  as  an  expense  on  the 
subcontractor’s  records;  and  expensive 
gifts  or  preferential  treatment  to  particu¬ 
lar  subcontractors. 

4-704.3  Audit  Responsibilities 

Ascertain  that  contractors  have  in¬ 
formed  (1)  their  personnel  who  award  or 
administer  subcontracts  or  purchase  or¬ 
ders  and  (2)  their  subcontractors  and 
suppliers  about  the  provisions  of  the 
amended  Anti-Kickback  Act  and  ques¬ 
tionable  practices  thereunder.  If  such 
action  has  not  been  taken  by  a  contractor, 
recommend  that  the  contracting  officer 
require  such  action.  In  addition,  cooper¬ 
ate  to  the  extent  necessary  to  ensure  that 
the  contractor's  procurement  personnel 
are  aware  of  the  provisions  of  the  Act. 

4-704.4  Referral  Requirements 

Because  Public  Law  99-634,  “Anti- 
Kickback  Enforcement  Act  of  1986,” 
imposes  a  duty  on  the  contractor  to 
promptly  report  the  possible  violation  in 
writing  to  the  Inspector  General  of  the 
contracting  agency,  to  the  head  of  the 
contracting  agency  if  the  agency  does  not 
have  an  Inspector  General,  or  to  the 
Department  of  Justice,  the  contractor  has 
a  statutorily  imposed  duty  to  self-report. 
Therefore,  suspected  kickbacks  are  ineli¬ 
gible  for  inclusion  in  the  Voluntary  Dis¬ 
closure  Program.  When  there  is  reason  to 
believe  that  a  violation  of  the  Act  has 


occurred,  and  the  cognizant  Defense 
criminal  investigative  organization  has 
not  been  notified,  the  auditor  shall 
promptly  prepare  a  DCAA  Form  2000 
The  Form  2000.0  will  state  all  kn  u 
details  of  the  transaction.  Coordinate  and 
forward  the  Form  2000.0  in  the  same 
manner  as  those  on  suspected  fraud  (see 
4-702.4). 

4-705  Suspected  Anticompetitive 
Procurement  Practices 

a.  Anticompetitive  procurement  prac¬ 
tices  are  those  designed  to  eliminate 
competition  or  restrain  trade.  They  in¬ 
clude  but  are  not  limited  to  collusive 
bidding,  follow-the-leader  pricing,  rotat¬ 
ed  low  bids,  sharing  the  business,  or 
identical  bids.  They  do  not  include  bona 
fide  sole-source  procurement  actions,  vi¬ 
olations  of  the  Competition  in  Contract¬ 
ing  Act  by  the  procuring  activity,  or 
buying-in  by  a  contractor. 

b.  If  infonnation  received  from  any 
source  indicates  suspected  anticompeti¬ 
tive  procurement  practices  by  a  contrac¬ 
tor  or  subcontractor,  determine,  by  ap¬ 
propriate  audit  techniques,  whether  suffi¬ 
cient  evidence  exists  to  indicate  an  im¬ 
proper  practice.  If  it  does,  promptly 
submit  a  referral  using  the  procedures  set 
forth  in  4-702.4. 

4-706  Suspected  Illegal  Political 
Contributions 

4-706.1  The  Statute 

a.  Title  2  U.S.C.  441C,  in  essence, 
prohibits  any  firm  or  person  contracting 
with  the  United  States  from  making  a 
contribution  to  or  expenditure  for  a  polit¬ 
ical  party,  committee,  candidate  for  pub¬ 
lic  office,  or  any  person,  for  a  political 
purpose  or  use. 

b.  The  term  “contribution”  includes: 
(1)  any  gift,  subscription,  loan,  advance, 
or  deposit  of  money  or  anything  of  value 
made  by  any  person  for  the  purpose  of 
influencing  any  election  for  Federal  of¬ 
fice;  or  (2)  the  pa>ment  by  any  person  of 
compensation  for  the  personal  services  of 
another  person  which  are  given  to  a 
political  committee  without  charge  for 
any  purpose. 
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4-706.2  Methods  of  Channeling 
Inappropriate  Expenditures 

Co^rations  that  make  illegal  political 
contributions  may  use  several  means  to 
channel  such  payments  to  the  intended 
recipient.  Be  alert  to  such  methods  as; 

a.  Bonus  payments  to  contractor  per¬ 
sonnel  passed  on  by  the  employee  as  a 
personal  contribution  or  returned  to  the 
company  to  make  the  contribution. 
These  payments  usually  cover  taxes  paid 
by  the  employee.  Review  carefully  any 
bonus  payments  which  might  be  based  on 
a  formula  designed  to  cover  taxes  due. 

b.  Payments  to  outside  consultants  or 
other  professional  contacts.  Such  pay¬ 
ments  may  be  too  high  for  the  service 
received  or  there  may  be  no  services 
received  at  ail.  Scrutinize  high  or  unusual 
professional  and  consultant  service  ex¬ 
penses  for  inappropriate  expenditures. 
Such  scrutiny  involves  a  comprehensive 
review  of  supporting  documentation, 
which  should  state  the  extent  of  services 
provided. 

c.  Padding  or  falsifying  expenses  paid 
to  employees.  Such  expenses  may  include 
travel,  dues,  memberships  and  subscrip¬ 
tions,  training,  educational  expenses,  or 
any  expenses  where  the  contractor  makes 
payment  based  on  an  invoice  from  an 
employee  or  a  close,  outside  associate. 

4-706.3  Audit  Responsibilities 

It  would  be  impractical  to  perform  the 
audit  effort  necessary  to  disclose  every 
illegal  political  contribution.  However, 
government  auditing  standards  require 
auditors  to  design  audit  steps  and  proce¬ 
dures  to  provide  reasonable  assurance  of 
detecting  errors,  irregularities,  abuse,  ille¬ 
gal  acts,  or  other  unlawful  activity  that 
could  significantly  affect  the  audit  objec¬ 
tives  or  results  of  audit  (see  4-702.2a). 

4-706.4  Referral  Requirements 

When  a  violation  of  the  statute  is 
suspected,  submit  a  report  describing  all 
known  details  of  the  transaction  to  Head¬ 
quarters,  Attn:  OPD,  for  possible  referral 
to  the  Federal  Election  Commission.  The 
DCAAF  20(X).0  may  be  used  for  this 
purpose.  “Early  alerts”  are  not  required 
when  reporting  this  suspected  miscon¬ 
duct. 


4-707  Voluntary  Disclosure  Program 
4-707.1  General 

a.  The  Department  of  Defense  encour¬ 
ages  contractors  to  adopt,  as  a  central 
part  of  corporate  self-governance,  a  poli¬ 
cy  of  voluntarily  disclosing  problems 
affecting  their  contractual  relationship 
with  the  DoD.  The  program  is  intended 
to  be  mutually  advantageous  to  both  the 
government  and  contractors.  Such  ad¬ 
vantages  include:  (1)  increased  likelihood 
of  the  government  recouping  losses  of 
which  it  might  otherwise  be  unaware;  (2) 
reduction  in  the  work  required  by  the 
government  to  investigate  the  problem; 
(3)  relaxation  of  adversarial  tensions  be¬ 
tween  the  government  and  contractors, 
thus  expediting  consideration  of  reme¬ 
dies  by  the  DoD  and  the  Department  of 
Justice  (DOJ);  (4)  positive  indications  of 
contractor  integrity  by  their  disclosure 
and  cooperation;  and  (5)  increased  likeli¬ 
hood  of  self-initiated  corrective  actions 
by  contractors. 

b.  In  return  for  voluntarily  disclosing 
potential  fraud  and  agreeing  to  cooperate 
in  any  government  audit  and  investiga¬ 
tion,  the  government  will  generally  allow 
a  contractor  to  conduct  an  internal  inves¬ 
tigation  which  the  government  will  at¬ 
tempt  to  verify  in  an  expedited  manner. 
DoD  will  also  generally  agree  not  to 
initiate  suspension  or  debarment  action 
until  this  verification  process  is  com¬ 
pleted.  Determinations  r^rding  suspen¬ 
sion  and  debarment  will  consider  the 
contractor’s  achievements  in  ensuring 
corporate  integrity.  Prompt  voluntary 
disclosure,  full  cooperation,  complete  ac¬ 
cess  to  contractor  records,  restitution, 
and  adequate  corrective  actions  are  con¬ 
sidered  key  indicators  of  contractor  in¬ 
tegrity. 

c.  To  be  accepted  into  the  DoD  Volun¬ 
tary  Disclosure  Program,  (1)  the  disclo¬ 
sure  must  not  be  triggered  by  the  contrac¬ 
tor’s  recognition  that  the  underlying  facts 
are  about  to  be  discovered  by  the  govern¬ 
ment  through  audit,  investigation,  or 
contract  administration  efforts,  or  report¬ 
ed  to  the  government  by  third  parties;  (2) 
the  disclosure  must  be  on  behalf  of  the 
business  entity,  in  contrast  to  admissions 
by  individual  officials  or  employees;  (3) 
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prompt  and  complete  corrective  action, 
including  disciplinary  action  and  restitu¬ 
tion  to  the  government  when  appropri¬ 
ate,  must  be  taken  by  the  contractor  in 
response  to  the  matters  disclosed;  and  (4) 
after  disclosure,  the  contractor  must  co¬ 
operate  fully  with  the  government  in  any 
ensuing  investigation  or  audit.  If  suspect¬ 
ed  irregularities  are  found  during  a  joint 
audit  as  described  in  4-202. Id,  the  con¬ 
tractor  will  have  30  days  to  make  a 
voluntary  disclosure  (see  4-702.2d). 

d.  The  Assistant  Inspector  General  for 
Investigations,  Office  of  Criminal  Policy 

I  and  Oversight,  (AIG(CIPO))  serves  as  the 
focal  point  for  the  dissemination  of  gen¬ 
eral  information  concerning  the  Volun¬ 
tary  Disclosure  Program,  administers  the 
program,  and  coordinates  administrative 
action  within  DoD.  Inform  defense  con¬ 
tractors  wishing  to  make  a  disclosure  of 
potential  fraud  as  part  of  the  Voluntary 
Disclosure  Program  to  contact  the  Volun¬ 
tary  Disclosure  Program  Manager  at  tele¬ 
phone  number  (703)  614-8960.  Matters 
not  involving  potential  criminal  or  civil 
fraud,  i.e.,  those  that  are  contractual  or 
administrative  in  nature,  may  be  report¬ 
ed  to  the  cognizant  contracting  officer  or 
DCAA  office. 

e.  One  defense  criminal  investigative 
organization  (DCIO)  will  serve  as  the 
lead  investigative  agency  to  verify  the 
accuracy  and  completeness  of  the  mat- 
ter(s)  disclosed.  In  most  instances,  the 
lead  DCIO  will  request  DCAA  to  conduct 
an  audit.  The  DCAA  auditor  assigned 
will  be  briefed  on  the  DCIO  investigative 
plan  to  ensure  a  coordinated  effort.  If 
enough  information  is  available  and  the 
circumstances  warrant,  the  DCIO  may 
begin  its  investigation  before  completion 
or  in  conjunction  with  the  audit. 

4-707.2  Audit  Responsibility 

a.  Regardless  of  the  type  of  audit 
activity  involved,  treat  requests  for 
DCAA  assistance  related  to  voluntary 
disclosures  as  demand  assi^ments  and 
schedule  them  for  completion  on  that 
basis.  (See  4-702.6  for  the  procedures  to 
follow  when  responding  to  such  re¬ 
quests.)  Prompt  completion  is  usually 
critical  to  a  criminal  or  civil  investiga¬ 
tion.  Accordingly,  inform  requesters  im- 
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mediately  of  any  anticipated  delays  in  the 
performance  of  the  audit. 

b.  The  scope  of  the  audit  will  focus  on 
the  matters  disclosed  by  the  contractor 
and  include  a  quantification  of  the  gov¬ 
ernment  loss.  Unrelated  fraud  allegations 
developed  during  the  verification  process 
are  to  be  pursued  by  the  initiation  of  an 
independent  audit  or  investigation  using 
normal  procedures  (see  4-702.4)  unless 
the  relationship  to  the  matter  disclosed  is 
so  commingled  as  to  prevent  their  sever¬ 
ance.  Do  not  treat  such  additional  allega¬ 
tions  as  part  of  the  Voluntary  Disclosure 
Program  without  prior  coordination  with 
the  lead  DCIO. 

c.  Contractor  cooperation  is  essential 
to  the  audit.  When  contractor  coopera¬ 
tion  is  unsatisfactory,  promptly  notify  the 
lead  DCIO.  It  is  the  responsibility  of  the 
DCIO  to  ensure  access  to  information 
required  for  the  verification  audit. 

d.  Situations  may  occur  in  which  a 
contractor  or  its  legtd  counsel  attempts  to 
make  a  voluntary  disclosure  of  potential 
civil  or  criminal  fraud  directly  to  DCAA. 
If  this  happens,  the  FAO  should: 

(1)  Determine  if  the  disclosure  has  any 
immediate  impact  on  costs  charged  to 
government  contracts  that  would  warrant 
suspension  or  disallowance  of  costs.  If 
yes,  bring  the  matter  to  the  attention  of 
Headquarters  (OPD),  through  the  r^on- 
al  office,  before  suspensions  or  disallo¬ 
wances  are  made. 

(2)  Inform  the  ACO  of  the  disclosure,  if 
he  or  she  is  not  already  aware. 

(3)  Determine  if  the  contractor  has 
made  or  intends  to  make  a  disclosure 
under  the  Voluntary  Disclosure  Program. 
If  yes,  direct  them  to  contact  the  Volun¬ 
tary  Disclosure  Program  Manager  if  they 
have  not  done  so  already  (see  4- 707. Id.) 
and  allow  the  contractor  to  proceed  with 
its  own  investigation  without  initiating  a 
parallel  audit.  Confirm,  however,  that  the 
contractor  has  made  the  formal  disclo¬ 
sure. 

(4)  If  the  contractor  does  not  make  a 
formal  disclosure,  evaluate  the  situation 
using  the  guidance  in  4-702.  The  FAO  or 
region  should  consult  with  Headquarters 
(OPD)  before  submitting  a  DCAAF 
2000.0. 


DCAA  Contract  Audit  Manual 


440 

l|4-707.2d. 


January  1995 


(5)  Immediately  forward  any  documen¬ 
tation  concerning  an  attempted  voluntary 
disclosure  to  Headquarters  (OPD). 

e.  Under  no  circumstances  (fraud  or  no 
fraud)  are  DCAA  personnel  to  accept 
refund  checks. 

f.  On  occasion  a  contracting  officer 
who  has  received  a  voluntary  disclosure 
may  request  DCAA  assistance.  In  such 
cases,  follow  the  procedures  in  para¬ 
graphs  a  -  e  above.  If  you  are  aware  of  a 
voluntary  disclosure  made  to  a  contract¬ 
ing  officer,  provide  Headquarters  (OPD) 
a  narrative  report  on  the  incident,  accom¬ 
panied  by  all  pertinent  documentation. 
Do  not  follow  the  procedures  in  4-702.4. 

4-707.3  Audit  Reports 

a.  Audit  reports  will  be  addressed  to 
the  DCIO  requesting  the  audit.  In  addi¬ 
tion,  a  copy  will  normally  be  furnished  to 
the  ACO,  affected  PCOs,  and  the  DCAA 
Justice  Liaison  Auditor  (see  4-702.5b.).  If 
the  requester  asks  that  distribution  of  the 
report  be  limited,  refer  the  matter  to 
Headquarters  (OPD)  through  the  cogni¬ 
zant  Regional  Audit  Manager. 

b.  Audit  of  a  voluntary  disclosure  is  to 
be  performed  in  accordance  with  the 
guidance  covering  the  matter(s)  dis¬ 
closed,  and  the  auditor  should  identify 
and  review  similar  transactions  to  con¬ 
firm  that  the  disclosure  was  complete. 
For  example,  a  disclosure  of  defective 
pricing  should  be  reviewed  in  accordance 
with  14-100,  and  the  defective  pricing 
potential  of  contracts  awarded  under 
circumstances  similar  to  those  affected 
by  the  disclosed  irregularity  should  be 
reviewed.  If  the  irregularity  affects  a 
subcontract,  include  the  impact  of  prime 
contractor  additives  as  discussed  in  i- 
702.8.  Since  the  contractor  is  required  to 
provide  data  supporting  its  findings  and 
computations,  procedures  applicable  to 
audits  of  voluntary  disclosures  are  not 
considered  to  be  investigative  in  nature, 
and  the  restrictions  in  4-702.  S  and  4- 
702.6  do  not  apply.  To  the  extent  possi¬ 
ble,  tests  of  transactions  and  other  rou¬ 
tine  audit  procedures  performed  during 
reviews  of  voluntaiy  disclosures  should 
be  inco^rated  in  the  ongoing  workload 
to  satisfy  requirements  of  the  affected 
audit  area. 


c.  Prepare  audit  reports  using  the  for¬ 
mat  in  10-1200.  However,  be  certain  all 
relevant  issues  are  covered.  Do  not  hesi¬ 
tate  to  expand  the  report  format  in  the 
interest  of  clarity. 

d.  Do  not  release  results  of  audit, 
including  draff  condition  statements  or 
recommendations,  to  the  contractor  be¬ 
fore  consulting  with  and , obtaining  the 
approval  of  the  DCIO.  Discuss  factual 
matters  with  the  contractor  only  to  the 
extent  necessary  to  ensure  accuracy. 
These  procedures  are  necessary  to  pre¬ 
vent  premature  release  of  audit  results 
which  could  compromise  government  ac¬ 
tions  regarding  the  condition  under  in¬ 
vestigation. 

4-708  Obstruction  of  Audit  Provision 
of  the  Anti-Dn^  Abuse  Act  of  1!^ 

a.  The  Anti-Drug  Abuse  Act  of  1988 
(P.L.  100-690)  added  section  1516  to 
Title  18,  U.S.C.,  which  contains  an  ob¬ 
struction  of  audit  provision.  This  provi¬ 
sion  makes  it  a  crime  for  a  person  or 
corporation  to  endeavor  to  influence, 
obstruct,  or  impede,  with  the  intent  to 
deceive  or  defraud  the  government,  a 
Federal  auditor  in  the  performance  of 
official  duties.  The  purpose  of  the  provi¬ 
sion  is  to  punish  acts  designed  to  prevent 
an  auditor  from  discovering  or  reporting 
fraud  or  deceit  against  the  government. 
The  provision  does  not  make  it  a  crime  to 
deny  an  auditor  access  to  records  unless 
the  purpose  of  the  denial  is  to  prevent 
such  discovery.  Therefore,  do  not  report 
a  suspicion  of  fraud  or  other  unlawful 
activity  solely  on  the  basis  that  access  to 
records  was  denied.  Pursue  access  to 
records  problems  in  accordance  with  1- 
504.4. 

b.  If  there  is  a  reasonable  basis  to 
suspect  fraud  or  deceit  against  the  gov¬ 
ernment,  and  you  believe  a  denial  of 
access  to  records  is  an  attempt  to  prevent 
an  auditor  from  discovering  or  reporting 
this  fraud  or  deceit,  include  this  informa¬ 
tion  in  a  suspected  fraud  referral  (see  4- 
702.4).  The  mere  denial  of  access  to 
records,  however,  is  not  by  itself  a  rea¬ 
sonable  basis  to  suspect  fraud. 

c.  When  reporting  suspicions  of  fraud 
or  other  unlawful  activity  (see  4-702.4), 
include  any  information  on  suspected 
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contractor  efforts  to  influence,  obstruct, 
or  impede  an  auditor  with  the  intent  to 
deceive  or  defraud  the  government. 

4-709  Qui  Tam  Actions  Under  the 
Civil  False  Claims  Act 

Qui  tarn  actions  are  civil,  not  criminal, 
actions,  which  are  brought  under  the 
authority  of  the  Civil  False  Claims  Act. 
In  such  a  suit,  the  plaintiff  brings  the 
action  on  behalf  of  the  government.  A  qui 
tarn  suit  is  filed  under  seal.  The  defen¬ 
dant  contractor  is  not  provided  with  a 
copy  of  the  filing  nor  is  it  to  be  told  the 
contents  of  the  tiling  while  the  action  is 
under  seal.  The  government  is  furnished 
a  copy  of  the  filing  and  has  60  days  in 
which  to  make  a  decision  on  whether  it 
will  join  in  the  suit.  To  assist  its  delibera¬ 
tions,  the  Department  of  Justice  will 
frequently  seek  information  about  the 
defendant  contractor  from  DCAA.  Infor¬ 
mation  in  our  files  and  working  papers  is 
to  be  made  readily  available  to  the  attor¬ 
ney  handling  the  case  as  well  as  any  DoD 
personnel  supporting  the  attorney.  Any 
requests  for  additional  audit  support  will 
be  treated  as  a  demand  assignment.  The 
contractor  is  not  to  be  informed  of  the 
source  of  these  requests  without  the  ap¬ 
proval  of  the  requesting  attorney.  At  the 
same  time,  the  FAO  should  determine  if 
the  attorney  has  any  objections  to  provid¬ 
ing  the  results  of  the  audit  to  the  con¬ 
tracting  officer.  If  there  are  none,  a  report 
should  be  sent  to  the  contracting  officer. 
However,  the  report  will  caution  that  the 
audit  was  conducted  in  connection  with  a 
qui  tarn  suit  and  that  before  any  contrac¬ 
tual  action  is  taken  on  the  matter,  per¬ 
mission  must  be  obtained  from  the  re¬ 
sponsible  attorney. 

4-710  Defense  Hotline 

a.  The  Defense  Hotline  is  an  element  of 
the  Office  of  the  Assistant  Inspector 
General  for  Departmental  Inquiries 
which  serves  as  a  clearinghouse  for  audit 
and  investigative  leads.  It  receives  allega¬ 
tions  from  Government  entities  such  as 
DoD,  from  private  individuals  both  in¬ 
side  and  outside  the  Government,  and 
from  the  GAO.  The  Hotline  assigns  re¬ 
view  of  these  leads  to  the  audit  or  investi¬ 


gative  agency  it  believes  is  best  qualified 
to  determine  their  validity;  monitors  the 
progress  of  the  examination;  and  tabu¬ 
lates  and  reports  case  dispositions.  Hot¬ 
line  personnel  neither  perform  investiga¬ 
tive  tasks  nor  initiate  corrective  actions. 
DCAA  responsibilities  for  reviewing  Hot¬ 
line  referrals  are  set  out  in  DCAAR 
7600.1. 

b.  The  Hotline  is  obligated  to  protect 
the  anonymity  of  informants  who  either 
request  confidentiality  or  do  not  disclose 
their  identity.  Hotline  materials  arising 
from  such  a  source  are  clearly  marked.  In 
order  to  evaluate  a  Hotline  referral,  it 
may  be  necessary  to  advise  a  contractor 
that  an  audit  lead  has  been  received.  The 
Hotline  should  not  be  identified  as  the 
source  of  the  lead.  Under  no  circum¬ 
stances  m^  Hotline  materials  arising 
from  a  confidential  or  anonymous  source 
be  released  outside  the  Government.  The 
Headquarter’s,  DCAA  transmittal  of  a 
sensitive  Hotline  referral  will  make  spe¬ 
cific  reference  to  nondisclosure  require¬ 
ments  in  its  opening  paragraph. 

c.  At  its  discretion,  the  Hotline  may 
determine  that  an  allegation  either  lacks 
sufficient  detail  for  follow-up  or  presents 
no  likelihood  of  harm  to  the  Govern¬ 
ment.  Such  a  matter  will  be  classified  as 
an  optional  referral.  All  other  referrals 
are  mandatory,  and  are  assigned  a  due 
date.  Hotline  referrals  are  reviewed  in 
Headquarters,  OPD,  and  are  forwarded 
to  the  cognizant  regional  office  for  infor¬ 
mation  or  response.  The  regional  office 
may  further  delegate  responsibility.  Dele¬ 
gation  of  the  decision  to  conduct  a  field 
review  of  an  otherwise  optional  referral 
does  not  convert  the  status  of  a  referral 
from  an  optional  to  a  mandatory  re¬ 
sponse.  However,  if  a  field  review  is 
undertaken,  results  must  be  'eported  to 
the  Hotline. 

d.  All  Hotline  referrals  which  have 
been  assigned  due  dates,  either  by  the 
Hotline  or  by  Headquarters,  are  to  be 
treated  as  demand  assignments.  li  a  due 
date  cannot  be  met,  an  extension  should 
be  requested  by  filing  a  Hotline  Progress 
Report  (DCAAR  7600. 1^  The  Hotline 
has  suggested  that  six  month  extension 
requests  reduce  unnecessary  proliferation 
of  progress  reports.  It  is  the  responsibility 
of  the  Regional  Office  to  assure  that 
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Hotline  projgress  and  completion  reports 
are  issued  in  the  specified  format. 

e.  When  a  field  review  of  a  Hotline 
referral  is  undertaken,  allegations  are  to 
be  treated  as  audit  leads  and  followed  up 
through  audit  in  accordance  with  4- 
702.2.  If  questions  remain  after  available 
audit  means  commensurate  with  the 
Government’s  risk  have  been  exhausted, 
arrangements  should  be  made  for  transfer 
of  the  matter  to  an  investigative  agency. 
The  responsible  field  element  should  dis¬ 
cuss  the  case  with  the  investigative  office 
to  which  it  would  have  sent  a  DCAAF 
2000.0  had  the  allegation  arisen  through 
audit.  (However,  matters  first  reported 
through  the  Defense  Hotline  are  deemed 
to  be  known  to  the  Government,  and 
therefore  ineligible  for  reporting  on  the 
DCAAF  2000.0.)  Case  responsibility  may 
be  tranferred  by  submitting  a  Hotline 
Completion  Report  (DCAAR  7600.1)  to 
Headquarters,  Attention  OPD,  setting 
out  the  results  of  review,  the  reason(s)  for 
transfer,  and  the  investigative  office  to 
which  the  matter  should  be  transferred. 

f.  When  a  referral  makes  allegations  of 
a  technical  nature,  the  assistance  of  a 
technical  evaluator  should  be  obtained. 
Occasionally  it  becomes  apparent  that 
the  technical  evaluator’s  agency  should 
assume  responsibility  for  the  referral, 
with  audit  support  as  needed.  When  this 
happens,  transfer  of  responsibility  should 
be  formalized  similarly  to  investigative 
transfer. 

g.  DCAA’s  responsibilities  are  not  af¬ 
fected  by  the  source  of  an  audit  lead. 
When  review  of  a  Hotline  referral  leads 
to  positive  findings  of  questioned  cost, 
control  weakness,  or  similar  audit  mat¬ 
ters,  the  cognizant  field  audit  office 
should  report  the  matter  to  procurement 
and  initiate  corrective  action  through  the 
audit  reporting  process.  If  available,  au¬ 
dit  reports  containing  findings  and  rec¬ 
ommendations  which  arose  from  a  Hot¬ 
line  referral  should  be  submitted  as  an 
enclosure  to  the  Hotline  Completion  Re¬ 
port. 

4-711  Reviewine  Contractor 
Compliance  with  Administrative 
Suspension  and  Debarrment 
Agreements 

a.  Background.  Contractors  found  to 
have  committed  fraud  or  other  miscon¬ 


duct  sometimes  enter  into  suspension 
and  debarrment  agreements  to  avoid 
being  suspended  or  debarred  from  ob¬ 
taining  government  contract  awards  or  to 
be  removed  from  the  listing  of  suspended 
or  debarred  companies.  These  agree¬ 
ments  usually  require  the  contractor  to 
implement  ethics  and  fraud  prevention 
programs  and  strengthen  internal  con¬ 
trols  over  the  areas  where  the  fraud  or 
other  misconduct  occurred.  Often,  the 
agreements  require  the  contractor  to 
maintain  a  hotline  for  employees  to  re¬ 
port  fraud  or  other  irregularities.  Some¬ 
times  the  costs  incurred  by  the  contractor 
to  comply  with  these  agreements  are 
unallowable  under  FAR  3 1 .205-47.  Each 
Service  and  the  Defense  Logistics  Agency 
has  suspension  and  debarring  officials  or 
designees  who  are  responsible  for  moni¬ 
toring  contractor  compliance  with  the 
agreements. 

b.  Responsibilities.  The  suspension 
and  debarring  officials  or  designees  will 
request  DCAA  audit  support  to  review 
contractor  compliance  with  any  provi¬ 
sions  of  the  agreement  that  relate  to 
DCAA’s  audit  mission.  For  example,  the 
auditor  will  generally  be  requested  to 
review  if  the  contractor  is  identifying  and 
segregating  the  unallowable  costs  being 
incurred  to  comply  with  the  agreement.  If 
the  agreement  also  provides  for  the  con¬ 
tractor  to  make  improvements  to  its 
internal  control  systems,  the  auditor  will 
generally  be  requested  to  review  if  the 
improvements  have  been  made.  The  sus¬ 
pension  and  debarring  officials  or  desig¬ 
nees  are  responsible  for  assessing  overall 
contractor  compliance  with  the  agn-c- 
ment. 

c.  Briefing  of  the  Agreement  and  Coor¬ 
dination.  At  those  contractors  with  sus¬ 
pension  and  debarrment  agreements,  the 
FAO  should  obtain  a  copy  and  brief  the 
agreement  to  identify  provisions  that  fall 
within  DCAA’s  areas  of  responsibility. 
The  FAO  should  then  discuss  with  the 
responsible  suspension  and  debarring  of¬ 
ficial  or  designee  and  the  contracting 
officer  the  audit  services  needed  to  assist 
in  reviewing  contractor  compliance.  Atw 
differences  of  opinion  between  the  FAO 
and  the  suspension  and  debarring  official 
or  designee  or  any  difficulty  in  arranging 
a  meeting  should  be  communicated 
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through  the  Regional  Office  to  PFD  for 
resolution.  The  results  of  this  coordina¬ 
tion  should  be  documented  in  the  FAO’s 
audit  planning  files. 

d.  Audit  Planning.  The  FAO  normally 
will  not  have  to  establish  special  audits  to 
provide  the  needed  audit  support.  The 
audit  steps  needed  to  assist  the  suspen¬ 
sion  or  debarring  official  or  designee  in 
determining  compliance  with  the  provi¬ 
sions  of  the  agreement  can  be  usually 
performed  as  part  of  the  FAO’s  regularly 
scheduled  reviews;  e.g.,  the  FAO’s 
planned  reviews  of  internal  controls  re¬ 
lating  to  the  identification  and  se^ega- 
tion  of  unallowable  costs.  However,  if  the 
compliance  officer  requests  a  special  au¬ 
dit  because  of  his  scheduled  responsibili¬ 
ties,  the  FAO  should  provide  the  request¬ 
ed  services. 

e.  Corporate  Offices.  Settlements  at  the 
corporate  level  affecting  two  or  more 
segments  should  be  coordinated  by  the 
corporate  auditor  or  CAC.  After  the 


briefing,  the  corporate  auditor  or  CAC 
will  disseminate  the  agreement  to  the 
segment  auditors  with  an  assist  audit 
request  (if  applicable)  on  any  services 
needed  to  assess  compliance  with  the 
relevant  parts  of  the  agreement. 

f  Reporting.  The  FAO  should  commu¬ 
nicate  in  writing  all  noncompliances  or 
other  concerns  with  the  agreement  to  the 
ACO  cognizant  of  the  contractor  with  a 
copy  to  the  suspension  and  debarring 
official  or  designee.  All  applicable  DCAA 
audit  reports  should  contain  comments 
on  any  contractor  actions  required  by  a 
suspension/debarrment  agreement  until 
the  contractor  fully  implements  or  com¬ 
plies  with  the  agreement. 

g.  Semiannual  Updates.  On  a  semian¬ 
nual  basis,  PFD  will  obtain  listings  of  the 
contractors  currently  under  suspension 
and  debarrment  agreements  and  provide 
them  to  the  regional  offices  for  distribu¬ 
tion  to  the  appropriate  FAOs. 
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4-7S1  Supplement  -  Public  Law  99-634,  “Anti-Kickback  Enforcement 

Act  of  1986” 


An  Act  to  prohibit  kickbacks  relating 
to  subcontracts  under  Federal  govern¬ 
ment  contracts. 

Section  1 .  This  Act  may  be  cited  as  the 
“Anti-Kickback  Act  of  1986.” 

Section  2.  As  used  in  this  Act; 

(1)  The  term  “contracting  agency,” 
when  used  with  respect  to  a  prime  con¬ 
tractor,  means  any  department,  agency, 
or  establishment  of  the  United  States 
which  enters  into  a  prime  contract  with  a 
prime  contractor. 

(2)  The  term  “kickback”  means  any 
money,  fee,  commission,  credit,  gift,  gra¬ 
tuity,  thing  of  value,  or  compensation  of 
any  kind  which  is  provided,  directly  or 
indirectly,  to  any  prime  contractor,  prime 
contractor  employee,  subcontractor,  or 
subcontractor  employee  for  the  purpose 
of  improperly  obtaining  or  rewarding 
favorable  treatment  in  connection  with  a 
prime  contract  or  in  connection  with  a 
subcontract  relating  to  a  prime  contract. 

(3)  The  term  “person”  means  a  corpo¬ 
ration,  partnership,  business  association 
of  any  kind,  trust,  joint-stock  company, 
or  individual. 

(4)  The  term  “prime  contract”  means  a 
contract  or  contractual  action  entered 
into  by  the  United  States  for  the  purpose 
of  obtaining  supplies,  materials,  equip¬ 
ment,  or  services  of  any  kind. 

(5)  The  term  “prime  contractor” 
means  a  person  who  has  entered  into  a 
prime  contract  with  the  United  States. 

(6)  The  term  “prime  contractor  em¬ 
ployee”  means  any  officer,  partner,  em¬ 
ployee,  or  agent  of  a  prime  contractor. 

(7)  The  term  “subcontract”  means  a 
contract  or  contractual  action  entered 
into  by  a  prime  contractor  or  subcontrac¬ 
tor  for  the  purpose  of  obtaining  supplies, 
materials,  ^uipment,  or  services  of  any 
kind  under  a  prime  contract. 

(8)  The  term  “subcontractor” 

(A)  means  any  person,  other  than 
the  pnme  contractor,  who  offers  to  fur¬ 
nish  or  furnishes  any  supplies,  materials, 
equipment,  or  services  of  any  kind  under 
a  prime  contract  or  a  subcontract  entered 
into  in  connection  with  such  prime  con¬ 
tract;  and 


(B)  includes  any  person  who  offers 
to  furnish  or  furnishes  general  supplies  to 
the  prime  contractor  or  a  hi^er  tier 
subcontractor. 

(9)  The  term  “subcontractor  employ¬ 
ee”  means  any  officer,  partner,  employee, 
or  agent  of  a  subcontractor. 

Section  3.  It  is  prohibited  for  any 
person  — 

(1)  to  provide,  attempt  to  provide,  or 
offer  to  provide  any  kickback; 

(2)  to  solicit,  accept,  or  attempt  to 
accept  any  kickback;  or 

(3)  to  include,  directly  or  indirectly,  the 
amount  of  any  kickback  prohibited  by 
clause  (1)  or  (2)  in  the  contract  price 
charged  by  a  subcontractor  to  a  prime 
contractor  or  a  higher  tier  subcontractor 
or  in  the  contract  price  charged  by  a 
prime  contractor  to  the  United  States. 

Section  4.  Any  person  who  knowin^y 
and  willfully  engages  in  conduct  prohibit¬ 
ed  by  section  3  shall  be  imprisoned  for 
not  more  than  10  years  or  shall  be  subject 
to  a  fine  in  accordance  with  title  18, 
United  States  Code,  or  both. 

Section  5.  (a)(1)  The  United  States 
may,  in  a  civil  action,  recover  a  civil 
penalty  from  any  person  who  knowingly 
engages  in  conduct  prohibited  by  section 
3.  The  amount  of  such  civil  penalty  shall 
be  — 

(A)  twice  the  amount  of  each  kick- 
back  involved  in  the  violation;  and 

(B)  not  more  than  $10,000  for  each 
occurrence  of  prohibited  conduct. 

(2)  The  United  States  may,  in  a  civil 
action,  recover  a  civil  penalty  from  any 
person  whose  employee,  subcontractor  or 
subcontractor  employee  violates  section 
3  by  providing,  accepting  or  charging  a 
kickback.  The  amount  of  such  civil  pen¬ 
alty  shall  be  the  amount  of  that  kickback. 

(b)  A  civil  action  under  this  section 
shall  be  barred  unless  the  action  is  com¬ 
menced  within  6  years  after  the  later  of 
(1)  the  date  on  which  the  prohibited 
conduct  establishing  the  cause  of  action 
occurred,  and  (2)  the  date  on  which  the 
United  States  first  knew  or  should  rea¬ 
sonably  have  known  that  the  prohibited 
conduct  had  occurred. 
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Section  6.  (a)  A  contracting  officer  of  a 
contracting  agency  may  offset  the 
amount  of  a  kickback  provided,  accept¬ 
ed,  or  charged  in  violation  of  section  3 
against  any  moneys  owed  by  the  United 
States  to  the  prime  contractor  under  the 
pri  ae  contract  to  which  such  kickback 
relates. 

(b) (1)  Upon  direction  of  a  contracting 
officer  of  a  contracting  agency  with  re¬ 
spect  to  a  prime  contract,  the  prime 
contractor  shall  withhold  from  any  sums 
owed  to  a  subcontractor  under  a  subcon¬ 
tract  of  the  prime  contract  the  amount  of 
any  kickback  which  was  or  may  be  offset 
against  that  prime  contractor  under  sub¬ 
section  (a). 

(2)  Such  contracting  officer  may  order 
that  sums  withheld  under  paragraph  (1)  • 

(A)  be  paid  over  to  the  contracting 
agency;  or 

(B)  if  the  United  States  has  already 
offset  the  amount  of  such  sums  against 
that  prime  contractor,  be  retained  by  the 
prime  contractor. 

(3)  The  prime  contractor  shall  notify 
the  contracting  officer  when  an  amount  is 
withheld  and  retained  under  paragraph 
(2XB). 

(c)  An  offset  under  subsection  (a)  or  a 
direction  or  order  of  a  contracting  officer 
under  subsection  (b)  is  a  claim  by  the 
government  for  the  purposes  of  the  Con¬ 
tract  Disputes  Act  of  1978. 

(d)  As  used  in  this  section,  the  term 
“contracting  officer”  has  the  meaning 
given  that  term  for  the  purposes  of  the 
Contract  Disputes  Act  of  1978. 

Section  7.  (a)  Each  contracting  agency 
shall  include  in  each  prime  contract 
awarded  by  such  agency  a  requirement 
that  the  prime  contractor  shall  have  in 
place  and  follow  reasonable  procedures 
designed  to  prevent  and  detect  violations 


of  section  3  in  its  own  operations  and 
direct  business  relationships. 

(b)  Each  contracting  agency  shall  in¬ 
clude  in  each  prime  contract  awarded  by 
such  agency  a  requirement  that  the  prime 
contractor  shall  cooperate  fully  with  any 
Federal  government  agency  investigating 
a  violation  of  section  3. 

(cXlKA)  Whenever  a  prime  contractor 
or  subcontractor  has  reasonable  grounds 
to  believe  that  a  violation  of  section  3 
may  have  occurred,  the  prime  contractor 
or  subcontractor  shall  promptly  report 
the  possible  violation  in  writing. 

(B)  A  contractor  shall  make  the 
reports  required  by  subparagraph  (A)  to 
the  inspector  general  of  the  contracting 
agency,  the  head  of  the  contracting  agen¬ 
cy  if  the  agency  does  not  have  an  inspec¬ 
tor  general,  or  the  Department  of  Justice. 

(2)  In  the  case  of  an  administrative  or 
contractual  action  to  suspend  or  debar 
any  person  who  is  eligible  to  enter  into 
contracts  with  the  Federal  government, 
evidence  that  such  person  has  supplied 
information  to  the  United  States  pursu¬ 
ant  to  paragraph  (1)  shall  be  favorable 
evidence  of  such  person’s  responsibility 
for  the  purposes  of  Federal  procurement 
laws  and  regulations. 

Section  8.  For  the  purpose  of  ascertain¬ 
ing  whether  there  has  been  a  violation  of 
section  3  with  respect  to  any  prime 
contract,  the  General  Accounting  Office 
and  the  inspector  general  of  the  contract¬ 
ing  agency,  or  a  representative  of  such 
contracting  agency  designated  by  the 
head  of  such  agency  if  the  agency  does 
not  have  an  inspector  general,  shall  have 
access  to  and  may  inspect  the  facilities 
and  audit  the  books  and  records,  includ¬ 
ing  any  electronic  data  or  records,  of  any 
prime  contractor  or  subcontractor  under 
a  prime  contract  awarded  by  such  agency. 
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PRO  FORMA  CAUTIONARY  TRANSMITTAL  MEMORANDUM 


FOR  OFFICIAL  USE  ONLY 

MEMORANDUM  FOR  (name  and  address  of  requester) 

SUBJECT:  Cautionary  Statement  Related  to  Audit  Report  (audit  report  number, 
date  and  subject,  and  the  contractor’s  name  and  location) 

The  attached  audit  report  addresses  certain  matters  which  have  raised  a  suspicion  of 
potential  fraud  on  the  part  of  (indicate  the  name  of  the  company  involved). 
Specifically,  those  matters  are  (describe  the  suspected  fraudulent  conduct).  We  are 
willing  to  discuss  these  matters  with  you,  your  counsel,  and  representatives  of  the 
cognizant  criminal  investigative  organization  in  an  effort  to  reach  a  proper  disposition 
of  these  issues  in  light  of  the  requirements  of  DoD  Directive  70S0.S,  Coordination  of 
Remedies  for  Fraud  and  Corruption  Related  to  Procurement  Activities. 


(Signature) 
Branch  Manager 

FOR  OFFICIAL  USE  ONLY 
Figure  A-1-2 

(Use  full  size  form  or  DIIS  Version  for  reporting) 

FOR  DCAA  HEADQUARTERS  USE  ONLY 
DCAA  CASE  NO  r 

SUSPECTED  IRREGULARITY  REFERRAL  FORM 

Name  of  DCAA  Employee 
Submitting  Referral  (Print) 


Employee  Location/Phone: 


FAO  Manager’s  Approval: 

Name  (Print) _ 

Signature _ 

Date _ 

FAO  Name/RORG  Code/Phone: 
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Instructions 

Auditor  -  Information  which  suggests  a  reasonable  basis  for  suspicion  of  fraud, 
corruption,  or  u  n!av*ful  activity  Meeting  Government  contracts  must  be  reported 
promptly.  DCAA  employees  art  encouraged  to  use  this  form. 

This  form  is  designed  to  identify  the  type  of  information  typically  needed  by  an 
investigator.  Although  you  may  not  be  able  to  supply  all  of  the  information,  be  as 
thorough  as  possible  in  order  to  assist  the  investigator  in  understanding  the  possible 
irregularity. 

You  are  required  to  discuss  your  suspicions  and  your  written  submission  with  your 
supervisor  to  assure  that  adequate  information  has  been  developed. 

Supervisor/FAO  Manager  -  Process  the  form  in  accordance  with  DCAA  Instruction 
7640.16.  If  there  is  any  question  as  to  whether  or  not  this  referral  should  be  made, 
discuss  it  with  the  investigative  office  or  your  regional  audit  manager.  The  FAO 
manager  should  sign  and  date  the  form  before  forwarding  it  to  Headquarters,  DCAA 
(OPD),  or  making  other  required  distributions.  The  FAO  manager’s  signature 
indicates  that  the  information  contained  in  the  Form  2000.0  is  complete  and  accurate 
and  that  (s)he  believes  the  facts  presented  raise  a  reasonable  suspicion  of  fraud, 
corruption,  or  other  unlawful  activity  affecting  Government  contracts. 

Oassification  of  Irregularity 

To  assist  in  the  evaluation  of  the  material  presented,  please  check  each  type  of 
irregularity  you  have  reason  to  believe  may  have  occurred.  Check  all  that  apply.  Circle 
the  primal  irregularity.  For  example,  mischarging  unallowable  advertising  costs  into 
a  supplies  account  in  a  certified  overhead  proposal  would  be  described  by  checking  5c, 
identifying  it  as  a  false  incurred  cost  certiHcation,  and  circling  4a  (FAR  unallowables). 


1 .  Defective  Pricing 

_  a.  Pattern  of  Activity 

_  b.  Other: _ 

2.  Billing  Irregularities 

_  a.  Progress  Payments 

_  b.  Public  Vouchers 

_  c.  Other: _ 

3.  Labor  Irregularities 

_  a.  Timekeeping  Irregularities 

_  b.  IR&D/B&P  Mischarging 

_  c.  Other  Mischarging:  _ 

4.  Accounting  Mischarging 

_  a.  FAR  31 /CAS  405  Violations 

_  b.  Improper  Transfers 

_  c.  Unallocable  Costs 

_  d.  Other: _ 

5.  False  Claims  and  Certifications 

_  a.  Equitable  Adjustment  Claims 

_  b.  Termination  Settlements 

_  c.  Indirect  Cost  Certification 

_  d.  Other: _ 


6.  Consultants  &  Subcontractors 

_  a.  Consultant  Irregularities 

_  b.  Subcontracting  Irregularities 

7.  Materials 

_  a.  Product  Substitution 

_  b.  MMAS 

_  c.  Other:  _ 

8.  Ethical  Violations 
_  a.  Kickbacks 

_  b.  Gratuities 

_  c.  Political  Contributions 

_  d.  Foreign  Corrupt  Practices 

Act 

_  e.  Bribery 

_  f.  Restraints  of  Trade 

_  g.  Other:  _ 

9.  Other  Irregular  Activity 
_  a.  Conspiracy 

_  b.  Obstruction  of  an  Audit 

(but  see  CAM  4-708) 

_  c.  Other:  _ 
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NOTE:  Certain  types  of  irregularity  should  not  be  reported  on  the  Form  2000.0. 
These  include:  matters  already  known  to  the  Government  such  as  suspected 
irregularities  referred  to  DCAA  for  audit  evaluation  by  another  Government  agency 
(e.g.,  Hotline  referrals);  contractor  voluntary  disclosures  (CAM  4-707);  qui  tarn 
complaints  (CAM  4-709);  unsatisfactory  conditions  (CAM  4-800),  especially  4-803, 
“Serious  Weaknesses  on  the  Part  of  Contractor  or  Gov  'mment  Personnel;”  and 
violations  of  DoD  Standards  of  Conduct  by  DCAA  empliyees  (DCAAR  5500.2). 
Additionally,  nothing  contained  on  this  form  should  be  interpreted  as  requiring  the 
referral  of  routine  audit  findings  or  disagreements  with  contractors  or  contracting 
officers  for  investigation. 

PART  1  -  Contnictor,  Contracts,  and  Program  Involved 

a)  -  Name  of  contractor. _ 

Division.  _ 

City,  State,  Zip. _ 

Location  of  Incident. _ 

b)  -  Contracts  Affected.  If  specific  contracts  can  be  identified,  please  pro¬ 

vide  the  information  below  on  the  largest  of  these: 

Contract  Number  Contract  Type  Amount 


If  only  general  categories  of  contracts  can  be  identified,  provide  whatever 
information  is  available  on  their  type  and  value  below: 
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c)  -  Is  there  a  pending  contract  modification,  adjustment,  claim  resolution  or 
agreement  tnat  relates  in  any  way  to  the  suspected  irregularity?  Explain. 


d)  -  Name  of  affected  major  acquisition  program,  if  any. 


e)  -  Organization  and  location  which  administers  the  ^sub)contract(s). 


0  -  Organization  and  location  which  awarded  the  (sub)contract(s). 


PART  11  -  Suspected  Irregularity 


Answer  the  following  questions  as  fully  as  possible.  Additional  sheets  of  paper  may  be 
used  to  answer  any  of  the  questions  if  necessary. 

a)  -  Description  of  Irregularity  -  Provide  a  thorough  description  of  the  suspected 
irregularity  or  irregularities  identified  in  the  checklist  on  page  2,  including 
reference,  when  known,  to  any  regulatory  provision(s)  you  believe  may  have 
been  violated.  Attach  copies  of  any  documents  you  believe  are  necessary  to 
assist  in  understanding  the  irregular  activity  and  why  it  is  suspected.  If 
documents  are  attached,  be  sure  that  they  are  referenced  in  your  description. 


b)  -  What  information  suggests  that  the  suspected  irregularity  was  not  accidental  or 
inadvertent? 
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c)  -  Identify  the  means  by  which  the  irregularity  was  accomplished  (e.g.,  altered  or 
falsified  time  cards,  bogus  invoices,  deceit  by  suppression  of  the  truth,  theft). 


d)  -  How  was  the  irregularity  identified  (tip;  overhead  conversation;  inference 
from  audit  evidence  (describe),  etc.) 


e)  -  Provide  a  full  description  of  the  books  and  records  which  are  pertinent  to  the 
irregularity  along  with  the  contractor’s  nomenclature  for  these  books  and 
records. 


f)  -  Name,  position,  and  location  of  individuals  who  provided  information  or  who 
may  have  relevant  infonnation. 


g)  -  Estimate  the  loss  or  impact  to  known  Government  contracts  with  this 
contractor.  If  loss  or  impact  can  only  be  measured  on  one  contract,  then 
estimate  that  amount. 


h)  -  Describe  the  extent  of  the  questionable  practices,  including  the  time  span 
involved  and  whether  it  is  an  isolated  incident  or  a  pattern. 


i)  -  Position  and  name  of  person(s)  involved. 


j)  -  Indicators  of  involvement  of  upper  management. 


k)  -  If  Irregularity  Category  9b  (Obstruction  of  an  Audit)  was  checked,  briefly 
describe  the  difficulties  experienced. 
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PART  111  -  Related  Audit  Activity 

a)  -  Type  of  audit  being  performed  when  suspected  irregularity  was  detected.  (Also 
provide  the  audit  assignment  number.) 


b)  -  Is  continued  audit  effort  planned  for  this  audit  assi^ment  and/or  does  the 
FAO  plan  to  extend,  expand,  or  redirect  audit  effort  in  ensuing  audits  of  the 
referred  contractor? 


List  the  audit  assignment  numberfs)  for  new  audit  effort. 


c)  -  Are  there  any  other  in-process  audits  or  completed  audits  related  in  any  way  to 
the  suspected  irregularity?  List  the  audit  assignment  numbeifs). 


PART  IV  -  Distribution  of  Form  2000.0 

Please  check  all  organizations  to  which  distribution  of  this  referral  is  being  made. 
X  DCAA  Headquarters  (ATTN:  OPD) 

X  Defense  Procurement  Fraud  Unit  (DPFU)  (ATTN:  JLA) 

_  Defense  Criminal  Investi^tion  Service  (DCIS) 

_  Army  Criminal  Investigative  Command  (CID) 

_  Naval  Investigative  Service  (NIS) 

_  Air  Force  Office  of  Special  Investigations  (AFOSI) 

_  Administrative  Contracting  Officer  (ACO)  [unless  advised  to  the  contrary  by 

the  investigative  organization] 

Identify: - - - 

_  Procurement  Contracting  Officer  (PCO)  [unless  advised  to  the  contrary  by 

the  investigative  organization] 

Identify: _ _ _ _ 

_  Other: _ _ — - - 


I 


DCAA  Contract  Audit  Manual 


452 

Figure  4-7-3 


January  1995 


Figure  4-7-3 

Examples  of  Characteristics  and  Types  of  Activity  Associated  with  Illegal 
Expenditures  and  Acts  for  Specific  Audit  Areas 

Audit  Area  Indicators 

Labor  Unexplained  changes  to  timecards  transferring  hours 

from  commercial  firm-fixed-price  contracts  to 
government  cost-type  contracts. 

Employee  time  charged  differently  than  associated 
travel  costs. 

Diverting  labor  from  firm-fixed-price  contract  by 
reclassifying  employees  as  indirect  who  provide  direct 
labor  to  firm-fixed-price  contracts 

Material  Significant  material  requirements  charged  to 

government  cost-type  contracts  where  follow-up  work 
shows  that  the  material  was  not  needed. 

Using  inferior  material  on  government  contracts  that 
does  not  meet  contract  specifications. 

False  certification  of  inspection  test  results. 

Subcontracts  Intercompany  profit  claimed  and  billed  for  a 

intercompany  affiliate  that  the  contractor  represented 
to  the  government  was  an  unrelated  subcontractor. 

Indirect  Cost  Overrun  contract  costs  charged  to  indirect  expenses 

for  allocation  to  other  contracts. 

Expressly  unallowable  costs  recorded  in  accounts  that 
are  generally  allowable  such  as  small  tools  and 
supplies. 

Improper  transfers,  or  recording,  of  costs  to  indirect 
accounts  for  direct  contract  costs  that  are  not 
allowed  to  be  charged  under  the  terms  of  the 
contract. 

Defective  Pricing  See  14-121.2  for  listing. 

All  Audit  Areas  Alterations  to  documents  that  would  result  in 

improper  costs  claimed  for  government  contracts. 

Evidence  showing  that  payments  were  not  actually 
made  for  the  amounts  shown  on  the  document. 
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4-800  Section  8  —  Special  Reporting  of  Unsatisfactory  Conditions 


4-801  Introduction 

This  section  contains  guidance  and 
procedures  on  special  reporting  require¬ 
ments  on  unsatisfactory  conditions  noted 
by  contract  auditors  that  are  not  reporta¬ 
ble  under  section  7  of  this  chapter. 

4-802  Voluntanr  Refunds  for 
“WindfaU  Profits” 

4-802.1  Introduction 

DFARS  Subpart  242.71  expresses  DoD 
policy  and  general  procedures  on  the 
solicitation  or  acceptance  of  voluntary 
refunds  from  contractors  or  subcontrac¬ 
tors. 

4-802.2  Audit  Responsibility 

When  the  contract  auditor  reaches  a 
conclusion  pursuant  to  4-802.3  that  it 
may  be  appropriate  to  seek  a  voluntary 
refund,  the  auditor  should  observe 
DFARS  Subpart  242.71  carefully,  and 
inform  the  cognizant  administrative  con¬ 
tracting  officer,  in  writing,  of  this  conclu¬ 
sion  and  its  basis,  either  in  an  audit 
report  or  otherwise. 

4-8023  Audit  Procedures 

On  audits  of  any  type,  auditors  should 
be  alert  to  situations  where  the  govern¬ 
ment  was  overcharged  under  a  contract; 
was  inadequately  compensated  for  the 
use  of  government-owned  property,  or  in 
the  disposition  of  contractor  inventory; 
and  where  the  contractor’s  or  subcontrac¬ 
tor’s  retention  of  the  amount  in  question 
would  be  contrary  to  good  conscience 
and  equity.  If  any  of  these  situations  are 
disclosed  and  it  is  due,  at  least  in  part,  to 
the  fault  of  the  contractor  or  subrontrac- 
tor,  the  government  may  request  a  volun¬ 
tary  refund  or  credit,  provided  the  adjust¬ 
ment  is  not  otherwise  required  by  con¬ 
tractual  terms  or  statutory  requirements 
such  as  10  U.S.C.  2306a. 

4-802.4  Audit  Reports 

a.  Prepare  reports  on  situations  involv¬ 
ing  voluntary  refunds  in  a  narrative  for¬ 
mat  pursuant  to  10-1200.  A  decision  to 
seek  a  voluntary  price  adjustment  must 


be  made  by  the  Secretary  concerned. 
Therefore,  the  report  or  letter  should 
contain  sufficient  information  to  permit 
adequate  consideration  of  the  facts  and 
to  support  a  decision  at  that  level. 

b.  Address  a  report  or  letter  involving  a 
subcontractor  to  the  contracting  officer 
and  forward  it  through  the  office  which 
has  audit  cognizance  of  the  prime  con¬ 
tractor.  Where  audit  cognizance  has  not 
been  established  for  the  prime  contract 
and  the  prime  contractor  is  not  otherwise 
subject  to  audit  by  another  audit  office, 
transmit  the  report  directly  to  the  con¬ 
tracting  officer  in  the  same  manner  as  if 
it  involved  a  prime  contract. 

4-803  Unsatisfactory  Conditions 
(Serious  Weaknesses, 
Mismanagement,  Ne^igence,  etc.)  on 
the  Part  of  Contractor  or  Government 
Personnel 

4-803.1  Introduction 

Unsatisfacto^  conditions,  such  as  re¬ 
peated  and  significant  deficiencies  in 
accounting  or  estimating  practices,  mis¬ 
management  or  negligence,  and  failure  to 
comply  with  acquisition  regulations  may 
result  in  significant  monetary  loss  or  cost 
to  the  government,  or  frustrate  public 
policy. 

4-803.2  Examples  of  Questionable 
Practices 

a.  Examples  of  unsatisfactory  condi¬ 
tions  in  contractor  operations  include, 
but  are  not  limited  to,  the  following: 

(1)  An  estimating  system  and  related 
practices  so  deficient  that  price  proposals 
are  consistently  unreliable,  resulting  in 
widespread  defective  pricing. 

(2)  Significant  and  chronic  violations 
of  Cost  Accounting  Standards. 

(3)  Internal  control  weaknesses  of  a 
magnitude  that  could  cause  significant 
monetary  loss  to  the  contractor  and  ex¬ 
cessive  cost  to  the  government. 

(4)  Excessive  or  premature  contractor 
reimbursement  because  of  inappropriate 
application  or  review  of  economic  price 
adjustment  provisions. 
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(5)  A  contractor’s  refusal  to  certify  its 
overhead  proposal  as  required  by 
DFARS  242.770-2. 

(6)  Failure  to  pay  the  minimum  wages 
required  by  the  Davis-Bacon  Act,  Walsh- 
Healey  Public  Contract  Act,  or  the  Ser¬ 
vice  Contract  Act. 

b.  While  DCAA  does  not  have  respon¬ 
sibility  for  auditing  government  opera¬ 
tions,  auditors  should  report  situations 
where  it  appears  to  the  auditor  that  any 
government  official  has  failed  to  comply 
with  specific  regulatoiy  requirements  or 
is  grossly  negligent  in  fulfilling  his  or  her 
responsibility  resulting  in  substantial 
harm  to  the  government  interest. 

4-803.3  Audit  Responsibilities 

Serious  weaknesses  causing  major  au¬ 
dit  problems  encountered  during  audit 
performance  should  be  discussed  with 
the  contractor,  the  principal  cognizant 
ACO,  and  the  CAC  as  soon  as  possible  so 
as  to  expedite  the  resolution  process.  The 
auditor  should  not  wait  until  the  final 
exit  conference  or  the  issuance  of  the 
audit  report  to  convey  such  findings.  All 
such  discussions  should  be  documented 
by  appropriate  memorandums  or  nota¬ 
tions  in  the  working  papers  and  a  sepa¬ 


rate  audit  report  issued  using  the  proce¬ 
dures  in  1(M00,  10-800,  or  10-1200. 

4-803.4  Headquarters  Reporting 
Requirements 

a.  When  an  FAO  encounters  unsatis¬ 
factory  conditions  in  contractor  opera¬ 
tions  and  the  issue  cannot  be  resolved  at 
the  FAO  level,  the  regional  office  should 
become  involved  promptly  and  actively. 

b.  All  FAO  encounters  of  unsatisfacto¬ 
ry  conditions  involving  government  op¬ 
erations  require  prompt  regional  office 
involvement. 

c.  If  the  condition  is  not  or  cannot  be 
corrected  after  all  FAO  and  regional 
office  efforts  have  been  exhausted,  pre¬ 
pare  a  Headquarters  report  (Do  not  use 
DCAAF  2000.0)  describing  the  condition 
along  with  the  actions  taken  to  correct  it 
and  submit  it  through  the  regional  direc¬ 
tor  to  Headquarters,  Attn:  O  and  DL. 
Before  the  report  is  submitted,  the  re¬ 
gional  director  will  assure  that  it  contains 
ail  pertinent  facts  and  a  comprehensive 
explanation  of  all  actions  taken  to  resolve 
the  matter.  Wherever  determinable,  it 
should  include  the  monetary  amount 
involved. 
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4-900  Section  9  —  Obtaining  Audit  Guidance 


4-901  Introduction 

This  section  states  policies  and  proce¬ 
dures  for  processing  requests  to  regional 
offices  and  Headquarters  for  expert  ad¬ 
vice,  assistance,  and  guidance  on  signifi¬ 
cant  auditing  and  accounting  issues.  Re¬ 
quirements  mr  feedback  to  Headquarters 
on  the  application  of  guidance  received 
are  included. 

4-902  Obtaining  Guidance 
4-902.1  Definition 

For  purposes  of  this  paragraph,  audit¬ 
ing  and  accounting  issues  mean  any  ques¬ 
tions  involving  interpretation  of  the  FAR 
and  DFARS  cost  principles.  Cost  Ac¬ 
counting  Standards  (CAS),  Generally  Ac¬ 
cepted  Government  Auditing  Standards 
(GAGAS),  Generally  Accepted  Account¬ 
ing  Principles  (GAAP),  or  other  applica¬ 
ble  laws  and  regulations  relating  to  the 
conduct  of  audits  or  allowability,  alloca- 
bility,  or  reasonableness  of  costs  charged 
to  government  contracts. 

4-902.2  Backhand  and  General 
Responsibilities 

a.  On  occasion,  field  auditors  require 
assistance  and  advice  to  help  resolve  new, 
unique,  complex,  or  controversial  audit¬ 
ing  and  accounting  issues.  Before  issues 
are  elevated  for  assistance  the  FAO,  and 
if  necessary  the  region,  will  research  the 
issue  thoroughly  using  the  FAO  and 
regional  libraries.  When  the  FAO’s  re¬ 
search  does  not  adequately  resolve  the 
issue,  a  request  for  assistance  should  be 
submitted  to  the  regional  office. 

b.  When  regions  need  additional  audit 
guidance,  their  requests  with  supporting 
documentation  should  be  submitted  to 
Headquarters,  DCAA,  ATTN:  P,  Bldg  4, 
Cameron  Station,  Alexandria,  VA  22304- 
6178  using  the  following  format: 

(1)  SUBJECT.  The  subject  line  should 
always  start  with  the  following:  “Request 
for  Headquarters  guidance  on  ...” 

(2)  Prr^am  Area.  This  par^aph 
should  be  identified  as  the  major  opera¬ 
tional  area.  For  example:  Forward  Pric¬ 


ing,  Defective  Pricing,  Comprehensive 
Labor,  etc. 

(3)  Problem/Guidance  Identification. 
This  section  should  provide  a  clear  and 
succinct  statement  of  either  the  problem 
and/or  the  guidance  area  for  which  the 
request  is  being  made. 

(4)  Regional  Staff  Review.  This  section 
should  provide:  (i)  the  background  which 
generated  the  request;  and,  (ii)  the  na¬ 
ture,  extent,  and  sources  used  in  the 
regional  review  prior  to  submission  to 
Headquarters.  As  appropriate,  the  related 
or  background  information  should  be 
referenced  and  included  as  enclosures  to 
the  request. 

(5)  Regional  Alternatives.  This  section 
should  provide  any  alternatives  which 
the  regional  office  may  have  identified 
for  handling  the  situation  and 
pro(s)/con(s)  of  each  alternative. 

(6)  Regional  Recommendation.  This 
paragraph  should  identify  the  regional 
recommended  solution  with  the  support¬ 
ing  rationale. 

(7)  Regional  Contact.  Identification  of 
the  regional  focal  point,  telephone  num¬ 
ber,  and  fax  number. 

c.  Headquarters  researches  Federal 
laws  and  regulations,  FAR,  DFARS,  and 
CAS  case  history  files,  decisions  of  courts 
and  boards  of  contract  appeals,  authori¬ 
tative  accounting  literature,  etc.  to  devel¬ 
op  guidance.  When  appropriate,  legal 
and/or  technical  input  from  outside  ex¬ 
perts  or  specialists  is  obtained. 

d.  Proposed  guidance  is  coordinated 
with  elements  of  the  Office  of  the  Secre¬ 
tary  of  Defense  (OSD)  when  appropriate. 

e.  The  feedback  required  by  4-902.3 
below  is  used  to  evaluate  whether  further 
guidance  is  needed. 

4-902.3  Requirements  for  Feedback  to 
Headquarters 

a.  When  a  guidance  memorandum  is 
issued  to  one  region,  applicable  to  a 
specific  issue  at  a  particular  FAO,  advise 
the  Headquarters  division  that  issued  the 
guidance  of  the  ^plication  of  the  guid¬ 
ance.  R^onal  offices  will  forward  to  the 
appropriate  Headquarters  division  copies 
of  audit  reports,  memorandums  to  con- 
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trading  officers  or  others,  or  letters  to 
contractors  or  others  which  reflect  appli¬ 
cation  of  the  Headquarters  guidance. 

b.  Regional  offices  will  also  forward  to 
the  appropriate  Headquarters  division 
copies  of  any  resulting  contractor  rebut¬ 
tals,  contracting  officer  comments,  relat¬ 


ed  legal  opinions,  or  other  comments 
received  which:  (1)  could  have  an  impact 
on  the  guidance  previously  provided,  or 
(2)  could  lead  to  the  issuance  of  a  general 
memorandum  to  all  regions  and  FAOs 
concerning  the  issues  and  related  audit 
guidance. 
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4-1000  Section  10  —  Relying  Upon  the  Work  of  Others 


4-1001  Introduction 

This  section  provides  guidance  for  re¬ 
lying  upon  the  work  of  others,  except  for 
government  technical  specialists.  For 
guidance  on  relying  upon  the  work  of 
government  technical  specialists,  see  £>- 
302. 

4-1002  General 

a.  An  auditor’s  work  includes  the  ex¬ 
amination  or  development  of  sufficient, 
competent,  and  relevant  evidence  to  af¬ 
ford  a  reasonable  basis  for  his/her  conclu¬ 
sions  and  recommendations.  In  examin¬ 
ing  or  developing  evidence,  auditors  may 
rely  upon  the  work  of  others  to  the  extent 
feasible  once  they  satisfy  themselves  of 
the  quality  of  the  other’s  work  by  appro¬ 
priate  tests  or  by  other  acceptable  meth¬ 
ods.  Work  performed  by  another  DCAA 
auditor  is  to  be  presumed  of  sufficient 
quality  based  on  DCAA’s  managerial 
controls. 

b.  Documentation  of  work  performed 
and  evidence  acquired  or  examined  is 
maintained  or  referenced  in  the  form  of 
working  papers.  Working  papers  are  the 
link  between  field  work  and  the  audit 
report.  They  should  be  complete  and 
accurate;  provide  support  for  findings, 
judgments,  and  conclusions;  and  demon¬ 
strate  the  nature  and  scope  of  the  work 
performed  (see  2-306  and  4-400). 

4-1003  Work  Performed  by  Others 

An  important  source  of  evidence  is 
work  performed  by  other  DCAA  or  gov¬ 
ernment  auditors,  contract  administra¬ 
tion  office  staff,  independent  public  ac¬ 
countants,  contractor  internal  auditors 
and  nonauditors.  It  is  important  to  main¬ 
tain  effective  communications  with  these 
groups,  to  understand  their  responsibili¬ 
ties,  and  to  know  when  it  is  appropriate 
to  request  their  assistance  or  rely  upon 
their  work.  Coordinating  with  these 
groups  can  oflen  provide  additional  audit 
evidence  and  avoid  the  duplication  of 
effort.  Following  is  a  partial  list  of  other 
sources  of  reliance: 


a.  labor  reviews,  floor  checks,  opera- 
tions/EDP/  financi^  control  audits,  sys¬ 
tems  surveys,  etc.,  performed  by  regional 
or  other  special  DCAA  audit  teams. 

b.  Assist  audits  performed  by  other 
DCAA  audit  offices  on  subcontracts,  off¬ 
site  labor,  etc.,  or  on  costs  which  are 
allocated  from,  or  records  which  are 
maintained  at,  home  offices,  other  divi¬ 
sions,  segments,  cost  centers,  etc. 

c.  Reviews  performed  by  contract  ad¬ 
ministration  office  staff  on  special  cost- 
related  subjects,  procurement  and  inven¬ 
tory  systems,  etc. 

d.  Contractor  internal  audits  and  other 
self-governance  functions  (see  4-202  and 
4-302.  lb.(5)). 

e.  Reviews  performed  by  the  General 
Accounting  Office  or  the  Inspector  Gen¬ 
eral. 

f.  Reviews  performed  by  independent 
public  accountants  (e.g.,  internal  control 
reviews  conducted  in  conjunction  with 
financial  statement  audits;  see  4- 
302.1b.(5)). 

4-1004  Deciding  Whether  to  Rely  on 
the  Work  of  Others 

4-1004.1  General  Evalnation  Criteria 

a.  Relying  on  the  work  of  others  re¬ 
duces  the  amount  of  work  necessary  to 
accomplish  audit  objectives.  The  evalu¬ 
ation  of  the  others’  work  is  dependent  on 
the  exercise  of  sound  professional  judg¬ 
ment.  The  work  of  others  has  to  be 
adequate  to  provide  reasonable  assurance 
that  the  DCAA  audit  objectives  were 
accomplished.  Care  should  be  taken  not 
to  dismiss  the  work  of  others  for  some 
noncritical  deficiency.  In  deciding  wheth¬ 
er  to  rely  on  the  work  of  others,  the 
DCAA  auditor  must  first  evaluate  the 
competence,  independence,  and  objectiv¬ 
ity  of  the  external  and  internal  auditors, 
and  the  nonauditor.  The  DCAA  auditor 
must  then  evaluate  the  individual  work 
product  for  sufficiency.  Provide  feedback 
to  the  contractor/extemal  auditors  on  the 
results  of  our  evaluations  and  the  extent 
of  our  reliance. 

b.  Under  the  CRAG  concept  (see  3- 
104.4e),  contractor  personnel  who  quali- 
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fy  neither  as  auditors  nor  experts  may  be 
performing  oversight  functions  in  a  given 
area.  Such  activities  are  part  of  the  con¬ 
tractor’s  system  of  internal  controls 
which  should  be  assessed  in  planning  the 
audit  scope. 

4-1004.2  Evaluation  of  Competency, 
Independence,  and  Objectivity 

a.  An  initial  assessment  must  be  made 
of  the  professional  competence,  indepen¬ 
dence,  and  objectivity  of  the  external  and 
internal  auditors  and  nonauditors.  The 
results  of  this  evaluation  and  documenta¬ 
tion  will  be  included  in  the  permanent 
file,  and  will  be  updated  only  as  condi¬ 
tions  change. 

b.  In  order  to  eliminate  duplicate  in¬ 
quiries,  Headquarters  will  monitor  the 
following  national  accounting  firms  re¬ 
garding  their  professional  reputations, 
qualifications,  and  independence:  (1) 
Arthur  Andersen  &  Co.;  (2)  BDO  Seid- 
man;  (3)  Coopers  &  Lybrand;  (4)  Deloitte 
Touche;  (5)  Ernst  &  Young;  (6)  Grant 
Thornton;  (7)  Kenneth  Leventhal  &  Co.; 
(8)  KPMG  Peat  Marwick;  (9)  McGladrey 
&  Pullen;  and  (10)  Price  Waterhouse. 
This  is  not  an  exclusive  list  of  public 
accounting  firms  that  meet  the  Govern¬ 
ment  Auditing  Standard’s  criteria  of  pro¬ 
fessional  reputation,  qualifications,  and 
independence.  Rather  it  is  an  alpabetical 
listing  of  firms  likely  to  be  engaged  by 
major  DoD  contractors.  Regions  and 
Field  Audit  Offices  will  be  notified  by 
Headquarters  if  problems  with  any  of 
these  firms  are  encountered.  For  other 
external  auditors,  determine  that  they 
possess  the  necessary  competence  and 
independence  by  obtaining  a  representa¬ 
tion  from  the  firm  that  they  are  (1) 
members  of  the  AICPA  and/or  state 
society  in  good  standing  and  (2)  that  the 
firm  IS  independent  under  the  require¬ 
ments  of  the  AICPA. 

c.  When  an  entity’s  internal  audit  de¬ 
partment  has  adopted  the  standards  for 
the  Professional  Practice  of  Internal  Au¬ 
diting  issued  by  the  Institute  of  Internal 
Auditors,  the  DCAA  auditor  may  consid¬ 
er  that  the  entity’s  internal  auditors  poss¬ 
ess  the  requisite  competence  and  objec¬ 
tivity.  Where  appropriate,  the  CAC 
should  coordinate  an  assessment  of 
adherance  to  the  above  standards  for  the 


corporate  managed  internal  audit  func¬ 
tion.  When  an  entity’s  internal  audit 
department  does  not  subscribe  to  these 
standards,  the  auditor  should  consider 
the  following  guidance: 

(1)  When  assessing  the  internal  audi¬ 
tors’  competence,  the  auditor  should  ob¬ 
tain  information  about  such  factors  as 
the  educational  level  and  professional 
experience  of  internal  auditors,  profes¬ 
sional  certification  and  continuing  educa¬ 
tion;  audit  policies,  procedures,  and 
checklists;  and  supervision  and  review  of 
internal  auditors’  activities. 

(2)  When  assessing  the  internal  audi¬ 
tors’  olyectivity,  the  auditor  should  ob¬ 
tain  information  about  such  factors  as 
the  organizational  status,  including 
whether  the  internal  auditor  reports  to  an 
officer  of  sufficient  status  to  ensure  broad 
audit  coverage  and  adequate  consider¬ 
ation  of,  and  action  on,  the  findings  and 
recommendations  of  the  internal  audi¬ 
tors.  In  addition,  review  policies  to  main¬ 
tain  internal  auditors’  objectivity  about 
the  areas  audited,  including  policies  pro¬ 
hibiting  internal  auditors  from  auditing 
areas  where  they  were  recently  assigned 
or  are  scheduled  to  be  assigned  on  com¬ 
pletion  of  responsibilities  in  the  internal 
audit  function. 

d.  For  nonauditors  (consultants,  ex¬ 
perts,  specialists,  etc.),  other  than  those 
assisting  in  the  audit,  the  auditor  should 
consider  (1)  the  professional  certifica¬ 
tion,  license,  or  other  recognition  of  the 
competence  of  the  specialist  in  his  field, 
as  appropriate.  (2)  the  reputation  and 
standing  of  the  specialist  in  the  views  of 
his  peers  and  others  familiar  with  his 
capability  or  performance,  and  (3)  the 
relationship,  if  any,  of  the  specialist  to 
the  client. 

4-1004.3  Evaluation  of  Work  Product 

a.  To  satisfy  certain  of  the  require¬ 
ments  discussed  in  subsections  b  through 
d  below,  access  to  working  papers  is 
required.  Accordin^y,  make  arrange¬ 
ments  to  ensure  that  working  papers  will 
be  available.  Evaluation  of  the  work 
product  should  be  based  on  a  comparison 
of  the  audit  steps  the  DCAA  auditor 
believes  are  necessary  to  those  which 
were  performed.  If  the  DCAA  auditor 
concludes  that  audit  program  steps  essen- 
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tial  to  developing  evidence  to  support  an 
unqualified  opinion  have  not  been  per¬ 
formed,  those  additional  steps  must  be 
performed  by  the  auditor  before  issuing 
an  audit  report. 

b.  When  evaluating  the  work  of  exter¬ 
nal  auditors,  consider  whether  to  conduct 
additional  tests  and  procedures,  such  as 
reviewing  the  audit  procedures  they  fol¬ 
lowed  and  the  results  of  audits  they 
conducted  (including  their  assessment  of 
control  risk).  Review  their  audit  pro¬ 
grams  and/or  working  papers,  tests  of 
compliance,  and  conclusions  reached. 
The  auditor  may  review  the  documentary 
evidence  in  the  external  auditors’  work¬ 
ing  papers  or  make  supplemental  tests  of 
the  work  conducted. 

c.  In  evaluating  the  work  of  internal 
auditors,  the  DCAA  auditor  should  ex¬ 
amine,  on  a  test  basis,  documentary 
evidence  of  the  work  performed  by  the 
internal  auditors.  He  or  she  should  con¬ 
sider  such  factors  as  whether  the  scope  of 
the  work  is  appropriate,  audit  programs 
are  adequate,  working  papers  adequately 
document  work  performed,  conclusions 
reached  are  appropriate  in  the  circum¬ 
stances,  and  any  reports  prepared  are 
consistent  with  the  results  of  the  work 
performed.  The  DCAA  auditor  should 
also  perform  tests  of  some  of  the  work  of 
interna)  auditors.  The  extent  of  these 
tests  will  vary  depending  on  the  circum¬ 
stances,  including  the  type  of  transac¬ 
tions,  their  materiality,  and  results  of 
prior  reviews.  These  tests  may  be  accom¬ 
plished  by  either  (1)  examining  some  of 
the  transactions  or  balances  that  internal 
auditors  examined  or  (2)  examining  simi¬ 
lar  transactions  or  balances  but  not  those 
actually  examined  by  internal  auditors. 
The  DCAA  auditor  should  compare  the 
results  of  his  tests  with  the  results  of  the 
internal  auditors’  work  in  reaching  con¬ 
clusions  as  to  whether  DCAA  can  place 
reliance  on  their  work. 

d.  In  evaluating  the  work  of  nonaudi¬ 
tors,  consider  whether  to  (1)  conduct 
additional  tests  and  procedures  (e.g.,  re¬ 
viewing  the  procedures  followed  and  the 
results  of  the  work  conducted),  (2)  review 
the  work  program,  (3)  review  the  working 
papers,  (4)  make  supplemental  tests  of 
the  work  conducted,  and  (5)  consider  the 
methods  or  assumptions  used. 


4-1005  Documentation  Requirements 

a.  Whenever  reliance  is  placed  upon 
the  work  of  others,  documentation  is 
required.  Reliance  must  be  based  upon 
specific  knowledge  of  the  actual  work 
performed  and  the  results  obtained.  It  is 
not  to  be  based  merely  upon  the  assump¬ 
tion  or  general  knowledge  that  work  is  to 
be  performed  by  others. 

b.  Documentation  requirements  may 
include  obtaining  copies  of  reports 
and/or  written  confirmations  of  the  scope 
of  work  performed,  the  period  and  costs 
covered,  summary  of  the  results  ob¬ 
tained,  and  audit  programs  and  working 
papers.  In  addition,  the  degree  of  reliance 
placed  on  the  work  of  others  must  be 
documented  in  the  DCAA  working  paper 
file.  In  determining  the  degree  of  reliance 
to  be  placed  upon  the  work  of  others, 
apply  the  guidance  for  the  development 
and  use  of  evidence  and  evidential  quali¬ 
ty  contained  in  2-306  and  3-104.13.  I 

c.  In  rendering  an  audit  opinion,  con¬ 
sider  all  work  performed,  including  that 
performed  by  others.  If  work  of  others  is 
not  sufficient  in  scope  and  as  a  result  an 
unqualified  opinion  cannot  be  rendered, 
take  steps  to  obtain  additional  evidential 
matter.  Where  the  scope  of  work  per¬ 
formed  by  other  government  representa¬ 
tives  does  not  appear  to  be  sufficient  in 
scope,  consult  with  the  organization  in¬ 
volved  to  obtain  clarification  or  any 
additional  information  available.  If  reli¬ 
ance  still  cannot  be  placed  on  the  work, 
advise  the  contractor  of  the  need  for 
additional  audit  work,  how  it  relates  to 
the  work  already  performed  by  the  other 
organization,  and  why  it  will  not  dupli¬ 
cate  prior  government  reviews.  If  addi¬ 
tional  evidential  matter  cannot  be  ob¬ 
tained,  then  render  either  a  qualified  or 
adverse  opinion.  See  9-209.2  and  9- 
209.3. 

d.  In  determining  the  extent  of  docu¬ 
mentation  to  be  included  in  the  working 
paper  file,  the  auditor  should  apply  the 
guidance  contained  in  4-406.  To  the 
extent  possible,  document  reliance  on  the 
work  of  others  by  reference,  notes,  or 
extractions.  Where  a  particularly  sensi¬ 
tive  or  material  audit  conclusion  hinges 
on  other  auditors’  working  papers  and 
referencing/extraction  would  not  be  prac- 
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tical,  include  appropriate  copies  in 
DCAA  working  papers. 

4-1006  Referencing  the  Work  of 
Others  in  Audit  Reports 

4-1006.1  Technical  Specialists 

As  indicated  in  D-300,  refer  to  and 
^ive  effect  to  technical  findings  and  opin¬ 
ions  when  relied  upon.  See  1 0-209.  lc(3) 
and  10-307.9  for  suggested  audit  report 
comments  when  incorporating  the  results 
of  technical  review. 

4-1006.2  Part  of  an  Audit  Performed  by 
Other  Auditors 

a.  The  DCAA  mission  includes  provid¬ 
ing  all  contract  auditing  for  the  DoD,  and 
providing  accounting  and  financial  advi¬ 
sory  services  to  all  EtoD  procurement  and 
contract  administration  activities  (see  I- 
102).  Because  IX!AA  has  the  ultimate 

■  responsibility  to  express  an  opinion  on 
contract  audit  issues,  judgments  about 
assessments  of  inherent  and  control  risk, 
materiality,  sufficiency  of  tests,  and  other 
matters  affecting  the  opinion  must  be 
judgments  of  the  DCAA  auditor.  Recog¬ 
nition  of  the  contractor’s  participation  in 
self-governance  should  be  included  in  the 
DCAA  audit  report  in  a  manner  which 
does  not  imply  a  limitation  of  scope  or  a 
qualification  of  opinion. 

b.  Ordinarily  you  need  not  make  refer¬ 
ence  to  work  performed  by  another  audi¬ 
tor  if  (1)  the  other  auditor  works  for  an 
organization  associated  with  your  organi¬ 
zation  (e.g.,  another  DCAA  office  (see  4- 


1002a))  and  whose  work  is  acceptable  to 
you  based  on  your  knowledge  of  the 
professional  standards  and  competence 
of  that  organization;  or  (2)  the  other 
auditor  is  retained  by  DCAA  and  the 
work  is  performed  under  DCAA  guid¬ 
ance  and  control;  or  (3)  you  take  steps 
necessary  to  satisfy  yourself  with  the 
other  auditor’s  work;  or  (4)  the  work 
performed  by  the  other  auditor  is  not 
material  to  the  opinion  being  expressed. 

Once  field  work  is  complete,  a  report 
using  the  applicable  format  in  Chapter  10 
will  be  used.  In  addition,  the  report  may 
include: 

(1)  A  Background  Information  para¬ 
graph  in  the  narrative  section.  This  para¬ 
graph  may  provide  information  on  an¬ 
other  auditor’s  work,  including  purpose, 
scope,  and  summary  of  results,  and  will 
indicate  if  the  other  auditor’s  report  has 
been  provided  to  the  PCO/ACO. 

(2)  A  statement  in  the  Disposition  of 
Audit  Results  paragraph  expressing  ap¬ 
preciation  for  the  participation  of  non- 
DCAA  personnel  in  the  audit  effort  (see 
10-209.4e). 

(3)  A  reference  in  the  explanatory  notes 
accompanying  the  report  exhibits,  sched¬ 
ules,  and  appendixes  to  the  other  audi¬ 
tor’s  scope  and  findings  as  they  relate  to 
the  EXTAA  reported  conclusions.  Based 
upon  the  complexity  and/or  the  nature  of 
the  findings,  it  may  be  appropriate  to 
include  the  other  auditor’s  report  as  an 
appendix.  However,  this  should  not  be 
done  without  first  obtaining  authoriza¬ 
tion  from  the  other  auditor. 
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CHAPTER  5 

5-000  Review  of  Policies,  Procedures  and  Internal  Controls  Relative  to 
Accounting  and  Management  Systems 

5-001  Scope  of  Chapter  work  and  SAS  No.  55  in  performing 

reviews  of  contractor  accounting  and 
This  chapter  provides  audit  guidance  management  systems  and  related  internal 
on  implementing  Government  Auditing  controls. 

Standards — the  second  standard  of  field- 

5-100  Obtaining  an  Understanding  of  a  Contractor’s  Internal  Control 
Structure  and  Assessing  Control  Risk 


5-101  Introduction 

a.  This  section  outlines  the  auditor’s 
fundamental  requirements  and  responsi¬ 
bilities  for  obtaining  and  documenting  an 
understanding  of  a  contractor’s  internal 
control  structure  and  for  assessing  con¬ 
trol  risk  as  a  basis  for  planning  related 
audits. 

b.  These  fundamental  requirements 
and  responsibilities  apply  to -each  of  the 
contractor’s  accounting  and  management 
systems  (see  5-300  through  5-12()0)  that 
are  used  to  propose,  charge  or  bill  signifi¬ 
cant  costs  to  government  contracts. 

c.  The  audit  guidance  discussed  in 
sections  5-102  to  5-1 10  applies  primarily 
to  major  contractors.  This  guidance  can 
also  be  adapted  for  use  at  non-major 
contractors  who  have  internal  controls 
over  some  of  the  systems  listed  in  5- 102b 
below  and  where  audit  effort  to  evaluate 
those  systems  is  expected  to  be  offset  by 
reduced  audit  effort  on  other  related 
audits.  The  guidance  for  reviewing  inter¬ 
nal  controls  at  nonmajor  contractors  is 
discussed  in  5-111. 

5-102  Background  Information 

a.  Government  Auditing  Standards 
(the  second  standard  of  fieldwork  and 
SAS  No.  55)  require  the  auditor  to  obtain 
a  sufficient  understanding  of  the  contrac¬ 
tor’s  internal  control  structure  and  to 
assess  control  risk  to  plan  the  audit  and 
to  determine  the  nature,  timing,  and 
extent  of  tests  to  be  performed.  (See 
CAM  2-305) 


b.  A  contractor’s  internal  control  struc¬ 
ture  can  be  viewed  as  a  combination  of 
interrelated  accounting  and  management 
systems.  These  systems  are  designed  to 
help  ensure  that  entity  objectives  are 
achieved  as  effectively  and  efficiently  as 
possible.  The  relevant  accounting  and 
management  systems  in  the  contract  au¬ 
dit  environment  and  their  respective 
CAM  sections  are  listed  below: 

(1)  Environment  and  Overall 


Accounting  Controls  5-  3(X) 

(2)  General  EDP  System  5-  400 

(3)  Budget  and  Planning 

System  5-  500 

(4)  Purchasing  System  5-  600 

(5)  Material  System  5-  700 

(6)  Compensation  System  5-  8(X) 

(7)  Labor  System  5-  9(X) 

(8)  Indirect  and  ODC  System  5-1000 

(9)  Billing  System  5-1100 

(10)  Estimating  System  5-1200 


c.  it  is  important  to  remember  that 
contractor  management  is  responsible  for 
establishing  and  maintaining  an  adequate 
internal  control  structure.  In  fulfilling 
this  responsibility,  estimates  and  judge¬ 
ments  by  management  are  required  to 
assess  the  expected  benefits  and  related 
costs  of  internal  control  structure  policies 
and  procedures.  The  objective  of  the 
internal  control  structure  is  to  provide 
management  with  reasonable,  but  not 
absolute,  assurance  that: 

(1)  Assets  are  safeguarded  against  loss 
from  unauthorized  use  or  disposi¬ 
tion. 

(2)  Transactions  are  executed  in  accor¬ 
dance  with  management’s  authori¬ 
zation. 
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(3)  Transactions  are  recorded  properly 
to  permit  the  preparation  of  finan¬ 
cial  statements  and  government 
contract  cost  representations  in  ac¬ 
cordance  with  generally  accepted 
accounting  principles  and  applica¬ 
ble  laws  and  regulations. 

d.  With  a  sound  understanding  of  the 
critical  aspects  of  each  system,  the  audi¬ 
tor  can  more  effectively  and  efficiently 
develop  the  audit  procedures  necessary  to 
audit  compliance  with  laws  and  regula¬ 
tions. 

5-103  General  Audit  Policy 

a.  It  is  DCAA’s  policy  that  each  rele¬ 
vant  accounting  or  management  system 
that  has  a  significant  impact  on  govern¬ 
ment  contract  costs  be  reviewed  on  a 
cyclical  basis,  (  e.g.,  every  2-4  years) 
based  cn  a  documented  risk  assessment. 
If  past  experience  and  current  audit  risk 
is  considered  to  be  low,  a  review  may  be 
performed  on  a  less  frequent  basis.  It  the 
audit  risk  is  considered  to  be  medium  or 
high,  the  auditor  should  work  with  the 
ACO  and  the  contractor  to  correct  the 
deficiencies.  When  the  contractor 
changes  the  system,  the  auditor  should 
give  a  high  priority  to  the  review  of  the 
system  change  as  a  basis  for  relying  on 
the  system. 

b.  FAR  establishes  specific  require¬ 
ments  for  certain  system  reviews — bud¬ 
get  and  planning,  compensation,  estimat¬ 
ing,  purchasing  and  material  manage¬ 
ment  accounting  systems.  See  the  indi¬ 
vidual  CAM  Chapter  S  sections  for  guid¬ 
ance  on  the  timing  of  these  audits  and  the 
procedures  for  obtaining  waivers  if  the 
system  is  considered  low  risk. 

c.  In  determining  the  significance  of  a 
system,  the  auditor  should  carefully  con¬ 
sider  the  relationship  of  the  system  to 
government  contracts.  For  example,  if  a 
contractor  incurs  a  significant  amount  of 
labor  costs  which  are  assigned  to  govern¬ 
ment  contracts,  the  contractor’s  compen¬ 
sation  and  labor  systems  would  be  con¬ 
sidered  significant.  Likewise,  if  a  contrac¬ 
tor  does  not  purchase  significant 
amounts  of  materials  for  government 
contracts,  the  contractor’s  purchasing 
and  material  systems  would  not  be  con¬ 
sidered  significant.  (See  3-304.2c) 


d.  Our  review  of  the  contractor’s  inter¬ 
nal  control  structure  and  assessment  of 
control  risk  is  documented  in  the  perma¬ 
nent  files  on  the  Internal  Control  Audit 
Planning  Summary  (ICAPS)  working  pa¬ 
pers  for  each  significant  system  (see  3- 
300).  After  preparing  the  initial  ICAPS, 
individual  ICAPS  forms  will  be  updated 
after  each  internal  control  audit.  The 
adequacy  opinion,  assessment  of  risk, 
and  the  nature  and  extent  of  related  audit 
effort  that  is  summarized  on  the  ICAPS 
form  is  also  described  in  the  Contractor 
Organization  and  Systems  section  and 
integrated  into  the  planning  and  report¬ 
ing  of  other  financial  related  audits  (see 
10-410). 

5-104  Audit  Objectives 

a.  The  purpose  of  each  internal  control 
audit  is  to  ^ther  sufficient  evidence  to 
express  an  opinion  on  the  adequacy  of 
the  contractor’s  relevant  accounting  and 
management  systems  and  the  related  in¬ 
ternal  controls  for  compliance  with  appli¬ 
cable  laws  and  regulations  and  contract 
terms. 

b.  Our  objective  in  performing  internal 
control  audits  is  to  assess  control  risk  to 
determine  the  degree  of  reliance  that  we 
can  place  on  the  contractor’s  relevant 
accounting  and  management  systems  and 
the  related  internal  controls  as  a  basis  for 
planning  the  scope  of  other  related  au¬ 
dits. 

c.  In  those  cases  where  the  auditor  can 
rely  on  the  contractor’s  system,  asser¬ 
tions,  and/or  cost  representations,  the 
risk  would  be  considered  low.  In  these 
cases  the  auditor  should  be  able  to  mini¬ 
mize  substantive  testing. 

d.  In  those  cases  where  the  contractor’s 
internal  control  system(s)  are  inadequate 
(in  total  or  in  part),  expanded  testing  in 
other  related  audits  is  often  needed. 
However,  our  emphasis  should  be  on  the 
contractor’s  relevant  accounting  and 
management  systems  rather  than  the  in¬ 
dividual  financial  related  audits. 

e.  At  those  contractors  with  outstand¬ 
ing  internal  control  deficiencies,  the  audi¬ 
tor  should  work  with  the  ACO  and  the 
contractor  to  correct  the  deficiencies 
rather  than  to  continue  performing  ex¬ 
panded  transaction  testing  in  related  au- 


DCAA  Contract  Andit  Manual 


January  1995 


503 

1|5-104e. 


dits.  When  the  contractor  corrects  the 
deficiency  or  changes  the  system,  the 
auditor  should  give  a  high  priority  to  the 
review  of  the  system  change  as  a  basis  for 
placing  reliance  on  the  system. 

f.  While  the  discovery  of  fraud  or  other 
unlawful/improper  activity  is  not  the 
primary  objective  of  any  audir,  the  av  •  - 
tor  should  be  attentive  to  an  'ndition 
which  suggests  that  such  a  sit  jn  may 
exist.  If  such  activity  is  suspck  Cd,  the 
circumstances  should  be  reported  in  ac¬ 
cordance  with  CAM  4-700. 

5-105  Scope  of  Audit 

a.  While  the  nature  and  extent  of  audit 
effort  depends  upon  contractor  size, 
amount  of  government  business,  and 
audit  risk  (materiality  and  sensitivity), 
the  scope  should  include: 

(1)  gaining  an  understanding  of  the 
contractor’s  system  internal  con¬ 
trol  structure,  including  both  man¬ 
ual  and  automated  (EDP)  activi¬ 
ties,  which  provide  reasonable  as¬ 
surance  that  government  contract 
costs  are  allowable,  allocable,  and 
reasonable  in  accordance  with  con¬ 
tract  terms,  and  that  material  miss¬ 
tatements  are  prevented  or  detect¬ 
ed  and  corrected  in  a  timely  man¬ 
ner; 

(2)  documenting  the  understanding  of 
the  contractor's  internal  control 
structure  in  the  working  papers  and 
permanent  files; 

(3)  testing  the  operational  effective¬ 
ness  of  the  system’s  internal  con¬ 
trols; 

(4)  assessing  control  risk  as  a  basis  to 
identify  factors  relevant  to  the  de¬ 
sign  of  substantive  tests  for  other 
audit  effort; 

(5)  reporting  on  the  understanding  of 
the  internal  control  structure,  the 
assessment  of  control  risk,  and  the 
adequacy  of  the  system  for  govern¬ 
ment  contracts;  and 

(6)  adjusting  the  audit  scope  of  related 
audits  based  on  the  strengths 
and/or  weaknesses  of  the  contrac¬ 
tor  accounting  and  management 
system  reviewed. 

b.  In  establishing  the  scope  of  audit 
effort,  the  auditor  should  carefully  con¬ 


sider  the  nature  and  extent  of  documen¬ 
tation  available  from  prior  system  re¬ 
views,  related  audit  effort,  and  perma¬ 
nent  files.  Reliance  on  this  information 
allows  the  auditor  to  better  focus  current 
review  efforts  on  areas  of  greatest  risk. 

c.  The  results  of  prior  EDP  general 
internal  control  audits  and  applicable 
functional  reviews  should  be  reviewed  for 
related  system  deficiencies.  The  follow¬ 
ing  elements  should  be  considered  when 
reviewing  internal  controls  related  to 
individual  application  systems  (see  also 
Appendix  C-300): 

(1)  The  contractor’s  representation  of 
the  application  system’s  internal 
controls  should  include  a  descrip¬ 
tion  of  system  operation  and  the 
identification  of  all  related  system 
policies,  practices,  and  procedures. 

(2)  The  number  of  employees  having 
access  to  system  data  should  be 
reasonable  and  based  on  need.  Ad¬ 
equate  security  controls  (logical 
and  physical)  should  be  incorporat¬ 
ed  to  limit  access  to  data  input, 
review,  and  change  authorizations. 
Authority  to  make  changes  to  data, 
files,  and  programs  should  be  limit¬ 
ed,  logged,  and  closely  monitored. 

(3)  Current  system  flowcharts  should 
describe  data  input  characteristics, 
internal  control  points,  internal 
control  tables,  and  output  reports. 
System  operation  should  be  veri¬ 
fied  to  the  policies,  practices,  pro¬ 
cedures  and  flowcharts. 

(4)  Test  system  internal  controls  by 
tracing  selected  transactions  from 
the  original  source  documents 
through  data  entry,  through  their 
interim  and  final  processing  stages. 
Any  differences  must  be  resolved 
with  the  contractorr.  Consider  us¬ 
ing  CAATs  to  expedite  the  process. 

d.  Additionally,  contractor  manage¬ 
ment  has  a  responsibility  to  establish  and 
maintain  an  effective  internal  control 
structure.  As  part  of  the  preliminary 
audit  effort,  the  contractor  should  be 
requested  to  explain  how  their  system 
operates,  what  controls  are  in  place  to 
achieve  the  identified  control  objectives, 
and  what  efforts  have  been  made  to 
evaluate  their  continued  operation.  The 
auditor  should  rely  to  the  maximum 
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extent  possible  on  the  contractor’s  self- 
assessment,  monitoring  and  testing  ef¬ 
forts  (see  CAM  4-1000,  Reliance  on  the 
Work  of  Others). 

e.  The  following  paragraphs  contain 
general  guidance  for  reviewing  and  evalu¬ 
ating  contractor  accounting  and  manage¬ 
ment  systems.  This  guidance  is  intended 
to  provide  the  auditor  with  a  framework 
for  performing  internal  control  reviews. 
However,  this  framework  is  not  a  substi¬ 
tute  for  professional  judgement.  Conse¬ 
quently,  the  auditor  should  adapt  the 
guidance  to  respond  to  unusual  or  unique 
situations  encountered  in  their  individual 
audit  circumstances. 

5-106  Obtaining  an  Understanding  of 
the  Contractor  Accounting  and 
Management  Systems 

a.  The  first  step  in  reviewing  and 
evaluating  the  contractor’s  internal  con¬ 
trol  structure  is  to  obtain  an  understand¬ 
ing  of  the  accounting  or  management 
system  being  reviewed.  This  understand¬ 
ing  will  serve  as  the  foundation  for  evalu¬ 
ating  related  internal  controls  and  will 
allow  the  auditor  to  design  more  effective 
and  efficient  audit  procedures. 

b.  To  acquire  a  basic  understanding  of 
the  accounting  or  management  system 
being  reviewed,  the  auditor  should: 

(1)  Review  the  control  objectives  and 
audit  procedures  listed  in  the  ap¬ 
propriate  section  of  Chapter  S  and 
the  respective  audit  program  and 
the  internal  control  matrix  (avail¬ 
able  on  the  DIIS)  for  the  account¬ 
ing  and  management  system  to  be 
audited. 

(2)  Review  the  contractor’s  system  ex¬ 
planation  and  related  documenta¬ 
tion;  e.g.,  system  policy  and  proce¬ 
dure  manual. 

(3)  Review  relevant  working  papers 
from  the  permanent  files  and  prior 
audits. 

(4)  Make  inquiries  of  appropriate  con¬ 
tractor  management,  supervisory, 
and  staff  personnel. 

(5)  Inspect  relevant  documents. 

(6)  Observe  actual  contractor  opera¬ 
tions. 


c.  In  addition,  the  auditor  should  re¬ 
quest  that  the  contractor  explain  selected 
asp^ts  of  the  system  to  help  confirm  the 
auditor’s  understanding.  The  auditor 
should  walk-through  the  system — tracing 
one  or  more  transactions  from  initiation 
throu^  the  various  processing  steps  to 
inclusion  in  related  cost  estimates,  re¬ 
ports,  or  billings  on  government  con¬ 
tracts.  The  auditor  should  observe  actual 
processing  activities  and  examine  related 
documents  to  validate  the  understanding 
of  the  system.  Selective  transaction  walk- 
throu^s  to  confirm  the  auditor’s  under¬ 
standing  is  an  important  part  of  the  audit 
process  and  should  be  performed  for 
significant  aspects  of  the  system.  If  the 
auditor  already  has  a  sufficient  under¬ 
standing  of  the  system  as  a  result  of  prior 
audit  experience,  this  procedure  may  not 
be  necessary. 

d.  The  extent  of  audit  effort  expended 
in  gaining  an  understanding  of  the  con¬ 
tractor’s  accounting  and  management 
systems  is  a  matter  of  auditor  judgement. 
Characteristics  that  should  be  considered 
include: 

(1)  the  size  and  complexity  of  the 
contractor; 

(2)  level  of  previous  experience  with 
the  contractor; 

(3)  nature  and  extent  of  systems  docu¬ 
mentation; 

(4)  the  significance  of  costs  proposed, 
charged,  or  billed  to  the  govern¬ 
ment  by  the  system;  and 

(5)  materiality  judgements  for  specific 
accounts  and  transactions  handled 
by  the  system. 

e.  Once  the  auditor  has  gained  an 
adequate  understanding  of  the  contrac¬ 
tor’s  accounting  and  management  sys¬ 
tems,  that  understanding  should  be  docu¬ 
mented  in  the  audit  working  papers  and 
related  permanent  files.  This  documenta¬ 
tion  will  typically  take  the  form  of  system 
flowcharts,  narrative  descriptions,  and 
copies  of  relevant  documents  and  re¬ 
ports.  The  method(s)  used  and  extent  of 
documentation  required  are  a  matter  of 
professional  judgement.  However,  the 
documentation  should  provide  sufficient 
information  to  communicate  the  audi¬ 
tor’s  understanding  in  a  clear  and  sum¬ 
marized  manner. 
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5-107  Determining  if  Relevant 
Control  Objectives  and  Related 
Control  Procedures  Exist 

a.  The  auditor  should  identify  those 
control  objectives  which,  if  achieved, 
would  provide  reasonable  assurance  that 
material  errors  or  misstatements  would 
be  prevented  or  detected  in  a  timely 
manner.  Control  objectives  can  be  classi¬ 
fied  into  the  three  general  areas: 

(1)  financial  reporting  control  objec¬ 
tives  which  are  concerned  with 
ensuring  the  preparation  of  reliable 
financial  statements, 

(2)  operational  control  objectives 

which  are  concerned  with  ensuring 
that  the  contractor’s  resources  are 
being  used  effectively  and  efficient¬ 
ly,  and 

(3)  compliance  control  objectives 

which  are  concerned  with  ensuring 
that  the  contractor  complies  with 
applicable  laws  and  regulations. 

While  control  objectives  in  each  of  these 
areas  can  have  an  impact  on  contract 
costs,  DCAA  auditors  generally  focus  on 
operational  and  compliance  controls. 

b.  Relevant  control  objectives  for  each 
contractor  accounting  and  management 
system  are  discussed  in  this  section,  the 
specific  CAM  section  and  the  standard 
audit  program  for  the  individual  system. 
The  auditor  should  become  familiar  with 
all  relevant  control  objectives  for  the 
accounting  and  management  system  to  be 
reviewed  prior  to  initiating  the  review. 

c.  The  auditor  should  also  identify  the 
control  procedures  designed  and  imple¬ 
mented  by  the  contractor  to  achieve  each 
relevant  control  objective.  Controls  may 
be  either  manual  or  automated.  In  many 
instances,  control  procedures  will  be  inte¬ 
grated  into  the  contractor’s  EDP  system. 
As  needed,  an  EDP  audit  specialist  can 
assist  the  auditor  in  identifying  and  un¬ 
derstanding  EDP  related  controls. 

d.  Once  the  auditor  has  obtained  an 
adequate  understanding  of  the  contrac¬ 
tor’s  system,  a  determination  should  be 
made  as  to  whether  relevant  internal 
control  policies  and  procedures  exist;  and 
whether  the  effort  to  test  and  evaluate 
those  controls  would  be  justified  by  an 
equal  or  greater  reduction  in  related 


substantive  testing.  For  example,  the  au¬ 
ditor  should  expect  that  the  costs  to  test 
and  evaluate  the  contractor’s  labor  ac¬ 
counting  controls  should  be  more  than 
offset  by  the  benefits  of  reduced  labor 
substantive  testing  (e.g.,  floorchecks). 

e.  If  the  auditor  determines  that  rele¬ 
vant  internal  control  policies  and  proce¬ 
dures  do  not  exist  or  that  the  effort  to 
perform  tests  of  those  controls  is  not 
justified,  no  control  testing  will  be  per¬ 
formed  and  control  risk  would  be  as¬ 
sessed  as  “High.”  This  control  risk  as¬ 
sessment  and  its  background  rationale 
should  be  documented  in  the  audit  work¬ 
ing  papers. 

f.  If  the  auditor  determines  that  rele¬ 
vant  internal  control  policies  and  proce¬ 
dures  can  be  identified  and  that  the  effort 
to  perform  tests  of  those  controls  is 
justified,  the  auditor  should  plan  and 
perform  appropriate  tests  of  those  con¬ 
trols. 

5-108  Testing  Controls 

a.  Testing  controls  involves  selecting  a 
limited  sample  of  transactions  and  evalu¬ 
ating  whether  they  were  executed  in 
accordance  with  established  policies  and 
procedures.  Tests  of  controls  are  used  to 
determine  if  controls  are  adequately  de¬ 
signed  to  prevent  or  detect  material  miss¬ 
tatements  in  a  timely  manner,  and  oper¬ 
ating  effectively.  Tests  of  controls  are 
necessary  to  support  a  control  risk  assess¬ 
ment  other  th’an  High. 

b.  To  obtain  evidence  of  the  effective¬ 
ness  of  particular  internal  control  policies 
and  procedures,  the  auditor  should  per¬ 
form  physical  observations,  inquiries  of 
appropriate  personnel,  or  insp^tion  of 
relevant  documents.  No  one  specific  test 
is  always  necessary,  applicable,  or  equally 
effective  in  every  circumstance.  In  fact,  a 
combination  of  these  types  of  tests  are 
often  required  to  provide  the  necessary 
level  of  assurance  that  controls  are  work¬ 
ing  effectively.  The  type  of  audit  proce¬ 
dures  selected  depends  upon  the  nature 
of  the  control  to  be  tested  and  the  avaij- 
able  evidence  to  review  the  control.  Audi¬ 
tors  should  use  the  standard  audit  pro¬ 
grams  available  on  the  DIIS  and  tailor 
the  audit  procedures  as  needed  to  fit  their 
individual  circumstances. 
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c.  The  nature  of  the  control  influences 
the  type  of  evidential  matter  that  is 
available  to  review  the  control.  For  ex¬ 
ample,  if  the  control  provides  documen¬ 
tary  evidence,  the  auditor  may  decide  to 
inspect  the  documentation.  For  other 
controls,  such  documentation  may  not  be 
available  or  relevant.  For  example,  segre¬ 
gation  of  duties  controls  generally  do  not 
provide  documentary  evidence.  In  such 
circumstances,  the  auditor  may  obtain 
evidential  matter  about  the  effectiveness 
of  operation  through  observation  or  in¬ 
quiry. 

d.  The  timing  of  audit  effort  and  the 
period  covered  by  the  audit  should  also 
be  considered  in  selecting  the  appropriate 
audit  procedures  for  testing  controls.  The 
evidential  matter  should  relate  to  the 
audit  period  and,  unless  it  is  documenta¬ 
ry  evidence,  should  be  obtained  during 
the  audit  period  when  sufficient  corrobo¬ 
rative  evidence  is  most  likely  to  be  avail¬ 
able.  When  the  evidence  relates  only  to  a 
specific  point  in  time,  such  as  evidence 
obtained  from  physical  observation,  the 
auditor  should  obtain  additional  evi¬ 
dence  that  the  control  was  effective  dur¬ 
ing  the  entire  audit  period.  For  example, 
the  auditor  may  observe  the  control  in 
operation  during  the  audit  period  and  use 
inquiry  and  inspection  of  procedures 
manuals  to  determine  that  the  control 
was  in  operation  during  the  entire  period. 

e.  Afler  determining  the  nature  of  audit 
procedures  to  be  used  to  test  controls,  the 
auditor  should  then  determine  the  extent 
of  procedures  to  be  performed.  This 
determination  is  a  matter  of  auditor 
judgment  taking  into  consideration: 

(1)  the  information  gathered  in  devel¬ 
oping  an  understanding  of  the  in¬ 
ternal  control  structure, 

(2)  the  nature  of  the  control  to  be 
tested, 

(3)  the  nature  and  availability  of  evi¬ 
dential  matter,  and 

(4)  the  contractor’s  monitoring  and 
testing  efforts. 

The  extent  of  testing  is  also  significantly 
impacted  by  the  FAO’s  total  audit  experi¬ 
ence  with  the  contractor.  For  instance, 
the  extent  of  required  testing  of  the 
estimating  system  is  influenced  by  the 
current  experience  on  forward  pricing 
audits.  In  most  instances,  where  there  is 


significant  proposal  activity,  the  auditors 
have  gained  a  great  deal  of  knowledge  of 
the  estimating  system  controls  during 
proposal  audits. 

f.  When  identified  control  procedures 
are  accomplished  as  part  of  the  contrac¬ 
tor’s  EDP  operations,  the  auditor  should 
consider  the  use  of  Computer  Assisted 
Audit  Techniques  (CAATs),  such  as  DA- 
TATRAK,  SAS,  and  FOCUS  when  per¬ 
forming  tests  of  controls.  In  some  in¬ 
stances,  the  assistance  of  EDP  specialists 
may  be  required  to  perform  tests  of 
controls.  In  these  cases,  auditors  should 
contact  their  regional  offices  to  obtain 
the  necessary  expertise. 

5-109  Assessing  Control  Risk 

a.  Control  risk  is  the  probability  that 
the  contractor’s  internal  control  structure 
will  not  prevent  or  detect  a  material 
error,  irregularity,  or  misstatement  in  a 
timely  manner.  In  assessing  control  risk, 
the  auditor  considers  the  efiectiveness  of 
established  control  procedures  to  accom¬ 
plish  stated  control  objectives.  The  more 
effective  the  control  procedures,  the  low¬ 
er  the  control  risk. 

b.  The  auditor  should  assess  control 
risk  for  each  relevant  control  objective.  If 
the  auditor  concludes  that  the  relevant 
internal  control  structure  policies  and 
procedures  do  not  exist  or  that  the  audit 
could  be  more  efficiently  performed  by 
expanding  substantive  testing,  then  con¬ 
trol  risk  should  be  assessed  as  “High.”  If 
the  auditor  has  been  able  to  identify 
relevant  internal  control  structure  poli¬ 
cies  and  procedures  and  performed  tests 
of  those  controls,  the  auditor  should 
assess  control  risk  as  follows: 

High:  The  relevant  control 

procedures  exist  but, 
due  to  inadequate  de¬ 
sign  or  operation,  are 
inadequate  to  accom¬ 
plish  the  control  objec¬ 
tive  on  a  consistent  ba¬ 
sis. 

Moderate:  The  relevant  control 

procedures  exist  but, 
due  to  inadequate  de¬ 
sign  or  operation,  are 
unlikely  to  accomplish 
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the  control  objective  on 
a  consistent  basis. 

Low:  The  contractor’s  con¬ 

trol  procedures  are  like¬ 
ly  to  accomplish  the 
control  objective. 

The  assessment  of  control  risk  for  each 
control  objective  is  summarized  on  the 
system’s  ICAPS  working  paper  (3-300) 
and  translated  to  needed  audit  effort  on 
other  related  audits. 

c.  The  assessment  of  control  risk  de¬ 
pends  on  the  nature  and  significance  of 
the  system,  the  overall  control  environ¬ 
ment,  and  the  auditor’s  experience  and 
judgement.  Assessments  of  control  risk 
are  reported  in  the  systems  audit  report. 
Assessments  of  moderate  or  high  risk 
should  be  tied  to  specific  significant 
deficiencies  being  reported  and  recom¬ 
mended  corrective  actions.  (See  Chanter 
10-400) 

d.  Significant  deficiencies  should  be 
discussed  with  the  ACO  and  the  contrac¬ 
tor  immediately — do  not  wait  until  the 
final  exit  conference  or  until  the  final 
report  is  issued  to  start  the  resolution 
process  (see  5-1 10c  and  10-400).  When 
possible,  significant  deficiencies  should 
also  be  linked  to  relevant  historical  data 
that  are  available  or  can  be  reasonably 
developed.  For  example,  if  the  auditor 
can  link  estimating  system  deficiencies  to 
questioned  costs  on  proposal  reviews  or 
positive  findings  on  postaward  reviews, 
the  importance  of  correcting  the  deficien¬ 
cy  is  more  apparent. 

5-110  Interaal  Control  Reporting 

Reporting  on  compliance  with  laws 
and  regulations  and  on  internal  controls 
relative  to  individual  accounting  and 
management  systems  involves  both  au¬ 
dits  of  the  contractor’s  system  (e.g.,  esti¬ 
mating  system),  as  well  as,  other  financial 
related  audits  (e.g.,  individual  price  pro¬ 
posals). 

a.  The  audit  report  for  each  relevant 
accounting  and  management  system 
should  follow  the  general  guidance  in  10- 
200  and  10-400.  The  following  are  the 
major  highlights  of  the  reporting  guid¬ 
ance. 

(1)  The  Subject  of  Audit  section  should 
state  that  the  objective  for  auditing  the 


specific  contractor  system  and  its  related 
internal  controls  is  to  determine  the 
adeqi  acy  of  the  system  and  the  contrac¬ 
tor’s  compliance  with  the  internal  con¬ 
trols. 

(2)  The  Executive  Summary  and  the 
Results  of  Audit  sections  should  present 
an  overall  opinion  of  the  system  (i.e., 
adequate,  inadequate  in  part,  or  inade¬ 
quate).  The  executive  summary  should 
briefly  summarize  the  major  deficiencies 
and  their  cost  impact.  Detailed  explana¬ 
tions  in  a  condition/recommendation  for¬ 
mat  will  be  included  in  the  results  of 
audit  section.  When  deficiencies  are  re¬ 
ported  for  estimating  and/or  purchasing 
systems,  this  section  should  also  recom¬ 
mend  partial  or  total  disapproval  of  the 
system.  The  results  of  audit  section 
should  state  the  auditor’s  control  risk 
assessment  [low/moderate/high]  and  the 
impact  this  assessment  will  have  on  the 
nature  and  extent  of  audit  effort  on  other 
financial  related  audits.  Identify  the  af¬ 
fected  audit  areas  and  describe  the  addi¬ 
tional  audit  effort  required. 

(3)  The  Scope  of  Audit  section  should 
explain  that  the  internal  control  audit 
includes  obtaining  an  understanding  of 
the  internal  controls,  determining  if  the 
controls  are  adequate  and  in  operation, 
and  assessing  control  risk  to  use  as  a  basis 
for  planning  the  testing  necessa^  in  other 
financial  related  audits.  This  section 
should  also  identify  the  system’s  control 
objectives  covered  by  the  audit  and  refer 
to  the  Contractor’s  Organization  and 
Systems  section  that  describes  the  current 
status  of  the  system  along  with  any 
needed  backuound  information. 

(4)  If  significant  deficiencies  are  noted 
during  the  audit,  they  should  be  dis¬ 
cussed  with  the  contractor  and  the  ACO 
during  the  course  of  the  audit  and  correc¬ 
tive  action  should  be  underway  before 
the  final  audit  repon  is  issued.  The 
Statements  of  Conduion  and  Recom¬ 
mendations  in  the  audit  report  should 
comment  on  the  contractor’s  efforts  to 
correct  the  deficiencies  (see  5-1 10c). 

(5)  If  the  audit  identified  deficiencies 
that  are  not  considered  to  be  significant, 
they  should  be  reported  in  an  appendix  to 
the  report  entitled  “Suggestions  to  Im¬ 
prove  the  System”. 
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(6)  The  status  of  the  contractor’s  cor¬ 
rective  action  on  prior  recommendations 
should  be  detailed  in  the  Results  of  Audit 
section  and  summarized  in  the  Contrac¬ 
tor’s  Organization  and  Systems  section. 

b.  Reports  for  other  financial  related 
audits,  (e.g.,  forward  pricing  proposals, 
progress  payment  requests,  and  annual 
incurred  cost  audits)  should  follow  the 
general  guidance  in  Chapter  10.  The 
report  should  refer  to  the  relevant  ac¬ 
counting  and  management  systems  re- 
port(s)  and  the  internal  control  assess¬ 
ments  used  to  plan  the  audit. 

(1)  At  those  contractors  with  defined 
internal  control  structures,  the  Scope  of 
Audit  section  should: 

(1)  list  the  system(s)  that  provide  for 
compliance  with  laws  and  regula¬ 
tions  for  the  specific  audit  area, 

(ii)  describe  how  assessed  system(s) 
control  risk  was  considered  in 
determining  the  scope  of  audit, 
and 

(iii)  refer  to  the  Contractor’s  Organi¬ 
zation  and  Systems  section  that 
describes  the  current  status  of  the 
system(s). 

(2)  The  Contractor’s  Organization  and 
Systems  section  should: 

(i)  reference  the  last  audit  report  and 
the  current  opinion  on  the  overall 
system, 

(ii)  show  the  current  assessment  of 
control  risk,  and 

(iii)  list  any  outstanding  internal  con¬ 
trol  deficiencies  and  the  current 
status  of  those  deficiei.cies. 

(3)  At  smaller  contractors  that  do  not 
have  defined  internal  control  structures 
or  nonmajor  contractors  where  it  was  not 
beneficial  to  review  the  structure,  the 
scope  paragraph  should  state  that  fact 
and  state  that  as  a  result,  control  risk  was 
assessed  as  high. 

c.  Significant  internal  control  weak¬ 
nesses  identified  during  an  audit  require 
immediate  action  intended  to  expedite 
the  resolution  process  and  to  protect  the 
government. 

(1)  If  a  significant  internal  control 
deficiency  is  encountered  during  an  inter¬ 
nal  control  audit,  the  deficiency  should 
be  discussed  with  the  contractor,  the 
cognizant  ACO,  and  the  CAC  as  soon  as 
possible  so  as  to  expedite  the  resolution 


process.  Do  not  wait  until  the  final  exit 
conference  or  the  issuance  of  the  audit 
report  to  convey  such  findings. 

(2)  The  internal  control  audit  report 
should  describe  the  deficiency,  its  esti¬ 
mated  cost  impact,  the  contractor’s  ef¬ 
forts  to  correct  the  deficiency  and  in¬ 
creased  audit  effort  in  other  related  au¬ 
dits  needed  to  mitigate  the  internal  con¬ 
trol  weakness. 

(3)  If  a  significant  internal  control 
deficiency  is  encountered  during  other 
related  audits,  a  separate  flash  report 
should  be  issued.  The  flash  report  should 
include  an  estimate  of  the  cost  impact  of 
the  internal  control  weakness  to  the  ex¬ 
tent  possible.  The  auditor  should  work 
with  the  ACO  and  the  eontractor  to 
correct  the  deficiency  rather  than  per¬ 
forming  expanded  testing  in  a  partieular 
audit  area.  When  the  contractor  corrects 
the  deficiency,  the  auditor  should  give 
high  priority  to  the  review  of  the  system 
change  as  a  basis  for  placing  reliance  on 
the  system. 

(4)  If  the  contractor  does  not  take 
timely  corrective  action  to  resolve  the 
deficiency,  the  auditor  should  take  steps 
to  protect  the  government’s  interest.  The 
auditor  should  coordinate  with  the  ACO 
and  notify  the  contractor  of  the  intent  to 
suspend  or  disapprove  costs  related  to 
the  weakness.  For  example,  reports  on 
price  proposals  should  question  the  relat¬ 
ed  costs  and  contain  an  appropriate  opin¬ 
ion  and/or  recommendation  (see  9-200). 
If  internal  control  deficiencies  affect  bill¬ 
ings  to  the  government,  the  auditor 
should  suspend  any  appropriate  costs  on 
public  vouchers  (see  6-9(X))  or  recom¬ 
mend  to  the  ACO  reductions  on  progress 
payment  requests  (see  14-206). 

5-111  Reviewing  Internal  Controls  at 
Nonmajor  Contractors 

The  process  for  obtaining  an  under¬ 
standing  of  a  contractor’s  internal  control 
structure  and  assessing  control  risk  at 
nonmajor  contractors  is  accomplished  by 
using  the  Survey  of  Contractor’s  Organi¬ 
zation,  Accounting  System,  and  System 
of  Internal  Controls  (SHORTICQ)  which 
is  available  on  the  DIIS.  If  the  nonmajor 
contractor  has  some  of  the  internal  con¬ 
trol  systems  listed  in  S-102b  that  generate 
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significant  costs,  the  auditor  can  use  the 
CAM  guidance,  the  audit  program  relat¬ 
ed  to  the  system,  and  the  SHORTICQ  to 
review  the  internal  controls. 

5-111.1  Understanding  and  Evaluation  of 
Internal  Control  Structure 

a.  The  SHORTICQ  should  be  used  to 
document  the  understanding  of  the  inter¬ 
nal  controls  at  nonmajor  contractors  with 
ADV  between  $5  and  $70  million. 
(MAAR#1).  The  SHORTICQ  may  also 
be  used  for  contractors  with  ADV  less 
than  $5  million,  or  alternative  proce¬ 
dures  may  be  used  provided  they  ade¬ 
quately  document  the  required  under¬ 
standing  of  the  internal  control  structure. 
Alternative  approaches  for  contractors 
with  less  than  $5  million  ADV  include 
the  use  of  a  narrative  format  similar  to 
the  appendix  on  the  contractor’s  account¬ 
ing  system  discussed  in  10-506.1. 

b.  The  control  environment  reflects 
management’s  overall  attitude,  awareness 
and  actions  concerning  the  importance  of 
control  and  its  emphasis  in  the  company. 
To  gain  an  understanding  of  the  control 
environment,  the  auditor  should  consider 
the  information  in  the  SHORTICQ,  par¬ 
ticularly  Part  A,  or  information  from 
other  identified  alternative  sources. 

c.  The  auditor  should  also  obtain  an 
understanding  of  the  accounting  system 
and  specific  control  procedures  for  each 
major  cost  element  (i.e.,  labor,  indirect 
costs,  and  purchased  services  and  materi¬ 
al).  The  auditor  should  consider  the  in¬ 
formation  contained  in  the  SHORTICQ, 
particularly  Parts  B  and  C  for  labor.  Parts 
B  and  E  for  indirect  costs  and  Parts  B 
and  D  for  purchased  services  and  materi¬ 
al. 

d.  Based  on  the  information  obtained 
in  b.  and  c.  above,  the  auditor  should 
summarize  the  understanding  of  the  con¬ 
trol  environment,  accounting  system  and 
control  procedures.  The  summary  may  be 
in  the  form  of  a  narrative  explanation 
which  includes  an  identification  of  signif¬ 
icant  internal  controls.  The  form  and 
extent  of  documentation  is  influenced  by 
the  company’s  size  and  the  complexity  of 
the  internal  structure. 


5-111.2  Assessment  of  Control  Risk 

a.  The  purpose  of  evaluating  the  inter¬ 
nal  control  structure  is  to  assess  the 
contractor’s  level  of  control  risk  for  deter¬ 
mining  the  nature,  timing  and  extent  of 
transaction  tests  in  incurred  cost  audits. 
For  example,  if  the  auditor  determines 
that  internal  control  systems  do  not  exist 
because  of  the  company’s  size  or  the 
internal  control  systems  are  so  deficient 
that  it  cannot  be  relied  on,  the  auditor 
would  assess  the  control  risk  as  high. 

b.  If,  on  the  other  hand,  the  auditor 
determines  that  specific  control  proce¬ 
dures  exist  and  have  been  implemented, 
the  auditor  may  decide  to  perform  tests 
of  the  effectiveness  of  the  specific  con¬ 
trols  in  order  to  limit  the  amount  of 
transaction  testing  in  the  areas  or  ac¬ 
counts  impacted.  The  auditor  may  also 
rely  on  previous  systems  audits  if  the 
reviews  adequately  evaluated  the  effec¬ 
tiveness  of  specific  control  procedures 
which  would  effect  the  auditor’s  assess¬ 
ment  of  control  risk. 

c.  To  assess  control  risk  at  less  than 
high,  which  could  result  in  reduced  sub¬ 
stantive  testing,  requires  that  the  contrac¬ 
tor  have  control  procedures  and  that 
these  procedures  have  been  tested  and 
are  working.  Control  procedures  repre¬ 
sent  independent  verifications  that  man¬ 
agement  has  established  to  provide  assur¬ 
ance  that  the  accounting  system  is  prop¬ 
erly  identifying  and  segregating  costs; 
and,  that  costs  claimed  on  government 
contracts  are  allowable,  allocable,  and 
reasonable.  The  testing  of  control  proce¬ 
dures  is  generally  a  time  sensitive  audit 
which  needs  to  be  performed  during  the 
year  the  costs  are  incurred.  If  the  control 
procedures  were  not  tested,  control  risk 
would  be  assessed  as  high. 

d.  Since  smaller  contractors  do  not 
generally  have  control  procedures  such  as 
segregation  of  duties  or  independent  veri¬ 
fications,  control  risk  is  usually  assessed 
as  high.  If  control  risk  is  assessed  as  high, 
substantive  tests  would  be  required  for 
significant  and  sensitive  accounts.  Con¬ 
trol  risk  is  also  generally  assessed  as  high 
if  the  internal  control  policies  and  proce¬ 
dures  are  ineffective  or  it  would  be  more 
efficient  to  perform  substantive  tests 
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rather  than  to  test  the  contractor’s  com¬ 
pliance  with  the  policies  and  procedures. 

5-111.3  Reporting 

The  auditor’s  reporting  on  the  review 
and  evaluation  of  internal  controls  at 
nonmajor  contractors  is  usually  included 
as  part  of  the  report  on  the  annual 
incurred  cost  audit. 

a.  The  Scope  of  Audit  section  should 
identify  the  internal  control  structure  and 
the  assessment  of  control  risk  that  the 
auditor  considered  in  planning  the  audit. 
This  section  should  also  describe  any 
significant  accounting  system  deficien¬ 
cies  that  have  a  material  impact  on  the 
incurred  cost  submission  and  the  audit. 

b.  The  Contractor’s  Organization  and 
Systems  section  should  describe  the  con¬ 


tractor’s  accounting  system  as  well  as  the 
current  status  of  any  outstanding  ac¬ 
counting  system  deficiencies  and  their 
cost  impact  (see  10-410). 

c.  If  a  significant  accounting  system 
deficiency  (e.g.,  the  contractor  does  not 
identify  and  segregate  unallowable  costs 
or  fails  to  prepare  timecards)  is  encoun¬ 
tered  during  the  incurred  cost  audit,  do 
not  wail — issue  a  separate  flash  report 
and  coordinate  with  the  ACO  and  the 
contractor  to  expedite  the  resolution  pro¬ 
cess  (see  5-1 10c).  When  the  incurred  cost 
audit  report  is  issued,  the  cost  impact  and 
current  status  of  this  deficiency  should  be 
described  in  the  Results  of  Audit  and  the 
Contractor’s  Organization  and  Systems 
sections. 
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5-200  Section  2  —  Preaward  Surveys  and  Adequacy  of  Accounting  Systems 
for  Contractual  Requirements 


5-201  Introduction 

This  section  provides  guidance  for  per¬ 
forming  (1)  preaward  accounting  system 
and  financial  capability  surveys  and  (2) 
reviews  to  determine  if  a  contractor’s 
accounting  system  and  control  proce¬ 
dures  are  adequate  to  meet  the  require¬ 
ments  of  Department  of  Defense  Direc¬ 
tive  2140.2  and  DFARS  270  and 
252.270-7000  for  the  payment  of  nonre¬ 
curring  cost  recoupment  charges  to  the 
government.  A  pro  forma  preaward  sur¬ 
vey  audit  program  and  accounting  system 
survey  for  nonmajor  contractors  is  on  the 
FAO  DIIS  subsystem  under  file  name 
APSYSTEM. 

5-202  Preaward  Surveys 

a.  A  preaward  survey  is  an  evaluation, 
usually  made  by  the  cognizant  contract 
administration  office,  of  a  prospective 
contractor’s  ability  to  perform  a  pro¬ 
posed  contract.  Such  surveys  may  cover 
technical,  production,  quality  assurance, 
financial  capability,  accounting  system 
and  other  considerations.  DCAA’s  role  in 
a  preaward  survey  is  normally  limited  to 
assessing  a  contractor’s  financial  capabil¬ 
ity  to  perform  a  prospective  contract  (see 
5-202.1)  and/or  the  adequacy  of  a  con¬ 
tractor’s  accounting  system  to  accumu¬ 
late  cost  information  required  by  a  con¬ 
tract  (see  5-202.2). 

b.  Treat  requests  for  DCAA  assistance 
on  preaward  surveys  as  demand  assign¬ 
ments.  An  untimely  response  to  such 
requests  could  delay  the  award  of  a 
contract. 

5-202.1  Preaward  Financial  Capability 
Survey 

a.  The  objective  of  the  survey  is  to 
determine  if  the  prospective  contractor 
has  adequate  financial  resources,  or  ac¬ 
cess  to  them,  to  perform  a  contract.  Page 
1  of  Standard  Form  1407  “Preaward 
Survey  of  Prospective  Contractor  Finan¬ 
cial  Capability”  (see  FAR  53.301-1407) 
can  be  used  to  collect  data  required  to 
conduct  the  survey. 


b.  When  a  request  for  a  preaward 
survey  is  not  specific  as  to  the  type  of 
financial  data  to  be  evaluated,  contact 
the  requester  for  clarification.  See  14-300 
for  additional  guidance  on  procedures  to 
follow  in  performing  financial  capability 
surveys. 

5-202.2  Preaward  Accounting  System 
Survey 

a.  A  preaward  accounting  system  sur¬ 
vey  is  made  at  the  request  of  a  contract¬ 
ing  officer  to  determine  the  adequacy  and 
suitability  of  a  contractor’s  accounting 
system  and  practices  for  accumulating 
costs  under  a  prospective  government 
contract.  It  is  usually  requested  as  part  of 
an  overall  preaward  survey  of  a  contrac¬ 
tor  conducted  by  a  contract  adminis¬ 
tration  office  under  FAR/DFARS 
9.106/209.106  (see  5-202).  Audit  scope 
under  a  preaward  accounting  system  sur¬ 
vey  should  normally  be  limited  to  those 
procedures  essential  to  reach  an  informed 
opinion  on  information  needed  by  the 
acquisition  office  to  award  and  provide 
for  administration  of  the  contract.  It  is 
not  normally  necessary  to  conduct  an  in 
depth  evaluation  of  the  overall  account¬ 
ing  system  (see  9-302).  Be  responsive, 
however,  to  the  request  for  audit.  Stan¬ 
dard  Form  1408  “Preaward  Survey  of 
Prospective  Contractor  Accounting  Sys¬ 
tem”  (see  FAR  53.301-1408)  should  nor¬ 
mally  be  used  for  these  surveys. 

b.  If  a  prior  accounting  system  survey 
has  been  performed  and  is  relatively 
current,  it  should  serve  as  the  basis  for 
the  current  survey.  If  complete  and  cur¬ 
rent  data  are  not  available,  perform  a 
survey  of  sufficient  scope  and  depth  to 
evaluate  the  suitability  of  the  contractor’s 
accounting  system  for  costing  and  admin¬ 
istering  the  contemplated  contract.  Place 
special  emphasis  on  the  ability  of  the 
accounting  system  to  generate  the  specif¬ 
ic  cost  information  required  under  the 
anticipated  contract  and  on  inequities 
which  might  occur  if  the  prospective 
contract  were  executed.  Subsequent  cost 
determination  will  be  facilitated  if  there 
is  a  workable  relationship  between  con- 
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tract  provisions  and  the  contractor’s  sys¬ 
tem.  This  preaward  examination  should 
disclose  the  extent  to  which  they  are 
compatible.  When  appropriate,  the  sur¬ 
vey  should  disclose  whether  the  system 
will  provide  reasonable  data  for  projec¬ 
tion  of  costs  to  complete  a  contract.  The 
equity  and  consistency  of  direct  charging 
as  generally  applied  by  the  contractor  and 
as  it  is  intended  to  be  applied  to  the 
proposed  contract  should  be  determined. 
If  it  is  not  clearly  stated  in  the  request  as 
to  the  type  of  contract  contemplated,  the 
auditor  should  call  the  requester  for 
clarification.  When  a  cost-type  contract  is 
contemplated,  the  auditor  should  give 
consideration  to  whether  reimbursement 
of  indirect  costs  should  be  provided  on 
an  actual  or  negotiated  (e.g.,  ceiling  rate) 
basis.  Also  comment  on  any  particular  or 
unusual  items  of  cost  which  should  be 
made  the  subject  of  advance  agreements 
or  special  contract  clauses  (See  FAR 
31.109). 

5-202.3  Audit  Reports 

Audit  reports  should  be  responsive  to 
the  specific  needs  identified  by  the  audit 
request  and  in  discussions  with  the  re¬ 
quester.  The  audit  report  scope  para¬ 
graph  should  identify  the  specific  proce¬ 
dures  followed.  Audit  reports  should  also 
provide  sufficient  information  (e.g.,  fi¬ 
nancial  exhibits  and  schedules)  to  sup¬ 
port  audit  conclusims.  (See  10-400  for 
accounting  system  i  jport  format  and  10- 
1200  for  additional  guidance  on  the 
financial  capability  format). 

5-203  Recoupment  of  Nonrecurring 
Costs  on  Sales  of  U.S.  Products  and 
Technology 

5-203.1  Background 

a.  DoD  Directive  2140.2,  “Recoup¬ 
ment  of  Nonrecurring  Costs  on  Sales  of 
U.S.  Products  and  Technology,”  and 
DFARS  Subpart  215.70,  “Recoupment 
of  Nonrecurring  Costs,”  (prior  to  24 
March  1993)  establish  policies  and  proce¬ 
dures  for  the  recovery  of  nonrecurring 
cost  from  DoD  contractors  who  sell  or 
license  defense  items  developed  with 
DoD  appropriations  or  funds  (and,  in 
special  cases,  customer  funds)  or  use 


technical  data  packages  to  manufacture 
items  sold  commercially  to  a  foreign 
government,  international  organization, 
foreign  commercial  firm,  or  private  party 
for  military  purposes.  DoD  Focal  Points 
(see  DFARS  215.7003  prior  to  March 
1993)  maintain  a  central  data  base  on 
established  charges.  In  addition.  Appen¬ 
dix  D  to  DoD  Manual  7290.3-M  lists 
recoupment  charges  applicable  to  both 
major  and  non-major  defense  equipment. 
A  copy  of  the  appendix  was  provided  to 
each  field  audit  office. 

5-203.2  Contractor  Responsibilities 

a.  For  sales  made  prior  to  7  October 
1992,  contractors  are  required  to  reim¬ 
burse  the  government  for  nonrecurring 
costs  on  ail  items  developed  under  con¬ 
tracts  that  contain  DFARS  clauses 
252.215-7004, 252.270-7000,  or  252.270- 
7001. 

b.  For  sales  made  after  6  October  1 992, 
DFARS  clauses  252.215-7004.  252.270- 
7000,  and  252.270-7(X)l  apply  only  to 
sales  of  major  defense  equipment  made 
under  the  foreign  military  sdes  program, 
as  covered  by  the  Arms  Export  Control 
Act. 

c.  For  contracts  awarded  after  24 
March  1 993,  recoupment  required  by  the 
Arms  Export  Control  Act  will  be  handled 
directly  between  the  DoD  and  its  foreign 
military  sales  customer. 

5-203.3  Auditor  Responsibilities 

a.  The  auditor  has  the  responsibility 
for  determining  if  a  DFARS  clause  for 
the  recoupment  of  nonrecurring  costs  is 
in  effect  on  E>oD  contracts  subject  to 
DCAA  audit.  If  any  DoD  contract  under 
audit  contains  the  DFARS  clause 
252.270-7000, 252.271-7001,  or  252.215- 
7(X)4,  the  auditor  must  ensure  that  an 
evaluation  of  the  contractor’s  internal 
controls  includes  an  analysis  of  the  con¬ 
trol  procedures  established  to  assure 
compliance  with  the  DFARS  require¬ 
ment  to  notify  the  government,  pay 
nonrecurring  cost  recoupment  charaes,  as 
well  as  other  responsibilities  specified  in 
the  applicable  DFARS  clause,  subject  to 
the  limitations  contained  in  5-203.2. 

b.  Contract  administration  offices  may 
request  DCAA  to  verify  whether  develop¬ 
ment  of  commercial  items  was  fully  or 
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partly  funded  by  charges  against  DoD 
contracts.  If  an  audit  of  a  price  proposal, 
claim  for  incurred  cost  or  some  other 
audit  area  discloses  contractor  noncom¬ 
pliance  with  the  requirement  to  pay  a 
nonrecurring  cost  recoupment  charge,  an 
audit  report  shall  be  issued  promptly  to 


the  cognizant  contracting  ofTicer.  Send  a 
copy  to  the  Deputy  Assistant  Secretary  of 
Defense  (Management  Systems),  Room 
3E825,  The  Pentagon,  Washington,  DC 
20301-1800  and  also  to  IXTAA  Head¬ 
quarters,  Attn:  OAD.  I 
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I  5-300  Section  3  —  Review  of  Environment  and  Overall  Accounting  Controls 


5-301  Introduction 

a.  This  section  provides  specific  guid¬ 
ance  for  reviewing  the  contractor’s  con¬ 
trol  environment  and  overall  accounting 
controls  and  assessing  control  risk.  An 
understanding  of  the  control  environ¬ 
ment  will  serve  as  a  framework  for  evalu¬ 
ating  the  overall  effectiveness  of  the 
internal  controls  in  the  contractor’s  other 
accounting  and  management  systems 
(i.e.,  labor,  material,  purchasing,  etc.). 
Overall  accounting  controls  include  the 
contractor’s  controls  to  assure  it  remains 
financially  capable  to  perform  on  govern¬ 
ment  contracts,  and  it  maintains  a  cur¬ 
rent  description  of  the  accounting  sys¬ 
tem,  including  a  current,  accurate,  and 
complete  disclosure  statement  (if  CAS 
covered)  and  a  current  chart  of  accounts. 

b.  Refer  to  5-101  for  the  auditor’s 
fundamental  requirements  for  obtaining 
and  documenting  an  understanding  of  a 
contractor’s  internal  control  structure 
and  assessing  control  risk. 

5-302  Background  Information 

a.  The  control  environment  has  a  per¬ 
vasive  influence  on  the  way  business 
activities  are  structured,  objectives  estab¬ 
lished,  and  risks  assessed.  It  also  influ¬ 
ences  control  activities,  information  and 
communication  systems,  and  monitoring 
activities.  Effectively  controlled  entities 
strive  to  have  competent  people,  instill 
an  enterprise-wide  attitude  of  integrity 
and  control  consciousness,  and  upper 
management’s  commitment  to  ethical 
business  practices  and  behavior.  In  evalu¬ 
ating  the  effectiveness  of  a  contractor’s 
control  environment,  the  auditor  should 
consider  whether: 

(1)  Management  conveys  the  message 
that  integrity  and  ethical  values 
cannot  be  compromised. 

(2)  The  Board  of  Director’s  and  Audit 
Committee  are  sufficiently  inde¬ 
pendent  from  management  to  con¬ 
structively  challenge  management 
decisions,  act  effectively  on  exter¬ 
nal  audit  communications  and  rec¬ 
ommendations,  and  take  an  active 


role  in  ensuring  that  an  appropri¬ 
ate  “tone  at  the  top”  exists. 

(3)  The  organization  structure  pro¬ 
vides  an  overall  framework  for 
planning,  directing,  and  controlling 
operations. 

(4)  Management  ensures  that  appro¬ 
priate  responsibility  and  delegation 
of  authority  is  assigned  to  deal  with 
goals  and  objectives. 

(5)  Adequate  financial  resources  exist 
to  perform  on  government  con¬ 
tracts. 

b.  Accounting  and  management  sys¬ 
tems  vary  among  companies  according  to 
organizational  size  and  structure,  type  of 
product  or  service,  personal  preferences 
of  corporate  officials,  and  other  influ¬ 
ences.  Most  systems,  regardless  of  com¬ 
plexity,  contain  elements  of  electronic 
data  processing  (EDP)  for  recording,  pro¬ 
cessing,  analyzing,  and  reporting  related 
accounting  data.  However,  in  order  to  be 
effective,  any  system  must  be  soundly 
organized  and  facilitate  the  proper  accu¬ 
mulation  and  allocation  of  contract  costs. 
In  evaluating  the  effectiveness  of  a  con¬ 
tractor’s  accounting  controls,  the  auditor 
should  consider  whether  systems; 

( 1 )  are  well  designed,  and  reflects  ade¬ 
quate  consideration  of  automated 
controls 

(2)  provide  for  the  assignment  of  costs 
to  cost  objectives  in  accordance 
with  applicable  government  con¬ 
tract  rules  and  regulations 

(3)  account  for  costs  in  accordance 
with  Generally  Accepted  Account¬ 
ing  Principles 

5-303  General  Audit  Policy 

a.  Refer  to  5-103  for  DCAA’s  general 
audit  policy  for  the  review  of  relevant 
contractor  accounting  and  management 
systems  and  related  internal  controls. 

b.  If  the  audit  risk  assessment  indicates 
that  only  certain  parts  of  a  contractor’s 
environment  and  overall  accounting  con¬ 
trols  are  subject  to  medium  or  high  risk, 
only  these  risk  areas  would  require  a 
complete  review.  For  example,  a  major 
change  in  billing  system  software  may 
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require  a  review  of  the  internal  audit 
department’s  participation  in  the  devel¬ 
opment,  modification  and  implementa¬ 
tion  of  significant  systems.  Areas  of  little 
or  no  risk  need  not  be  reviewed  so  long  as 
the  low  risk  determination  is  adequately 
documented. 

5-304  Audit  Objectives 

a.  The  purpose  of  this  audit  is  to 
evaluate  the  adequacy  of  and  the  contrac¬ 
tor’s  compliance  with  the  system’s  con¬ 
trol  environment  and  overall  accounting 
controls.  Refer  to  5-104  for  DCAA’s 
primary  objectives  for  auditing  the  con¬ 
tractor’s  accounting  and  management 
systems. 

b.  The  adequacy  of  contractor’s  envi¬ 
ronment  and  overall  accounting  controls 
affect  the  adequacy  of  other  accounting 
and  management  systems  and  related 
internal  controls.  As  a  result,  the  auditor 
needs  to  understand  the  environment 
and  overall  accounting  controls  in  order 
to  effectively  review  the  internal  control 
policies  and  procedures  in  other  relevant 
contractor  systems. 

5-305  Scope  of  Audit 

a.  While  the  nature  and  extent  of  audit 
effort  depends  upon  contractor  size, 
amount  of  government  business,  and 
audit  risk  (materiality  and  sensitivity), 
the  audit  scope  should  be  consistent  with 
the  guidance  in  5-105. 

b.  The  pervasiveness  of  EDP  activities 
in  most  organizations  requires  that  the 
auditor  consider  the  results  of  EDP  sys¬ 
tems  audits  relative  to  the  contractor’s 
control  environment. 

c.  The  following  paragraphs  contain 
guidance  for  reviewing  and  evaluating 
the  critical  control  objectives  relating  to 
the  contractor’s  environment  and  overall 
accounting  controls.  These  objectives,  if 
achieved,  should  provide  a  basis  for 
reducing  the  scope  of  related  contract 
audit  activity.  This  guidance  is  intended 
to  provide  the  auditor  with  a  framework 
for  evaluating  the  contractor’s  system. 
However,  this  framework  is  not  a  substi¬ 
tute  for  professional  judgment.  Conse¬ 
quently,  the  auditor  should  adapt  the 
guidance  to  respond  to  unusual  or  unique 
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situations  encountered  in  varying  audit 
environments. 

5-306  Integrity  and  Ethical  Values 

Management  should  convey  the  mes¬ 
sage  that  integrity  and  ethical  values 
cannot  be  compromised,  and  employees 
should  receive  and  understand  that  mes¬ 
sage.  Management  should  continually 
demonstrate,  through  words  and  actions, 
a  commitment  to  high  ethical  standards. 

5-306.1  Codes  of  Conduct 

a.  The  contractor  should  establish  and 
maintain  a  written  code  of  conduct  ad¬ 
dressing  ethical  business  practices,  con¬ 
flicts  of  interest,  and  expected  standards 
of  ethical  and  moral  behavior.  This  code 
of  conduct  should  cover  dealings  with 
customers,  suppliers,  employees,  and  oth¬ 
er  parties.  In  evaluating  the  adequacy  of 
the  contractor’s  code  of  conduct,  consid¬ 
er  whether: 

(1)  Codes  are  comprehensive,  address¬ 
ing  conflicts  of  interest,  illegal  or 
other  improper  payments,  anti¬ 
competitive  guidelines,  insider 
trading,  etc. 

(2)  Codes  are  periodically  acknowl¬ 
edged  by  all  employees. 

(3)  Employees  understand  what  be¬ 
havior  is  acceptable  or  unaccept¬ 
able,  and  know  what  to  do  if  they 
encounter  improper  behavior. 

(4)  A  written  code  of  conduct  exists.  If 
not,  the  management  culture 
should  emphasize  the  importance 
of  integrity  and  ethical  t^havior. 
This  may  be  communicated  orally 
in  staff  meetings,  in  one  on-one 
interface,  or  by  example  when 
dealing  with  day-to-day  activities. 

5-306.2  MungemeBt  Intervention 

Policies  and  procedures  should  provide 
guidance  on  the  situations  and  frequency 
of  management  intervention  in  the  col¬ 
lection,  processing,  and  reirarting  of  ac¬ 
counting  data  and  transactions,  and  the 
types  of  approvals  and  documentation 
required.  For  example,  consider  whether: 

(1)  management  has  provided  guid¬ 
ance  on  the  situations  and  frequen¬ 
cy  with  which  intervention  may  be 
needed 
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(2)  management  intervention  is  con¬ 
trolled,  well  documented,  and  ex¬ 
plained  appropriately 

(3)  deviations  from  established  poli¬ 
cies  are  investigated  and  docu¬ 
mented 

5-306.3  External  Influences 

External  influences  heighten  manage¬ 
ment’s  consciousness  of  and  attitude 
towards  the  conduct  and  reporting  of  an 
entity’s  operations  and  may  prompt  man¬ 
agement  to  establish  specific  internal 
control  structure  policies  or  procedures. 
The  auditor  should  be  alert  for  external 
factors  which  may  have  an  influence  on 
management’s  attention  to  internal  con¬ 
trols.  For  example,  consider  whether; 

(1)  the  contractor’s  internal  control 
structure  is  subject  to  external  re¬ 
views  by  organizations  other  than 
DCAA 

(2)  any  access  to  records  problems 
exist  which  may  adversely  impact 
the  ability  to  assess  the  contractor’s 
internal  controls 

(3)  any  DCAA  Form  2000s  have  been 
issued  or  current  investigative  ac¬ 
tivity  indicates  weaknesses  in  es¬ 
tablished  internal  controls 

5-306.4  Self-Governance 

Management  should  place  an  emphasis 
on  establishing  and  maintaining  an  effec¬ 
tive  system  of  internal  controls  and  self- 
governance  and  should  not  condone  signs 
of  inappropriate  practices.  Management 
must  continually  communicate  the  im¬ 
portance  of  a  strong  internal  control 
system.  For  example,  consider  whether 
management: 

(1)  has  established  a  formal  self-gover¬ 
nance  program 

(2)  openly  communicates  the  impor¬ 
tance  of  internal  controls  and  has 
provided  for  periodic  review  of 
internal  controls 

(3)  takes  appropriate  remedial  action 
in  response  to  departures  from 
approved  policies  and  procedures 
or  violations  of  established  codes 
of  conduct 


5-307  Board  of  Directors  or  Audit 
Committee 

The  Board  of  Directors  and  the  Audit 
Committee  should  be  sufficiently  inde¬ 
pendent  from  management  to  challenge 
management’s  decisions,  act  effectively 
on  external  audit  communications  and 
recommendations,  and  take  an  active 
role  to  ensure  an  appropriate  upper  man¬ 
agement’s  accountability  for  integrity 
and  ethical  behavior.  An  active  and  effec¬ 
tive  board,  or  committees  thereof,  pro¬ 
vide  an  important  oversight  function 
and,  because  of  management’s  ability  to 
override  system  controls,  the  board  plays 
an  important  role  in  ensuring  effective 
internal  control. 

5-307.1  Independence 

The  Board  of  Directors  and/or  Audit 
Committee  should  be  composed  of  inde¬ 
pendent  members  and  be  actively  in¬ 
volved  in  significant  decisions.  For  ex¬ 
ample,  consider  whether: 

( 1 )  the  Board  of  Directors  has  a  sig¬ 
nificant  number  of  members  who 
are  not  officers  or  employees  of 
the  contractor 

(2)  the  board  constructively  chal¬ 
lenges  management’s  planned  de¬ 
cisions,  e.g.,  strategic  initiatives 
and  major  transactions,  and 
probes  for  explanations  of  past 
results  (e.g.,  budget  variations) 

(3)  board  committees  are  used  for 
matters  requiring  more  in-depth 
or  directed  attention 

(4)  a  process  exists  for  informing  the 
board  of  significant  issues 

(5)  the  compensation  committee  ap¬ 
proves  all  management  incentive 
plans 

5-307.2  Internal  Audit  Department 

The  internal  audit  department  should 
be  functionally  and  organizationally  in¬ 
dependent  and  sufficiently  removed  from 
political  pressures  to  ensure  that  they  can 
conduct  their  audits  objectively  and  can 
report  their  findings,  opinions,  and  con¬ 
clusions  without  fear  of  repercussion.  For 
example,  consider  whether: 

(1)  the  internal  audit  department  re¬ 
ports  to  an  individual  with  suffi- 
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cient  authority  to  promote  inde¬ 
pendence  and  to  ensure  broad  au¬ 
dit  coverage,  adequate  consider¬ 
ation  of  audit  reports,  and  appro¬ 
priate  action  relative  to  audit  rec¬ 
ommendations 

(2)  the  internal  audit  department  has 
regular  communications  with  the 
Board  of  Directors  or  Audit  Com¬ 
mittee 

(3)  the  internal  audit  department  par¬ 
ticipates  in  the  development,  mod¬ 
ification,  and  implementation  of 
significant  accounting  systems 

5-307.3  External  CPA  Management 
Letter  on  Internal  Controls 

Management  should  effect  prompt  cor¬ 
rection  of  deficiencies  noted  in  external 
CPA’s  management  letter  on  internal 
controls.  Responsiveness  to  external  au¬ 
ditor  notifications  of  internal  control 
weaknesses  can  provide  important  in¬ 
sight  to  management’s  overall  commit¬ 
ment  to  maintaining  an  effective  internal 
control  structure.  For  example: 

(1)  the  contractor’s  external  auditor’s 
have  reported  any  internal  control 
weaknesses  and,  if  so,  the  status  of 
the  contractor’s  corrective  action. 
The  auditor  needs  to  obtain  the 
management  letter  to  make  this 
determination 

(2)  recent  changes  in  external  auditors, 
if  any,  indicate  a  disagreement  on 
accounting  or  internal  control  is¬ 
sues 

5-308  Organizational  Stmctnre 

The  organizational  structure  provides 
the  overall  framework  for  planning,  di¬ 
recting,  and  controlling  operations.  The 
organizational  structure  shouldn’t  be  so 
simple  that  it  cannot  adequately  monitor 
the  enterprise’s  activities  nor  so  complex 
that  it  inhibits  the  necessary  flow  of 
information.  Executives  should  fully  un¬ 
derstand  their  control  responsibilities 
and  possess  the  requisite  experience  and 
levels  of  knowledge  commensurate  with 
their  positions. 

5-308.1  Form  and  Nature 

The  form  and  nature  of  the  or^niza- 
tion  should  be  well  defined,  including  the 


assignment  of  management  functions, 
reporting  relationships,  and  authority 
and  responsibility.  For  example,  consider 
whether: 

(1)  the  contractor  maintains  formal 
organization  charts  which  clearly 
define  lines  of  authority  and  re¬ 
sponsibility 

(2)  responsibilities  and  expectations 
for  the  entity’s  business  activities 
are  communicated  to  the  execu¬ 
tives  in  charge  of  those  activities 

(3)  departments  providing  critical  ser¬ 
vices  (e.g..  Information  Services) 
report  at  a  sufficiently  high  organi¬ 
zational  level  to  reasonably  pre¬ 
clude  undue  influence  from  other 
departments 

5-309  Assignment  of  Authority  and 
Responsibility 

The  assignment  of  responsibility,  dele¬ 
gation  of  authority,  and  establishment  of 
related  policies  should  provide  a  basis  for 
accountability  and  control,  and  set  forth 
individuals’  respective  roles. 

5-309.1  Written  Policies  and  Procednres 

a.  Written  policies  and  procedures 
should  adequately  address  assijpment  of 
responsibility  and  delegation  of  authority 
to  deal  with  organizational  and  depart¬ 
mental  goals  and  objectives,  regulatory 
requireme  ):ts.  and  information  systems 
and  autho  ’  'ations  for  changes  to  these 
sys{*^ms.  Foi  xample.  consider  whether: 

(1)  auiliority  and  responsibility  are  as¬ 
signed  to  employees  throughout 
the  entity 

(2)  responsibility  for  decisions  is  relat¬ 
ed  to  assignment  of  authority  and 
responsibility 

(3)  proper  information  is  considered 
in  determining  the  level  of  authori¬ 
ty  and  scope  of  responsibility  as¬ 
signed  to  an  individual 

5-310  FinaBcial  Capability 

Management  should  periodically  eval¬ 
uate  financial  resource  requirements  to 
ensure  that  they  are  adequate  to  perform 
on  government  contracts.  Contractors 
who  fail  to  properly  manage  their  finan¬ 
cial  resources  subject  the  government  to 
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increased  risk  that  contract  performance 
will  be  adversely  affected.  The  review  of 
the  contractor’s  financial  capability  is 
discussed  in  14-300. 

5-310.1  Policies  and  Procedures 

Written  policies  and  procedures  should 
require  regular  evaluations  of  financial 
conditions  in  order  to  anticipate  and 
avoid  adverse  conditions.  Adverse  finan¬ 
cial  conditions  can  have  a  significant 
impact  on  the  contractor’s  ability  to 
perform  on  government  contracts.  There¬ 
fore,  the  contractor  should  regularly  ass¬ 
ess  its  financial  condition  and  take  steps 
to  avoid  potential  problems. 

5-310.2  Assessment  of  Accounts 
Receivable/Payable 

The  contractor  should  conduct  period¬ 
ic  assessments  of  accounts  payable  and 
accounts  receivable  including  analysis  of 
accounts  payable  aging  and  the  collecta¬ 
bility  of  accounts  receivable.  Effective 
cash  flow  analysis  is  dependent  upon  the 
proper  assessment  of  cash  inflows  (ac¬ 
counts  receivable)  and  cash  outflow  (ac¬ 
counts  payable).  The  contractor  should 
prepare  detailed  assessment  of  both  the 
debit  and  credit  balances  for  each  of 
these  accounts  on  a  regular  basis  to 
ensure  that  cash  flow  projections  are 
based  on  sound  financial  information. 

5-310.3  Debt  Payment 

The  contractor  should  conduct  period¬ 
ic  assessments  to  ensure  that  it  is  meeting 
debt  payment  schedules  and  is  in  compli¬ 
ance  with  other  loan  covenants.  Failure 
to  meet  debt  repayment  schedules  can 
have  a  negative  impact  on  the  contrac¬ 
tor’s  ability  to  perform  on  government 
contracts.  Therefore,  it  is  important  that 
the  contractor  periodically  assess  the  sta¬ 
tus  of  its  debt  repayment  efforts  to  ensure 
that  they  are  adequate. 

5-310.4  Cash  Flow  Projections 

The  contractor  should  regularly  per¬ 
form  short  and  long  term  cash  flow 
projections.  The  contractor  should  assess 
both  current  and  future  financial  condi¬ 
tions  in  order  to  ensure  that  adequate 
financial  resources  are  available  to  sup¬ 
port  the  performance  of  government  con¬ 


tracts.  For  example,  the  auditor  should 
consider  whether: 

(1)  the  contractor  prepares  cash  flow 
analyses  for  current  and  future 
periods  to  ensure  that  adequate 
resources  are  available  to  meet 
current  and  projected  cash  flow 
requirements 

(2)  the  contractor  establishes  formal 
plans  to  meet  anticipated  cash  flow 
deficiencies 

5-311  Accounting  System 

The  contractor’s  accounting  system 
consists  of  methods  and  records  estab¬ 
lished  to  identify,  assemble,  analyze,  clas¬ 
sify,  record,  and  refwrt  an  entity’s  trans¬ 
actions  and  to  maintain  accountability 
for  the  related  assets  and  liabilities.  The 
accounting  system  should  be  well-de¬ 
signed  to  provide  reliable  accounting 
data  and  prevent  misstatements  that 
would  otherwise  occur. 

5-311.1  System  Description 

The  contractor  should  establish  and 
maintain  a  written  description  of  it’s 
accounting  system  which  clearly  identi¬ 
fies  the  methods  and  records  established 
to  identify,  assemble,  analyze,  classify, 
record,  and  report  an  entity’s  transac¬ 
tions  and  to  maintain  accountability  for 
the  related  assets  and  liabilities.  For 
example,  consider  whether  the  contrac¬ 
tor: 

(1)  maintains  a  current,  accurate,  and 
complete  chart  of  accounts 

(2)  has  flow  charts,  narrative  descrip¬ 
tions,  or  other  explanations  of  how 
information  is  processed  through 
the  accounting  system,  including 
the  EDP  system,  from  initiation  of 
transactions  to  reporting  of  the 
transactions  in  the  financial  rec¬ 
ords.  This  should  include  identifi¬ 
cation  and  purpose  of  all  transac¬ 
tions,  schedules,  tables,  files,  over¬ 
rides,  and  reports  generated  and 
processed  by  the  system. 

(3)  has  clearly  identified  personnel  re¬ 
sponsible  for  preparing,  reviewing, 
modifying,  and  approving  account¬ 
ing  transactions. 
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5-311.2  Disclosure  of  Cost  Accounting 
Practices 

The  contractor  should  establish  and 
maintain  a  current,  accurate,  and  com¬ 
plete  description  of  all  cost  accounting 
practices  which  impact  government  con¬ 
tracts.  Normally  contractors  who  have 
approved  CAS  disclosure  statements 
have  complied  with  this  requirement. 
Contractors  should  establish  policies  and 
procedures  to  ensure  that  disclosed  cost 
accounting  practices  are  current,  accu¬ 
rate,  and  complete.  In  addition,  the  con¬ 


tractor  should  have  policies  and  proce¬ 
dures  to  ensure  that  all  changes  in  cost 
accounting  practices  are  properly  dis¬ 
closed  to  the  government  along  with  the 
related  cost  impact. 

5-312  Internal  Control  Reporting 

The  auditor  should  follow  the  guidance 
in  5-1 10, 10-200  and  10-400  for  reporting 
on  compliance  with  laws  and  regulations 
and  on  internal  controls  relative  to  the 
contractor’s  accounting  and  management 
systems. 
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5-400  Section  4  —  Review  of  Contractor  Electronic  Data  Processing  (EDP) 

General  Internal  Controls 


5-401  Introduction 

a.  Refer  to  5-101  for  the  auditor's 
fundamental  requirements  on  obtaining 
and  documenting  an  understanding  of  a 
contractor’s  internal  control  structure 
and  assessing  control  risk. 

b.  This  section  provides  guidance  for 
reviewing  general  EDP  internal  controls 
applicable  to  centralized  data  center  op¬ 
erations,  distributed  processing  environ¬ 
ments,  and  local/wide  area  networks 
(LAN/WAN).  The  contractor’s  EDP  gen¬ 
eral  internal  controls  establish  the  control 
environment  within  which  all  computer¬ 
ized  accounting  and  management  sys¬ 
tems  operate.  See  Appendix  C  for  further 
guidance  on  reviewing  EDP  systems. 

c.  The  guidance  should  be  applied 
selectively,  giving  consideration  to  the 
unique  aspects  of  the  in-place  data  pro¬ 
cessing  system  and  areas  judged  to  be 
relatively  high  risk. 

5-402  Background  Information 

a.  EDP  general  internal  controls  are 
comprised  of  the  following  elements: 

(1)  organization  and  operational  con¬ 
trols 

(2)  systems  development  and  docu¬ 
mentation  controls 

(3)  hardware  and  systems  software 
controls 

(4)  access  controls 

(5)  data  and  procedural  controls 

b.  Weaknesses  in  EDP  general  internal 
controls  often  have  pervasive  effects  on 
contractor  overall  accounting  operations. 
When  EDP  general  internal  controls  are 
weak  or  absent,  the  auditor  must  consid¬ 
er  the  effect  of  these  control  deficiencies 
in  the  evaluation  of  EDP  applica¬ 
tion/functional  controls.  These  type  in¬ 
ternal  controls  apply  to  specific  applica¬ 
tions  or  functions  such  as  the  purchasing 
system  or  labor  accounting  system.  For 
example,  internal  controls  should  require 
proper  authorization  of  source  docu¬ 
ments  such  as  purchase  orders  or  labor 
data  recording  prior  to  input  to  the  EDP 
system. 


c.  EDP  general  internal  controls  could 
vary  significantly  between  contractor  lo¬ 
cations.  Size  of  the  contractor  is  a  major 
factor  influencing  the  level  of  general 
internal  controls  the  auditor  may  find 
installed.  Larger  contractors  will  general¬ 
ly  have  more  extensive  internal  controls 
in  operation  than  smaller  contractors. 
The  auditor  must  be  prepared  to  assess 
the  level  of  compensating  controls  at 
smaller  contractor  sites  since  it  is  expect¬ 
ed  that  optimum  control  procedures  will 
not  be  in  effect. 

d.  Larger  contractors  generally  have 
most  general  internal  controls  in-place. 
However,  large  contractors  having  geo¬ 
graphically  dispersed  locations  may  ex¬ 
hibit  adequately  documented  internal 
controls,  but  may  not  consistently  en¬ 
force  the  controls  throughout  the  dis¬ 
persed  environment. 

e.  Contractors  may  not  dedicate  a  data 
center  to  service  the  EDP  requirements 
of  a  single  location.  Sizable  contractors 
may  have  a  data  center  supporting  a 
single  location,  or  a  centralized  data 
center  that  services  several  geographical¬ 
ly  dispersed  company  locations.  Some 
contractors  may  use  outside  commercial 
EDP  services  instead  of  maintaining 
their  own  data  centers.  The  auditor  must 
determine  the  extent  of  the  contractor’s 
EDP  resources  when  planning  and  defin¬ 
ing  the  scope  of  the  audit. 

5-403  General  Audit  Policy 

a.  Refer  to  5-103  for  DCAA’s  general 
audit  policy  for  the  review  of  contractor 
accounting  and  management  systems  and 
related  internal  controls. 

b.  EDP  general  internal  controls  meet 
the  definitions  of  “record”  and  “data” 
contained  in  FAR  52.215-2,  Audit  -  Neg¬ 
otiation,  and  FAR  52.214-26,  Audit  - 
Sealed  Bidding.  The  applicability  of  these 
FAR  sections  are  agreed  to  by  contractors 
when  submitting  price  proposals  and 
executing  contracts  with  DoD  compo¬ 
nents.  These  contract  clauses  give  the 
auditor  the  right  of  access  to  contractor 
records,  including  EDP  internal  control 
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data,  afler  contract  award.  Refer  to 
Chapter  1-504,  Access  to  Contractor  Rec¬ 
ords. 

5-404  Audit  Objectives 

The  purpose  of  this  audit  is  to  evaluate 
the  adequacy  of  and  the  contractor’s 
compliance  with  the  EDP  system’s  inter¬ 
nal  controls.  Refer  to  5-104  for  DCAA’s 
primary  objectives  for  auditing  the  con¬ 
tractor’s  accounting  and  management 
systems. 

5-405  Scope  of  Audit 

a.  While  the  nature  and  extent  of  audit 
effort  depends  upon  contractor  size, 
amount  of  government  business,  and 
audit  risk  (materiality  and  sensitivity), 
the  audit  scope  should  be  consistent  with 
the  guidance  in  5-105. 

b.  The  auditor  should  consider  any 
EDP  related  outstanding  deficiencies 
identified  in  other  accounting  and  man¬ 
agement  system  audits.  The  nature  of 
such  deficiencies  may  affect  the  scope  of 
the  EDP  general  control  audit.  For  exam¬ 
ple,  a  labor  accounting  system  deficiency 
involving  changes  to  the  labor  system 
may  affect  the  current  review  of  software 
modification  procedures  and  controls. 

c.  The  following  sections  contain  gen¬ 
eral  guidance  for  the  review  and  evalu¬ 
ation  of  general  EDP  controls.  This  guid¬ 
ance  gives  the  auditor  a  framework  for 
the  audit.  However,  this  guidance  is  not  a 
substitute  for  professional  judgement. 
The  auditor  should  adapt  this  guidance 
to  fit  individual  audit  circumstances. 

5-406  Independent  Management 
Reviews 

a.  Most  organizations  are  subject  to 
dynamic  change,  therefore,  the  internal 
control  structure  should  include  the  re¬ 
quirement  for  periodic  independent  man¬ 
agement  review  of  internal  controls.  Typ¬ 
ically,  these  reviews  are  performed  by  the 
internal  audit  function  or  external  audi¬ 
tors  engaged  by  the  organization.  The 
internal  audit  function  or  external  audi¬ 
tors  should  possess  sufficient  technical 
competence,  independence,  and  authori¬ 
ty  to  conduct  objective  reviews  of  EDP 


internal  controls,  and  to  submit  reports 
on  its  findings  and  recommendations  for 
improvement  in  all  functional  areas  of 
the  organization’s  information  services 
environment.  A  consequence  of  these 
reviews  is  the  obvious  requirement  for 
follow-up  and  resolution  of  identified 
deficiencies.  Refer  to  Chapter  4-1000, 
Relying  on  the  Work  of  Others,  for 
additional  guidance. 

b.  Many  factors,  including  changes  in 
computer  center  equipment,  systems 
so'*'  vare,  information  systems  personnel, 
user  requirements,  and  the  general  busi¬ 
ness  environment  can  weaken  established 
internal  controls.  However,  changes  in 
the  same  elements  can  also  strengthen 
internal  controls  and  eliminate  the  neces¬ 
sity  for  some  redundant  controls  and 
their  associated  cost.  Periodic  manage¬ 
ment  reviews  should  be  designed  to 
identify  any  new  requirements  and  to 
eliminate  redundant  controls.  These  re¬ 
views  should  be  scheduled  on  a  recurring 
basis. 

c.  In  addition  to  independent  man^e- 
ment  reviews,  the  quality  of  the  services 
performed  by  a  contractor’s  Information 
Systems  (IS)  E>epartment  should  be  en¬ 
sured  by  the  establishment  of  a  separate 
function  within  the  department  devoted 
to  maintaining  established  standards  of 
quality.  Quality  policies,  practices,  and 
procedures  should  be  available  and 
should  clearly  define  the  responsibilities 
of  the  quality  function.  Moreover,  review 
plans,  schedules,  and  measurements 
should  be  developed,  standardized,  and 
maintained  by  the  quality  function  to 
establish  criteria  for  the  guidance  of 
assigned  personnel.  Reports  on  the  re¬ 
sults  of  quality  reviews  should  be  pre¬ 
pared  and  submitted  to  user  management 
and  IS  management. 

5-407  Organization 

The  effectiveness  of  most  internal  con¬ 
trol  procedures  is  dependent  on  the  ac¬ 
tions  of  personnel  responsible  for  imple¬ 
mentation  of  the  controls.  An  organiza¬ 
tion’s  structure  is  a  significant  control 
factor.  A  basic  accounting  internal  con¬ 
trol  is  the  segregation  of  duties  among 
those  who; 

(1)  initiate  and  authorize  transactions 
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(2)  have  custody  of  the  asset  acquired 

(3)  record  accountability  for  the  asset 

The  concept  of  segregation  of  duties  is 

universal  and  must  maintained  in 
order  to  achieve  satisfactory  internal  con¬ 
trol.  The  data  processing  function  is 
subject  to  the  same  internal  control  crite¬ 
ria,  both  as  an  organizational  element 
and  as  a  functional  department. 

5-407.1  Independent  Structure 

a.  Organizational  and  administrative 
controls  are  essential  operational  ele¬ 
ments  of  most  enterprises.  The  nature 
and  extent  of  these  controls  depend  on 
such  factors  as  corporate  culture,  strate¬ 
gic  importance  of  departments  or  divi¬ 
sions,  legal  requirements,  assets  em¬ 
ployed,  and  a  variety  of  other  influences. 
Traditional  organizational  structures  are 
based  on  the  separation  of  functions  by 
establishing  independent  departments  re¬ 
porting  to  senior  officials  or  directors. 
For  example,  the  finance  department  and 
the  accounting  department  are  typically 
independent,  e<qual  entities  reporting  to 
different  officials.  This  organizational 
independence  is  viewed  as  a  mechanism 
to  prevent  or  minimize  the  opportunity 
for  the  perpetration  and  concealment  of 
material  irregularities  and  serves  as  a 
cross-check  to  disclose  potential  errors. 
In  this  traditional  organizational  struc¬ 
ture,  each  department  usually  accom¬ 
plished  their  own  clerical  and  data  pro¬ 
cessing  activities.  However,  with  the  ad¬ 
vent  of  centralized  EDP  centers,  many  of 
the  traditional  departmental  data  pro¬ 
cessing  activities  were  transferred  to  a 
separate  centralized  functional  and  orga¬ 
nizational  entity,  the  Information  Sys¬ 
tems  (IS)  Department. 

b.  Centralization  of  data  processing 
activities  has  resulted  in  the  concentra¬ 
tion  of  many  system  processing  steps  into 
one  department.  The  concentration  of 
traditional  accounting  data  along  with 
operating  data  is  common.  Such  cori.  <;n- 
tration  is  referred  to  as  intwation,  in 
which  related  elements  of  different  data 
processing  activities  are  combined  into 
common  and  coordinated  procedures 
and  a  logical  work  flow.  Inte^ation  as¬ 
sists  in  the  preparation  of  desired  mana¬ 
gerial  reports  from  a  single  record  of  each 
business  transaction,  and  all  transactions 


are  processed  in  a  unified  system.  The 
centralization  of  data  processing  into  one 
department  emphasizes  the  importance 
of  proper  control  of  the  data  processing 
center  itself. 

c.  The  IS  Department  should  be  posi¬ 
tioned  in  the  organizational  structure  to 
enable  it  to  meet  established  overall 
objectives  and  to  ensure  operational  in¬ 
dependence  from  user  departments. 
Therefore,  the  contractor  should  be  able 
to  demonstrate  that  the  IS  Department  is 
not  subjected  to  undue  influence  from 
other  departments  having  the  authority 
to  initiate  or  authorize  transactions.  The 
EDP  function  should  be  positioned  with¬ 
in  the  organization  at  a  level  sufficiently 
high  to  ensure  that  its  independence  is 
not  compromised.  At  small  contractors, 
the  IS  Department  might  not  report 
directly  to  senior  management.  In  this 
situation,  the  contractor  should  be  able  to 
demonstrate  that  the  level  of  manage¬ 
ment  involved  is  sufficient  to  preclude 
the  perpetration  and  concealment  of  ma¬ 
terial  errors  and  misstatements. 

d.  The  contractor  should  be  able  to 
show  that  the  IS  E>epartment  exercises 
adequate  control  over  the  data  processed, 
and  that  they  do  not: 

(1)  initiate  data  for  input 

(2)  have  custody  of  or  control  non- 
EDP  assets 

(3)  have  the  authority  to  originate 
master  file  changes 

The  EDP  function  should  not  correct 
errors  unless  the  errors  are  generated  as  a 
result  of  electronic  data  processing  and 
they  should  also  be  prohibited  from  initi¬ 
ating  or  authorizing  transactions. 

5-407.2  Segregation  of  Duties 

a.  Just  as  there  should  be  organization¬ 
al  independence  between  functions,  there 
should  also  be  independence  or  segrega¬ 
tion  of  functions  or  duties  within  the  IS 
Department.  Management  should  pro¬ 
vide  for  a  segregation  of  incompatible 
duties  within  the  IS  E>epartment.  Exam¬ 
ples  of  incompatible  duties  include: 

(1)  systems  development  and  comput¬ 
er  operations 

(2)  computer  operations  and  data  con¬ 
trol 

(3)  database  administration  and  sys¬ 
tems  development 
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b.  Application  development  personnel 
having  control  over  changes  made  to 
application  systems  and  their  eventual 
implementation,  should  not  have  access 
to  the  computer  resources  which  process 
those  systems.  These  type  controls  help 
prevent  the  introduction  of  unauthorized 
changes  to  the  system.  Likewise,  comput¬ 
er  center  operations  personnel  who  actu¬ 
ally  operate  the  computer  system  hard¬ 
ware  should  not  have  access  to  applica¬ 
tion  systems  libraries.  This  type  control 
helps  prevent  unauthorized  changes  from 
being  made  to  application  software.  Most 
large  corporations  employ  some  type  of 
database  management  system  (DBMS) 
directed  by  an  administrator  responsible 
for  the  control  of  database  elements 
introduced  into  the  system.  Database 
administrators  (DBA)  should  not  have 
access  to  application  systems  which  ac¬ 
cess  and  process  the  data  in  the  system. 
Segregation  of  duties: 

( 1 )  provides  an  effective  cross-check  of 
the  accuracy  and  propriety  of 
changes  introduced  into  the  sys¬ 
tems 

(2)  reduces  the  opportunity  for  com¬ 
puter  operations  personnel  to  im¬ 
plement  revisions  without  prior 
approval  and  checking 

(3)  minimizes  access  to  the  equipment 
by  nonoperating  personnel  and 
other  people  who  have  knowledge 
of  the  system 

(4)  improves  efficiency  because  the 
capabilities,  training,  and  skills  re¬ 
quired  in  carrying  out  these  activi¬ 
ties  differ  greatly 

c.  The  contractor  should  be  able  to 
show  through  IS  Department  organiza¬ 
tion  charts  and  position  descriptions  that 
duties  and  responsibilities  are  adequately 
segre^ted.  Smalt  contractors  may  have 
organizational  structures  where  some  in¬ 
compatible  duties  and  responsibilities 
may  occur.  The  contractor  may  be  able  to 
demonstrate  the  existence  of  compensat¬ 
ing  controls  which  mitigate  these  prob¬ 
lems.  For  example,  data  processing  func¬ 
tions  might  be  under  the  cognizance  of 
the  finance  department.  Under  these  cir¬ 
cumstances,  the  contractor  should  ensure 
that  adequate  controls  are  installed  which 
will  preclude  undue  influence  on  data 
processing  operations. 


5-408  Software  Acquisition, 
Development  and  Modification 

a.  Electronic  data  processing  has  sub¬ 
stantially  reduced  the  time  available  for 
reviewing  transactions  before  the  transac¬ 
tions  are  entered  into  an  organization’s 
records.  Consequently,  in  poorly  con¬ 
trolled  systems,  the  opportunity  for  de¬ 
tecting  transaction  errors  before  they 
have  an  impact  on  operations  may  be 
reduced,  especially  in  the  case  of  real¬ 
time  and  database  systems  where  records 
are  subject  to  immediate  update.  To  help 
provide  reasonable  assurance  that  soft¬ 
ware  systems  contain  adequate  controls 
and  security,  organizations  should  em¬ 
ploy  a  standardized  methodology  when 
acquiring,  developing,  and  modifying  ei¬ 
ther  systems  software  or  applications 
software.  The  goal  of  this  methodology 
should  be  to  achieve: 

(1)  system  effectiveness 

(2)  economy  and  efficiency 

(3)  data  integrity 

(4)  resource  safeguarding 

(5)  compliance  with  laws  and  regula¬ 
tions 

b.  The  methodology  to  effect  software 
acquisition  and/or  development  can  vary 
significantly  among  contractors  and  is 
influenced  by  many  factors  such  as: 

(1)  size 

(2)  type  of  business 

(3)  organizational  structure 

(4)  current  business  environment 

Senior  management  should  issue  a 

written  policy  statement  establishing  a 
standard  System  Development  Life  Cycle 
(SDLC)  methodology  as  a  means  for 
structuring  and  controlling  the  process  of 
acquiring,  developing,and  maintaining 
systems  and  application  software.  The 
SDLC  methodology  should  include  the 
following  controls: 

(1)  definition  of  requirement 

(2)  participation  of  appropriate  per¬ 
sonnel 

(3)  software  documentation 

(4)  validation,  verification  and  testing 

(5)  final  management  approval 

c.  Software  development  begins  when 
the  need  for  an  automated  solution  to  a 
problem  is  identified  and  validated.  Defi¬ 
nition  of  requirements  produces  the  func- 


DCAA  Contract  Audit  Manual 


524 

1I5-408C. 


January  1995 


tional  requirements  and  begins  the  de¬ 
tailed  planning  for  the  development  of  an 
operable  system.  It  is  critical  that  internal 
control  and  specific  security  require¬ 
ments  be  identified  during  this  process. 
Requirements  definition  should  include: 

(1)  internal  audit  plan 

(2)  project  plan 

(3)  functional  requirements  document 

(4)  functional  security  and  internal 
control  requirements  document 

(5)  data  requirements  document 

(6)  description  of  sensitive  and  critical 
data 

d.  It  is  good  practice  to  require  partici¬ 
pation  of  cognizant  personnel  in  the 
development  process  to  provide  reason¬ 
able  assurance  that  internal  controls,  se¬ 
curity,  user,  and  organizational  require¬ 
ments  are  addressed.  Participants  should 
include: 

(1)  IS  management 

(2)  systems  security  officer 

(3)  internal  auditors 

(4)  users 

(5)  quality  assurance  personnel. 

e.  The  development  methodology 
should  incorporate  standards  for  systems, 
program,  and  user  documentation.  Good 
documentation  policies  and  procedures 
facilitate  program  modifications,  staff 
training,  and  establish  a  starting  point  for 
a  review  of  control  procedures.  System 
documentation  should  include  a  descrip¬ 
tion  of  the  system,  information  flow, 
various  programs  required,  interrelation¬ 
ship  with  other  systems,  computing  re¬ 
sources  required,  and  operating  environ¬ 
ment.  In  addition  to  narrative,  the  docu¬ 
mentation  should  include  flowcharts  de¬ 
picting  system  operation.  Program  docu¬ 
mentation  should  include  a  detailed  nar¬ 
rative  explaining  the  objective  of  the 
program.  It  should  contain  detailed  nar¬ 
ratives  and  flowcharts  of  the  processes 
incorporated  into  the  program  to  accom¬ 
plish  data  processing  objectives. 

f.  An  effective  validation,  verification, 
and  test  plan  is  an  essential  part  of  any 
development  and  program  change  meth¬ 
odology.  It  helps  maintain  the  integrity  of 
the  applications  by  assuring  that  only 
authorized  modifications,  revisions,  or 
changes  are  made.  The  plan  must  provide 
for  the  testing  of  software,  including 
detailed  program  specifications,  dataset 


descriptions,  internal  controls,  security 
specifications,  and  procedures  for  all 
tests,  as  well  as  data  reduction  and  evalu¬ 
ation  criteria.  Results  of  the  test  should 
be  well  documented  and  reflect  any  cor¬ 
rective  actions  taken  as  a  result  of  the 
test.  The  decision  to  implement  a  system 
without  exercising  a  well  designed  test 
plan  presents  serious  risks  to  system 
integrity,  reliability,  and  organizational 
operations. 

g.  Signed  approvals  should  be  obtained 
from  the  requestor,  users,  quality  func¬ 
tion,  and  IS  management,  prior  to  put¬ 
ting  into  production  new  or  modified 
system  software  or  applications  software, 
lliis  procedure  establishes  accountability 
for  system  results  and  provides  an  incen¬ 
tive  to  properly  test  and  validate  a  system 
prior  to  implementation. 

h.  The  contractor  should  be  able  to 
explain  whether  SDLC  methodologies 
are  employed  for  software  acquisition, 
development,  or  modification  and  should 
also  provide  policies  and  procedures 
which  govern  SDLC  implementation. 
The  adequacy  of  SDLC  implementation 
and  compliance  may  be  tested  by  review¬ 
ing  at  least  one  completed  or  in-process 
project  processed  under  the  SDLC  meth¬ 
odology. 

5-409  Computer  Operations 

Computer  operations  should  provide 
reasonable  assurance  of  the  integrity  of 
all  activities  impacting  the  physical  oper¬ 
ation  of  the  computer  and  all  peripheral 
components.  Such  activities  may  include 
system  initiation,  operator  interaction, 
help  desk  assistance,  print  operations, 
and  identification  and  correction  of  hard¬ 
ware  and  system  software  problems.  As  a 
minimum,  controls  should  be  established 
over: 

(1)  system  documentation 

(2)  recording  of  transactions 

(3)  hardware  and  software  changes 

(4)  maintenance  of  hardware  and  soft¬ 
ware 

(5)  operational  procedures 

(6)  telecommunications 

5-409.1  Decentralized  versus  Distributed 
Infonnation  Systems  Processing 

a.  A  decentralized  Information  Sys¬ 
tems  Processing  (ISP)  facility  usually 
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maintains  a  home  office  (control  hub) 
computer,  but  disperses  many  ISP  activi¬ 
ties  throughout  the  company.  Remote 
locations  in  a  decentralized  ISP  facility 
possess  independent  processing  capabili¬ 
ties  through  separate  computing  facili¬ 
ties.  A  variation  of  a  decentralized  ISP 
facility  is  a  distributed  ISP  facility.  The 
primary  distinction  between  a  decentral¬ 
ized  and  distributed  ISP  is  networking 
and  data  communications.  In  a  decentral¬ 
ized  ISP  system,  each  remote  facility  may 
periodically  communicate  with  other 
sites.  However,  in  a  distributed  ISP  net¬ 
work,  each  remote  facility,  while  possess¬ 
ing  autonomous  processing  capability, 
represents  an  inte^al  part  of  an  overall 
data  communication  and  information 
network.  Data  communications  among 
the  sites  is  an  ongoing  and  essential 
element  of  the  network  rather  than  a 
periodic,  ad  hoc  routine.  A  distributed 
data  network  is  in  fact,  a  tightly  bound 
ISP  facility. 

b.  Centralized  and  distributed  ISP  fa¬ 
cilities  are  configured  using  central  com¬ 
puters,  local  area  networks  (LANs),  wide 
area  networks  (WANs)  and  stand-alone 
microcomputers.  Decentralized  ISPs 
and/or  distributed  ISPs,  if  applicable,  are 
normally  an  element  of  the  IS  Depart¬ 
ment  and  are  subject  to  the  same  audit 
procedures  applied  to  a  centralized  data 
center’s  systems.  The  auditor  should  re¬ 
view  policies,  practices,  and  procedures 
addressing  LAN  and  WAN  operations, 
including  data  control,  data  security,  and 
data  communication.  The  auditor  should 
also  determine  the  distributed  ISP  sys¬ 
tem’s  configuration  and  the  hardware 
and  software  in  service.  The  transmission 
of  information  between  distributed  ISP 
nodes  (or  sites)  presents  a  greater  risk  to 
data  security  and  integrity  than  is  experi¬ 
enced  in  a  centralized  data  center  due  to 
the  multiplicity  of  devices  involved.  Ac¬ 
cordingly,  the  auditor  should  give  partic¬ 
ular  attention  to  the  review  of  distributed 
ISP  database  and  data  communication 
operations.  In  most  instances,  this  will 
involve  regional  technical  assistance. 

5-409.2  System  DocnmenUition 

a.  Each  major  application  system 
should  be  documented  in  a  unique  opera¬ 
tions  and  maintenance  manual.  The 


manual  should  be  available  for  use  in  all 
software  testing  and  accessible  by  all 
appropriate  operations  personnel.  To 
help  provide  reasonable  assurance  of  the 
proper  processing  of  the  relevant  applica¬ 
tion  system,  the  manual  should  include: 

(1)  software  function  and  hardware 
requirements 

(2)  interactive  system  operation,  data¬ 
base  involvement 

(3)  explanation  of  console  messages, 
user  screens  queries,  and  related 
responses 

(4)  proper  identification  of  output  file 
labels  for  removable  media,  such 
as  magnetic  tape 

(5)  appropriate  restart  or  notification 
procedures  for  error  or  failure  con¬ 
ditions 

(6)  checkpoint  controls  for  proper  run- 
to-run  control  of  program  opera¬ 
tion 

(7)  list  of  all  reports  generated  by 
various  run  options  for  the  system 

b.  The  contractor  should  be  asked  to 
demonstrate  that  documentation  on  all 
system  software  is  current  and  accessible 
only  to  appropriate  system  software  per¬ 
sonnel  assigned  to  install  and  maintain 
the  operating  system  and  other  system 
level  software.  Contractor  data  centers 
may  be  using  on-line  operations  docu¬ 
mentation  in  lieu  of  hard  copy  user 
manuals.  Policies  and  procedures  govern¬ 
ing  the  creation  and  use  of  on-line  opera¬ 
tions  documentation  should  be  available. 

5-409.3  Audit  Trails 

Manual  and/or  automated  recording 
and  reporting  of  systems  processing  ac¬ 
tivities  are  essential  for  safeguarding  the 
integrity  of  the  data  processed.  These 
reports,  or  system  logs,  provide  audit 
trails  for  several  functions,  including: 
system  security,  data  backup/recovery, 
and  general  problem  resolution.  Exam¬ 
ples  of  where  system  log  entries  provide 
operational  assistance  include: 

(1)  update  and  recovery  of  databases 
and  data  files 

(2)  system  accesses 

(3)  computer  performance 

(4)  hardware/soflware  failures 

(5)  corrective  actions 

System  logs  are  extremely  important 
and  should  be  implemented  at  any  data 
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center,  regardless  of  the  size  of  the  data 
center. 

a.  Access  Logs  may  con.sist  ot  records 
of  physical  access  to  data  processing 
areas  and  equipment,  or  records  identi¬ 
fying  a  system  user’s  logical  access  to 
some  application  or  communication  net¬ 
work.  The  contractor  should  demonstrate 
that  access  logs  are  retained  for  a  reason¬ 
able  period  and  that  they  are  periodically 
reviewed  for  compliance  with  established 
policies  and  procedures. 

(1)  Physical  access  logs  are  normally 
contractor  maintained  manual  records 
which  record  visitor  access  to  the  data 
center  or  employee  access  at  times  other 
than  normal  working  hours.  Physical 
access  logs  can  be  automated  depending 
on  the  type  of  access  control  system 
employed.  For  example,  encoded  identi¬ 
fication  badges  could  be  electronically 
scanned  and  matched  to  a  listing  of 
authorized  entrants.  The  authorized 
badge  holder  would  be  allowed  entry  and 
the  badge  number  would  be  recorded. 

(2)  System  access  (logical)  logs  record, 
by  User  ID,  all  accesses  to  computer 
resources  or  to  the  data  communications 
network.  System  logs  help  in  the  detec¬ 
tion  of  unauthorized  attempts  to  access 
computer  resources  and  data. 

b.  Transaction  Logs  are  the  audit  trail 
of  all  changes  made  to  data  elements 
contained  in  applications  systems,  in¬ 
cluding  batch  and  interactive  systems. 
These  logs  are  normally  automated  and 
are  critical  to  data  center  backup  and 
recovery  operations.  Transaction  logs 
should  record: 

(1)  all  additions,  deletions,  and 
changes  to  the  application  data 
elements 

(2)  the  user  making  the  changes 

(3)  the  day/time  the  transaction  was 
made 

The  logs  provide  the  primary  source  of 
data  recovery  if  a  system  failure  should 
occur.  The  contractor  should  be  able  to 
show  that  application  system  documenta¬ 
tion  provides  for  these  audit  trails  and 
that  the  logs  are  fully  operational.  Docu¬ 
mentation  on  system  testing  prior  to 
implementation  should  contain  informa¬ 
tion  on  the  operational  test  of  these  logs 
for  backup/recovery  and  identification  of 
inadvertent  transaction  errors.  The  audi¬ 


tor  should  request  that  data  center  per¬ 
sonnel  demonstrate  the  existence  of  these 
logs  and  provide  documentation  of  their 
use  during  backup  and  recovery. 

c.  System  Activity  Logs  record  actual 
utilization  of  the  hardware  resources 
within  the  data  center.  These  logs  would 
normally  identify: 

(1)  the  level  of  central  processing  unit 
(CPU)  utilization 

(2)  direct  access  storage  device 
(DASD)  activity  and  utilization 

(3)  number  of  system  users 

(4)  job  activity 

(5)  other  processing  measurements 
needed  to  manage  the  performance 
and  capacity  of  the  hardware  re¬ 
sources 

The  logs  are  a  primary  means  of  identi¬ 
fying  processing  problems  created  by 
inadequate  or  failing  components.  The 
contractor  should  be  asked  whether  sys¬ 
tems  activity  logs  are  being  generated, 
since  most  operating  systems  provide  an 
option  to  either  not  collect  any  data  or  to 
collect  only  a  limited  amount.  The  audi¬ 
tor  should  also  verify  the  retention  period 
for  these  logs.  Normally,  two  to  three 
months  of  systems  activity  data  should  be 
stored  on  DASD  for  on-line  access,  with 
an  additional  twelve  to  eighteen  months 
of  data  stored  on  magnetic  tape. 

d.  Maintenance  Logs  record  all  sched¬ 
uled/preventive  maintenance  (PM)  and 
corrective/remedial  maintenance  (RM) 
performed  on  the  hardware  components 
installed  in  the  data  center.  PM  provides 
reasonable  assurance  that  required 
checks  and  procedures  designed  to  mini¬ 
mize  hardware  failures  are  accomplished. 
RM  is  performed  when  hardware  failures 
occur.  RM  logs  are  helpful  in  resolving 
recurring  problems  and  identifying  com¬ 
ponents  r^uiring  replacements.  The  au¬ 
ditor  should  determine  whether  the  con¬ 
tractor  maintains  the  PM  and  RM  logs 
on  a  timely  basis.  The  logs  may  ^ 
manually  maintained  or  automated.  The 
PM  log  should  reflect  the  hardware  man¬ 
ufacturer’s  basic  requirements  for  period¬ 
ic  maintenance. 

e.  Problem  Logs  are  maintained  by  the 
data  center  to  identify  system  and  appli¬ 
cation  problems  and  to  track  the  prob¬ 
lems  until  corrected.  The  logs  may  be 
manually  maintained  or  automated.  The 
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contractor  should  be  able  to  show  that 
the  log  is  in  use  and  that  ail  recorded 
problems  have  been  acted  upon.  At  many 
contractors,  problem  logs  are  the  respon¬ 
sibility  of  the  Help  Desk  function.  Infor¬ 
mation  systems  (IS)  problems  or  ques¬ 
tions  are  directed  to  the  Help  £>esk  from 
throughout  the  organization.  Help  Desk 
personnel  are  responsible  for  l<^ng  the 
call,  identifying  the  problem,  resolving 
the  problem,  and  documenting  the  series 
of  events.  TTie  Help  Desk  may  transfer 
the  issue  to  another  resolution  source. 
The  functions  of  the  Help  Desk  should  be 
documented  in  a  standard  procedure 
approved  by  IS  management  and  distrib^ 
uted  to  all  IS  users. 

f.  Software  Change  Logs  provide  a 
record  of  all  installations  of  system  level 
software  and  applicable  changes.  They 
are  an  important  part  of  change  manage¬ 
ment  and  should  be  well  documented  in 
the  policies  and  procedures  governing 
change  control.  The  changes  may  be 
vendor  supplied  or  in-house  changes  re¬ 
quired  to  customize  the  software  to  the 
contractor’s  special  needs.  The  types  of 
software  involved  would  be  operating 
systems,  utilities,  compilers,  database 
management  systems  (DBMS),  and  other 
non-application  software  products.  Tlie 
logs  may  be  manual  or  automated.  The 
auditor  should  determine  whether  this 
type  record  is  maintained,  and  that  it: 

(1)  contains  all  changes  made  to  non¬ 
application  software 

(2)  is  accurate 

(3)  is  current 

There  should  be  few  in-house  changes 
to  operating  system,  utility,  and  comput¬ 
er  software.  The  auditor  should  obtain 
copies  of  the  contractor’s  work  orders  to 
the  systems  software  developers  to  incor¬ 
porate  in-house  changes  in  the  next  re¬ 
lease  of  the  system  software. 

5-409.4  Maintenance 

a.  Most  computer  hardware  has  the 
capability  to  detect  and  record  hardware 
failures,  although  some  systems  are  not 
designed  to  take  advantage  of  available 
controls.  Failure  to  utilize  available  hard¬ 
ware  controls  could  result  in  significant 
processing  errors.  A  number  of  undetect¬ 
ed  minor  errors  can  have  a  cumulative 
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effect  that  could  result  in  a  major  system 
or  subsystem  failure. 

b.  Active  preventive  maintenance 
(PM)  and  remedial  maintenance  (RM) 
programs  are  necessary  to  keep  data 
center  equipment  operational.  The  data 
center  should  maintain  a  current  sched¬ 
ule  of  all  PM  to  be  performed  as  required 
by  the  equipment  manufacturer  and 
should  ensure  that  the  PM  is  completed 
as  scheduled.  Contracts  should  be  negoti¬ 
ated  with  ^uipment  manufacturers  or 
related  equipment  maintenance  provid¬ 
ers  to  provide  timely  RM  in  the  event  of 
hardware  failure.  For  example,  response 
time  for  making  repair  to  hardware  com¬ 
ponents  that  are  critical  to  the  continuity 
of  operations,  should,  on  average,  ap¬ 
proximate  no  more  than  four  hours. 

c.  The  auditor  should  determine 
whether  the  contractor  has  installed  all 
vendor  supplied  failure  detection  soft¬ 
ware  and  that  the  output  is  monitored  on 
a  routine  basis  by  operations  personnel. 
The  auditor  should  review  the  PM  sched¬ 
ules  and  obtain  contractor  verification 
that  PM  has  been  performed  as  sched¬ 
uled.  The  contracts  for  RM  should  be 
reviewed  on  a  selective  basis  to  ensure 
that  maintenance  responses  are  appropri¬ 
ate  for  critical  hardware  components. 

5-409.5  Telecommnnications 

a.  Over  the  years,  contractors  have 
steadily  migrated  from  the  traditional 
batch  processing  environment  to  an  on¬ 
line  access  and  processing  environment. 
Although  batch  processing  remains  a  im¬ 
portant  element  of  most  data  center 
activity,  an  ever  greater  number  of  jobs 
are  being  submitted  through  on-line  ac¬ 
cess  procedures.  The  current  environ¬ 
ment  also  supports  significant  database 
activity  as  a  replacement  to  storage  and 
retrieval  of  data  from  conventional  se¬ 
quential  type  data  files.  Database  activity 
includes  centralized  database  operations 
having  many  users  accessing  the  same 
centralized  database.  It  also  may  include 
distributed  operations  where  users  are 
accessing  only  their  portion  of  the  entire 
database  which  may  reside  at  the  main¬ 
frame  data  center  or  at  a  local  node  on 
the  network. 

b.  The  on-line  or  distributed  users  may 
access  mainframe  and  peripheral  hard- 
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ware  located  in  the  data  center  throng 
the  contractor’s  or  a  commercially  avail¬ 
able  telecommunication  network.  The 
telecommunications  network  may  be  a 
direct  connection  between  the  users  and 
the  data  center  or  through  other  commu¬ 
nication  circuits,  including  land-lines, 
microwave  transmitters,  or  dial-up  con¬ 
nections.  In  general,  telecommunications 
circuits  are  susceptible  to  access  by  unau¬ 
thorized  users;  consequently,  the  effec¬ 
tiveness  of  the  contractor’s  controls  and 
management  of  the  network  should  be 
closely  scrutinized. 

c.  The  contractor  should  be  asked  to 
demonstrate  that  a  network  management 
or  other  designated  group  has  the  respon¬ 
sibility  to  manage  and  control  telecom¬ 
munications  resources.  Standards  for  op¬ 
eration  of  the  network  should  be  pub¬ 
lished  and  distributed  to  all  designated 
network  users.  The  auditor  should  verify 
with  network  management  personnel  that 
all  sensitive  data  in  the  network  have 
been  identified  and  that  adequate  precau¬ 
tions  have  been  implemented  to  protect 
this  data.  The  network  hardware  and 
software  should  be  secured  to  minimize 
the  possibility  of  unauthorized  access  to 
the  telecommunication  network.  See 
Chapter  S-410  for  additional  information 
on  reviewing  the  physical  and  logical 
security  requirements  for  protection  of 
hardware,  software,  and  data. 

5-409.6  Uninterruptible  Power  Supply 
(UPS) 

Larger  contractor  data  centers  will 
have  UPS  units  installed  to  furnish  auxil¬ 
iary  electrical  power  in  the  event  the 
normal  power  supply  is  disrupted.  UPS 
configurations  can  vary  between  a  simple 
battery  backup  to  facilitate  orderly  power 
down  of  the  system,  to  elaborate  battery 
and  motor-generator  units  which  provide 
sufficient  electrical  power  for  the  system 
to  continue  full  operation.  The  contractor 
should  have  documentation  regarding 
UPS  operation  and  should  demonstrate 
that  the  UPS  is  tested  on  a  periodic  basis. 

5-410  Security 

a.  Information  is  one  of  the  most 
valuable  resources  an  organization  pos¬ 
sesses.  Access  to  the  computing  resources 


which  process  this  information  should  be 
limited  to  users  having  a  documented 
and  authorized  need  for  such  access. 
Layers  of  physical  and  logical  access 
controls  should  be  provided  to  protect 
the  organization’s  computing  resources 
against  damage,  loss,  or  unauthorized  use 
or  modification. 

b.  Responsibility  for  assuring  both  the 
logical  and  physical  security  of  the  IS 
Department  assets  and  processed  data 
should  be  assigned  to  a  security  adminis¬ 
tration  function  which  reports  to  senior 
management.  The  security  administrator 
designee  should  have  no  conflicting  job 
responsibilities  or  other  incompatible  du¬ 
ties  assigned  which  would  reduce  the 
effectiveness  of  the  position.  For  exam¬ 
ple,  he  or  she  should  not  perform  systems 
or  applications  programming  functions, 
operate  the  mainframe,  or  perform  data 
entry  duties.  Where  Security  Administra¬ 
tion  is  a  part-time  function,  those  duties 
should  be  performed  under  an  exclusive 
User  ID  and  all  activities  under  this  User 
ID  should  be  logged  and  regularly  re¬ 
viewed  by  an  appropriate  person  in  the  IS 
Department.  The  auditor  should  deter¬ 
mine  whether  the  security  administrator 
position  has  been  established,  is  currently 
filled,  and  that  effective  controls  are  in 
operation. 

5-410.1  Physical  Security 

a.  Physical  access  controls  help  protect 
computer  center  resources  from  unautho¬ 
rized  modification,  theft,  and/or  destruc¬ 
tion.  Data  centers  should  employ  these 
controls  to  limit  physical  access  to  com¬ 
puting  resources  to  only  individuals  who 
have  been  authorized  to  have  such  ac¬ 
cess.  The  auditor  should  request  a  dem¬ 
onstration  by  the  contractor  of  all  physi¬ 
cal  controls  to  verify  that  established 
policies  and  procedures  have  been  effect¬ 
ed. 

b.  Facility  Security  -  Physical  access  to 
computer  resources  should  be  restricted 
to  personnel  having  an  authorized  need 
for  the  access.  Access  control  can  be 
obtained  by  minimizing  the  number  of 
entrances  and  exits  at  the  site  and  by 
installing  security  devices  requiring  keys, 
badges,  cipher  codes,  or  other  means  to 
impede  and  control  entry  into  the  instal¬ 
lation.  Personnel  access  devices  such  as 
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badges,  cipher  lock  codes,  and  keys 
should  be  changed  or  re-coded  periodi¬ 
cally,  especially  when  employees  who 
have  had  access  to  the  computer  center 
are  terminated.  Positioning  the  computer 
center  in  a  relatively  inaccessible  area 
helps  provide  physical  security.  External 
identification  of  the  facility  should  be 
limited  to  avoid  bringing  unwanted  at¬ 
tention  to  the  data  processing  depart¬ 
ment.  IS  personnel  should  not  be  author¬ 
ized  access  to  ail  areas  of  the  data  center. 
For  example,  computer  operators  should 
be  restricted  from  data  entry  areas  and 
systems  programmers  should  be  restrict¬ 
ed  from  accessing  the  operations  area. 
The  auditor  should  verify  that  physical 
security  has  been  provided  for  all  com¬ 
puting  resources  including  CPUs,  periph¬ 
erals,  and  telecommunications  hardware. 

c.  Personnel  Authorization  -  A  current 
list  of  personnel  authorized  physical  ac¬ 
cess  to  the  installation  should  be  main¬ 
tained  by  the  security  administrator.  Pro¬ 
cedures  should  require  the  notification  of 
the  IS  Department  when  an  employee  is 
no  longer  authorized  access  to  the  com¬ 
puter  facility  or  other  related  resources. 
These  procedures  should  also  require  that 
authorized  visitors  to  the  computer  facili¬ 
ty  be  escorted  while  in  the  restricted 
areas.  The  auditor  should  verify  that  a 
current  list  of  personnel  authorized  entry 
into  the  data  center  is  available.  Also,  a 
list  of  recently  terminated  or  transferred 
employees  could  be  obtained  and  com¬ 
pared  with  the  latest  authorization  list  to 
ascertain  the  timeliness  of  the  data  center 
access  revocation  procedure. 

d.  Inventory  -  A  current  inventory  of  IS 
Department  computer  hardware  and 
software  should  be  maintained  outside 
the  facility.  The  inventory  could  help 
facilitate  the  replacement  of  computer 
processing  equipment  following  a  disas¬ 
ter  in  which  the  data  center  was  damaged 
or  destroyed. 

e.  Alternate  Storage  Facilities  -  Offsite 
storage  facilities  should  be  used  to  store 
backup  copies  of  critical  data  and  pro¬ 
gram  files.  The  contractor  should  ensure 
that  procedures  are  in  effect  for  the 
identification  of  critical  data,  system,  and 
application  files,  and  that  there  is  a 
requirement  for  the  routine  backup  and 
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transportation  of  these  files  to  an  offsite 
storage  facility. 

f  Environmental  Protection  -  In  addi¬ 
tion  to  the  usual  fire  and  safety  precau¬ 
tions  normally  installed  to  protect  com¬ 
puter  hardware  facilities,  other  special 
equipment,  devices,  or  methods  may  be 
employed  to  further  help  protect  sensi¬ 
tive  computer  hardware.  For  example, 
fire  suppression  devices  which  use  dry 
chemicals  or  gas,  such  as  Halon,  may  be 
installed.  The  auditor  should  obtain  a 
description  of  the  environmental  safe¬ 
guards  available  at  the  site,  and  review 
the  applicable  policies  and  procedures  in 
effect  to  monitor  their  operation. 

g.  Monitoring  -  In  addition  to  control¬ 
ling  physical  access  to  the  computer  facil¬ 
ity  and  computing  resources,  continuous 
monitoring  of  personnel  accessing  the 
facility  and  resources  should  be  effected. 
A  log  of  all  visitors  to  the  data  center 
should  be  required.  Contractors  may 
have  automated  security  systems  which 
require  the  use  of  a  magnetically  encoded 
badges  to  unlock  the  door  and  automati¬ 
cally  log  personnel  entries  and  exits  to  the 
facility. 

5-410.2  Logical  Security 

Logical  controls  are  encoded  or  embed¬ 
ded  into  systems  and  application  soft¬ 
ware  with  the  objective  of  restricting  or 
permitting  access  only  to  users  who  have 
been  properly  authorized  such  access. 
Examples  of  logical  controls  are  User 
IDs,  and  uniquely  created  systems  pass¬ 
words. 

a.  Systems  Software  -  System  logical 
security  is  accomplished  through  the  use 
of  the  security  features  of  the  operating 
system  or  through  the  use  of  commercial¬ 
ly  acquired  security  software  such  as 
ACF2,  TOP  SECRET,  or  RACE.  In 
smaller  data  centers,  the  operating  sys¬ 
tem  security  features  may  be  the  only 
software  security  package  in  service.  Ac¬ 
cess  to  the  computer  system  should  be 
controlled  through  the  assignment  of 
unique,  user  identification  coides  by  the 
security  administrator.  The  effectiveness 
of  the  policies  and  procedures  which 
address  the  assignment  of  User  IDs 
should  be  reviewed.  User  IDs  should  not 
be  assigned  by  the  security  administrator 
unless  specifically  authorized  by  the  ap- 
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propriate  management.  Systems  users 
should  be  required  to  periodically  change 
their  passwords.  Procedures  should  re¬ 
quire  that  employees  who  are  terminated 
for  any  reason,  have  their  access  to 
system  resources  immediately  revoked. 
All  User  IDs  should  be  recertified  on  a 
periodic  basis  and  system  access  revoked 
for  current  employees  whose  job  duties 
no  longer  require  access  to  system  re¬ 
sources.  The  auditor  should  review  IS 
policies  and  p^'ocedures  to  determine 
whether  logical  security  options  are  iden¬ 
tified  and  in  use.  The  auditor  should 
verify  that: 

(1)  system  access  cannot  be  effected 
without  a  valid  User  ID  and  pass¬ 
word 

(2)  password  input  is  masked 

(3)  passwords  contain  at  least  six  char¬ 
acters 

(4)  passwords  are  changed  periodically 

b.  Application  Software  -  User  access 
should  tw  restricted  to  those  applications 
required  to  accomplish  assigned  duties. 
Application  restriction  is  effected 
through  operating  system  security  or 
commercial  security  packages.  Commer¬ 
cial  security  software  normally  invokes 
automated  rules  which  restrict  system 
users'  access  to  certain  applications  or 
database  elements.  These  rules  are  usual¬ 
ly  established  for  certain  classes  of  users. 
For  example,  personnel  involved  in  ma¬ 
terial  inventoiV  would  not  be  permitted 
access  to  financial  data  or  programs  used 
by  payroll  personnel,  and  vice  versa. 
Security  system  rules  may  be  further 
profiled  to  restrict  access  to  certain  users 
within  a  class.  For  example,  a  payroll 
clerk  may  not  have  the  same  user  rights 
as  the  payroll  supervisor.  Moreover,  read 
only,  write  only,  and  read/write  authori¬ 
zations  over  selected  datasets  are  possi¬ 
ble. 

c.  The  auditor  should  coordinate  re¬ 
gional  technical  assistance,  as  necessary, 
to  verify  that  contractor  acquired  securi¬ 
ty  software  (ACF2,  RACF,  etc.)  have 
been  placed  in  operation  and  that  appro¬ 
priate  security  rules  have  been  invoked  to 
protect  all  systems/application  ac¬ 
cess/software  processed  by  the  data  cen¬ 
ter.  Contractors  have  been  found  to  in¬ 
stall  expensive  logical  security  packages 
and  then  not  use  the  full  security  capabil¬ 


ities  of  the  system.  The  overall  security 
administration  function  should  be  re¬ 
viewed  for  adequacy,  especially  at  the 
user  level  where  access  authorization  for 
the  various  application  is  usually  effect¬ 
ed.  Where  data  base  management  sys¬ 
tems  are  used,  a  data  base  administrator 
may  be  the  authorizing  agent  for  assign¬ 
ing  access  levels  to  users.  The  auditor 
should  verify  that  security  personnel  who 
authorize/assign  user  access  to  systems, 
promptly  revoke  access  when  the  user 
transfers  to  a  function  not  needing  the 
level  of  access  authorized  or  is  terminat¬ 
ed. 

d.  Dial-Up  Security  -  Computer  sys¬ 
tems  having  communications  capabilities 
can  be  accessed  over  common  communi¬ 
cation  lines.  This  means  that  the  physical 
security  that  protected  the  computer  may 
no  longer  be  effective.  Where  the  com¬ 
puter  can  be  accessed  through  a  dial-up 
network  (the  CPU  has  a  phone  number), 
any  telephone  can  theoretically  access  the 
system.  Once  the  computer  is  accessed 
from  a  remote  location,  logical  security 
should  prevent  unauthorized  entry.  Sev¬ 
eral  dial-up  security  techniques  are  used. 
Some  dial-up  security  systems  call  a 
subscriber  back  at  a  predetermined  num¬ 
ber.  other  techniques  involve  synchro¬ 
nous  and/or  encrypted  methodologies. 
The  auditor  should  review  the  contrac¬ 
tor’s  procedures  involving  data  center 
dial-up  activity  and  determine  whether 
dial-up  is  properly  controlled  and  moni¬ 
tored. 

e.  All  system  access  attempts  should  be 
logged  by  the  security  software  in  opera¬ 
tion;  i.e..  commercial  security  software  or 
the  operating  system  security  software. 
This  access  logging  information  should 
be  used  to  generate  violation  and  security 
activity  reports  which  should  be  moni¬ 
tored  by  the  contractor  to  identify  and 
resolve  incidents  involving  unauthorized 
activity.  The  auditor  should  review  the 
contractor’s  procedures  for  monitoring 
and  resolving  reports  of  security  viola¬ 
tions  and  associated  activities  and  verify 
that  these  procedures  are  being  followed. 
The  auditor  should  also  determine  that 
the  contractor’s  records  of  security  viola¬ 
tions  are  protected  from  inadvertent  or 
intentional  destruction.  Repeated  failed 
access  attempts  should  be  identified,  re- 
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ported  by  the  security  system,  and  inves- 
ti^ted  by  security  personnel  to  deter¬ 
mine  the  cause.  This  could  be  an  indica¬ 
tion  that  someone  is  randomly  entering 
User  IDs  or  passwords  in  attempting  to 
gain  unauthorized  access  to  the  system. 
The  auditor  should  verify  that  User  IDs 
that  have  not  had  activity  for  a  reason¬ 
able  period  are  deleted  and  determine 
whether  terminated  employee  User  IDs 
are  revoked  in  a  timely  manner. 

f.  The  contractor  should  provide  em¬ 
ployee  training  in  logical  access  to  com¬ 
puter  resources.  Unambiguous  logical  ac¬ 
cess  procedures  should  be  developed  and 
provided  to  all  employees  accessing  com¬ 
puter  resources.  The  auditor  should  veri¬ 
fy  that  the  contractor  is  providing  ade¬ 
quate  staff  training  in  this  area. 

g.  Modem  data  centers  often  consist  of 
several  computer  platforms  (mainframes, 
local  area  networks,  workstations,  and 
individual  PCs)  and  a  variety  of  security 
software  and  application  software.  Gen¬ 
erally,  each  software  system  has  its  own 
inherent  security  that  must  be  considered 
in  order  to  assess  the  overall  security 
level  in  effect  within  the  data  center. 
Users  can  pass  through  several  computer 
platforms  and  security  software  systems, 
and  possibly  access  more  than  one  data 
center,  during  a  single  session.  It  is  there¬ 
fore  important  for  the  auditor  to  deter¬ 
mine  that  security  controls  are  in  place 
over  all  operating  environments.  Lc^cal 
security  systems  (RACF,  ACF2,  etc.) 
should  be  in  use  for  the  mainframe  and 
its  resources.  The  security  software 
should  also  protect  the  communications 
network  (Netware).  Security  software 
should  also  be  in  use  for  interactive 
processing  systems  (CICS)  and  for  data 
base  management  systems  (e.g.,  IMS, 
DB2).  The  auditor  should  identify  the 
security  systems  in  use  at  a  data  center, 
and  the  interaction  among  them,  in  order 
to  verify  that  the  contractor’s  data  is 
bein^  adequately  protected  from  unau¬ 
thorized  access. 

h.  Application  systems  that  are  devel¬ 
oped  by  the  contractor  or  acquired  com¬ 
mercially  should  follow  a  s^uence  of 
migrations  as  part  of  the  implementation 
strategy.  Data  are  first  placed  in  a  test 
environment.  When  testing  is  completed, 
the  data  are  migrated  to  an  accep¬ 


tance/training  environment,  and  finally, 
to  a  production  environment.  Generally, 
there  will  be  a  separate  set  of  users  and 
data  for  each  environment.  For  example, 
in  a  database  management  systems 
(DBMS)  environment  such  as  DB2  or 
IMS,  there  would  normally  be  separate 
operating  copies  of  the  software  and  data 
for  each  environment.  The  security 
should  be  more  restrictive  as  the  applica¬ 
tion  migrates  from  the  testing  to  the 
production  environments.  The  auditor 
should  determine  whether  the  contractor 
has  a  software  migration  strategy  which  is 
being  used,  and  that  security  access  levels 
for  each  environment  have  been  granted 
based  on  a  demonstrated  need. 

5-411  Contingency  Planning 

Contractor  policies  and  procedures 
should  contain  provisions  for  the  contin¬ 
uation  of  EDP  operations  in  the  event  of 
a  disaster  or  failure  which  renders  the 
EDP  center  inoperable.  Contingency  (di¬ 
saster  recovery)  plans  should  be  in  place 
for  the  back-up  and  recovery  of  IS  de¬ 
partment  services  in  the  event  of  unantic¬ 
ipated  interruptions  to  EDP  operations. 
Contingency  planning  can  be  critical  to 
the  resumption  of  operations  in  the  event 
of  a  major  hardware  or  software  failure 
for  whatever  reason.  The  plan  should 
include: 

(1)  identification  of  critical  processes 
and  data 

(2)  provision  for  an  alternate  process- 
iiK  site 

(3)  offsite  storage  of  critical  applica¬ 
tion  programs  and  data 

(4)  provisions  for  periodic  testing  of 
the  plan 

The  auditor  should  review  the  contrac¬ 
tor’s  EDP  Disaster  Recovery  Plan  to 
determine  whether  the  plan  reasonably 
addresses  the  actions  to  be  taken  in  the 
event  of  a  disaster  and  identifies  person¬ 
nel  and  their  responsibilities  in  restoring 
data  processing  operations. 

5-411.1  Critical  Processes  and  Data 

Contingency  planning  should  provide 
for  priorities  in  the  establishment  of  the 
processing  of  specific  critical  or  sensitive 
application  pro^ams.  Critical  data  pro¬ 
cessing  applications,  operating  systems. 
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and  data  files  need  to  be  identified  and 
placed  on  a  list  of  priorities  for  the 
establishment  of  services  based  on  the 
nature  and  extent  of  a  likely  disaster. 
Priority  on  the  list  should  be  minimally 
based  on  a  reasonable  expectation  of 
elapsed  time  before  normal  data  process¬ 
ing  operations  are  restored,  and  the  po¬ 
tential  loss  to  the  organization  if  the 
processing  of  the  application  is  not  re¬ 
stored  in  a  timely  manner. 

5-411.2  Alternate  Processing  Site 

Contingency  plans  should  contain  pro¬ 
visions  for  an  alternate  processing  site 
and  appropriate  data  processing  hard¬ 
ware  needed  to  restore  data  processing 
operations  after  a  disaster  occurs.  The 
contractor  should  have  a  written  agree¬ 
ment  or  contract  with  the  alternate  site 
specifying  the  procedures  each  party  will 
follow  in  the  event  of  a  disaster.  Criteria 
for  selection  of  the  alternate  site  should 
include: 

(1)  compatible  computer  hardware 

(2)  sufficient  time  and  processing  ca¬ 
pacity 

(3)  periodic  tests  of  alternate  site  com¬ 
puter  hardware 

The  auditor  should  review  the  contrac¬ 
tor’s  alternate  site  plans  to  determine 
whether  they  are  current  and  address 
equipment,  capacity,  and  timing  require¬ 
ments.  The  auditor  should  review  con¬ 
tract  provisions  the  contractor  has  made 
with  alternate-site  vendors  and  equip¬ 
ment  providers  to  determine  whether  an 
adequate  site  and  essential  computing 


hardware  will  be  operational  within  the 
time  limits  prescribed  in  the  contingency 
plan. 

5-411.3  Offsite  Storage 

Normal  systems  operations  should  in¬ 
clude  routine  back-up  of  data  files,  appli¬ 
cation  programs,  and  system  software. 
The  auditor  should  review  the  contrac¬ 
tor’s  procedures  for  storage  of  these  files 
at  a  location  which  should  not  be  affected 
in  the  event  of  computer  center  disrup¬ 
tion  and  would  be  available  for  use  in 
data  processing  recovery  at  the  alternate 
site.  The  auditor  should  also  review  the 
contractor's  procedures  and  actual  prac¬ 
tices  for  storing  files  offsite. 

5-411.4  Test  Plan 

Contingency  plans  should  be  t^'sted 
periodically  to  determine  their  effective¬ 
ness.  Results  of  the  tests  should  be  docu¬ 
mented.  Deficiencies  noted  during  the 
test  should  be  resolved  in  a  timely  man¬ 
ner.  The  auditor  should  review  the  results 
of  the  test  plan  to  determine  whether  all 
elements  were  tested  and  that  deficien¬ 
cies  noted  during  the  test  were  satisfacto¬ 
rily  resolved. 

5-412  Internal  Control  Reporting 

The  auditor  should  follow  the  guidance 
in  5-110, 10-200  and  10-400  for  reporting 
on  internal  controls  relative  to  the  con¬ 
tractor’s  accounting  and  management 
systems. 
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I  5-500  Section  5  —  Review  of  Contractor  Budgets 


5-501  Introduction 

Refer  to  5-101  for  the  auditor’s  funda¬ 
mental  requirements  for  obtaining  and 
documenting  an  understanding  of  a  con¬ 
tractor’s  internal  control  structure  and 
assessing  control  risk. 

5-502  Budgeting  Concepts 

a.  Plans  and  budgets  are  key  manageri¬ 
al  tools  used  to  plan  and  control  opera¬ 
tions.  A  plan  or  budget  identifies  expect¬ 
ed  revenues  to  be  received  and  resources 
to  be  expended  in  achieving  an  organiza¬ 
tion’s  goals  during  a  specified  future 
period.  Plans  and  budgets  provide  a 
control  to  measure  performance.  In  gen¬ 
eral,  a  plan  or  a  budget: 

(1)  is  stated  in  monetary  terms 

(2)  covers  a  specific  period  of  time 
(generally  one  year  for  the  master 
budget  and  several  years  for  long- 
range  plans) 

(3)  implies  commitment  (i.e.,  manag¬ 
ers  agree  to  accept  responsibility 
for  attaining  budgeted  objectives), 
and  serves  as  a  motivational  tool 
for  individuals  to  strive  to  achieve 
stated  goals 

(4)  is  reviewed  and  approved  by  a 
management  level  higher  than  the 
unit  preparing  the  budget 

(5)  can  only  be  changed  under  speci¬ 
fied  conditions 

(6)  is  compared  to  actual  performance, 
with  variances  being  analyzed  and 
explained 

b.  Planning  and  budgeta^  systems 
vary  among  companies  according  to  orga¬ 
nizational  size  and  structure,  type  of 
product  or  service,  accounting  system, 
personal  preferences  of  corporate  offi¬ 
cials,  and  other  influences.  Planning  and 
budgeting  systems  can  be  manual  or 
automated.  However,  in  larger  compa¬ 
nies  EDP  systems  are  used  more  exten¬ 
sively  to  collect  and  analyze  data  and 
prepare  plans  and  budgets.  Plans  and 
budgets  may  be  prepared  on  either  a 
functional  or  organizational  basis.  Gener¬ 
ally,  a  contractor’s  planning  and  budget¬ 
ary  system  should  have: 


(1)  A  functional  organization  with  de¬ 
fined  organizational  responsibili¬ 
ties,  a  written  description  of  the 
work  flow  in  the  planning  and 
budgeting  process,  and  policies  and 
procedures  for  effectively  control¬ 
ling  the  process. 

(2)  A  strategic  and  long-range  planning 
process  to  develop  the  long-term 
goals  and  objectives  critical  to  the 
operation  of  the  company. 

(3)  Effective  techniques  for  preparing 
budgets. 

(4)  Procedures  for  comparing  actual 
performance  to  the  budget,  identi¬ 
fying  and  analyzing  variances  as 
work  is  accomplished,  studying  the 
impact  on  remaining  effort,  and 
initiating  necessary  corrective  ac¬ 
tion.  Procedures  should  provide 
for  promptly  revising  estimates  to 
complete  and  notifying  the  govern¬ 
ment  of  projected  overruns  or  un¬ 
derruns. 

(5)  A  replanning  capability  to  react  to 
significant  changes  in  assumptions, 
such  as  a  major  fluctuation  in  the 
forecast  volume. 

5-502.1  Access  to  Budgets 

a.  Plans,  budgets,  and  forecasts  meet 
the  definitions  of  “records”  and  “data” 
contained  in  FAR  52.2 1 5-2,  “Audit  Neg¬ 
otiation,”  and  52.214-26,  “Audit  Sealed 
Bidding.”  The  applicability  of  these  FAR 
sections  are  agreed  to  by  contractors 
when  submitting  price  proposals  and 
executing  contracts  with  DoD  compo¬ 
nents.  These  contract  clauses  give  the 
auditor  the  right  of  access  to  a  contrac¬ 
tor’s  planning  and  budgetary  data  afler 
contract  award.  (Also  see  1-504,  Access 
to  (I^ontractor  Records.) 

b.  Recognizing  that  planning  and  bud¬ 
getary  data  is  generally  considered  pro¬ 
prietary  and  sensitive  by  contractors, 
sound  judgment  must  be  exercised  in 
determining  which  records  and  data  are 
needed.  (For  example,  data  such  as  pric¬ 
ing  formulas  for  commercial  products 
may  not  concern  the  government.)  In 
requesting  budgetary  data,  informal  ar¬ 
rangements  acceptable  to  the  auditor 
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concerning  the  timing  and  frequency  of 
access  may  be  established,  but  see  1- 
504.  If. 

c.  Planning  and  budgetary  information 
generally  required  during  the  perfor¬ 
mance  of  the  internal  control  audit  in¬ 
cludes: 

(1)  identification  of  all  budget  docu¬ 
ments  and  reports; 

(2)  policies  and  procedures  concerning 
the  preparation,  authorization,  and 
approval  of  budgets;  and 

(3)  all  current  operating  plans,  budgets 
and  performance  and  variance 
analysis  reports  for  use  in  testing 
system  effectiveness. 

d.  When  the  contractor  denies  access  to 
such  records,  follow  the  procedures  out¬ 
lined  in  1-504. 

5-503  General  Audit  Policy 

a.  Refer  to  5-103  for  DCAA’s  general 
audit  policy  for  the  review  of  contractor 
accounting  and  management  systems  and 
related  internal  controls. 

b.  It  is  DCAA’s  policy  that  contractor 
planning  and  budgetary  system  internal 
control  reviews  be  performed  at  least 
every  three  years  at  large  business  con¬ 
tractors  which  in  their  preceding  fiscal 
year  received  DoD  prime  contracts  or 
subcontracts  of  at  least  $50  million  which 
required  certified  cost  or  pricing  data. 
These  reviews  are  oftentimes  conducted 
in  conjunction  with  the  estimating  sys¬ 
tem  review  (5-1207.3).  These  reviews 
may  be  waived  or  modified  by  the  writ¬ 
ten  approval  of  the  regional  audit  manag¬ 
er  if  past  experience  and  a  current  assess¬ 
ment  (see  3-300)  indicate  low  risk.  This 
determination  of  low  risk  must  be  fully 
documented.  If  the  audit  risk  is  consid¬ 
ered  to  be  high,  budgetary  system  reviews 
should  be  performed  more  frequently. 
These  reviews  should  also  be  considered 
at  smaller  contractor  locations  where 
there  are  indications  of  significant  bud¬ 
getary  system  problems. 

c.  If  the  audit  risk  assessment  indicates 
that  only  certain  parts  of  a  contractor’s 
budgetary  system  are  subject  to  high  risk, 
only  the  high  risk  areas  would  require  a 
complete  review.  Areas  of  little  or  no  risk 
need  not  be  reviewed  so  long  as  the  low 


risk  determination  is  adequately  docu¬ 
mented. 

d.  FAOs  with  audit  cognizance  oyer 
corporate  and/or  group  offices  allocating 
substantial  costs  to  other  segments  for 
ultimate  allocation  to  government  con¬ 
tracts  are  responsible  for  performing  bud¬ 
get  reviews  at  these  offices  and  providing 
the  results  of  the  review  to  the  segment 
auditors.  Auditors  at  segments  receiving 
these  allocations  are  to  request  such 
reviews  as  needed. 

5-504  Audit  Objectives 

a.  Refer  to  5-104  for  DCAA’s  primary 
objectives  for  auditing  the  contractor’s 
accounting  and  management  systems. 

b.  The  primary  audit  objective  in  re¬ 
viewing  contractor  budgetary  systems 
and  data  is  to  establish  that  a  sound 
budgetary  system  is  operating  for  compa¬ 
ny  planning  and  cost  control  purposes.  A 
secondary  objective  is  to  obtain  a  com¬ 
prehensive  overview  of  the  contractor’s 
financial  planning  and  control  proce¬ 
dures  and  practices.  Related  objectives 
are  to  determine  whether: 

(1)  Costs  estimated  and/or  incurred 
for  government  work  are  devel¬ 
oped,  recorded,  and  controlled  on 
a  basis  consistent  with  manage¬ 
ment’s  latest,  “most  probable” 
plans. 

(2)  Direct  and  indirect  efforts  for  gov¬ 
ernment  contracts  are  estimated 
and  performed  efficiently  and  eco¬ 
nomically. 

(3)  Significant  changes  in  plans  and 
circumstances  are  reflected 
promptly  through  controlled  and 
documented  revisions  to  budgets 
and  estimates  to  complete. 

(4)  Reports  to  the  government  on  ma¬ 
jor  contracts  and  weapon  systems 
are  consistent  with  the  contractor’s 
latest  budgetary  data.  These  latter 
objectives  should  be  considered  for 
in-depth  coverage  during  reviews 
of  forward  pricing  proposals  and 
indirect  rate  forecasts  (Chapter  9), 
reviews  of  contractor  compliance 
with  Cost/Schedule  Control  Sys¬ 
tems  Criteria  (1 1-200),  and  posta¬ 
ward  reviews  (14-100). 
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5-505  Scope  of  Audit 

While  the  nature  and  extent  of  audit 
effort  depends  upon  contractor  size, 
amount  of  government  business,  and 
audit  risk  (materiality  and  sensitivity), 
the  audit  scope  should  be  consistent  with 
the  guidance  in  5-105.  In  general,  the 
audit  scope  should  include: 

(a)  obtaining  an  understanding  of  the 
contractor’s  planning  and  budget¬ 
ing  system  and  related  internal 
control  structure; 

(b)  documenting  the  understanding  of 
the  planning  and  budgeting  system 
internal  control  structure; 

(c)  testing  the  operational  effective¬ 
ness  of  planning  and  budgeting 
system  internal  controls; 

(d)  assessing  control  risk  as  a  basis  to 
identify  factors  relevant  to  the  de¬ 
sign  of  substantive  tests;  and 

(e)  reporting  on  the  understanding  of 
the  internal  control  structure,  as¬ 
sessment  of  control  risk,  and  ade¬ 
quacy  of  the  system  for  govern¬ 
ment  contracts. 

5-506  Functional  Organization 

a.  The  planning  and  budMting  func¬ 
tion  may  be  organized  dinerently  by 
individual  i  ontractors  because  of  differ¬ 
ences  in  their  products  or  services,  indus- 
tiy  practices,  size  and  type  of  organiza¬ 
tion,  degree  of  departmentalization, 
management  attitudes,  personnel  capa¬ 
bilities,  and  other  factors.  Responsibility 
for  developing  plans  and  budgets  may  be 
centralized  in  a  planning  or  budgeting 
group  or  delegated  to  the  various  partici¬ 
pating  departments.  However,  the  plan¬ 
ning  and  budgeting  function  should  be 
soundly  organized  on  the  basis  of  a 
definitive  flow  of  authority  and  standard 
policies  and  procedures  established  at  a 
top  or  upper  management  level. 

b.  The  contractor  should  establish  clear 
responsibility  for  preparation,  review, 
and  approval  of  plans  and  budgets,  to 
include  establishing  and  maintaining: 

(1)  written  documentation  of  current 
organizational  responsibilities  and 
the  duties  of  budgeting  personnel 


(2)  a  system  description  of  the  work 
flow  in  the  budgeting  process  from 
the  development  of  strategic  objec¬ 
tives  to  budget  execution  and  revi¬ 
sion 

(3)  written  policies  and  procedures 

5-506.1  Organization 

Evaluation  of  a  contractor’s  planning 
and  budgeting  organizntion  requires  anal¬ 
ysis  of  the  relationship  of  the  organiza¬ 
tional  segments  participating  in  the  plan¬ 
ning  and  budgeting  process.  When  evalu¬ 
ating  the  organization  of  the  contractor’s 
planning  and  budgeting  process,  the  audi¬ 
tor  should  consider  whether: 

(1)  Reparation  of  required  plans  and 
budgets  is  effectively  controlled  ei¬ 
ther  on  a  centralized  or  decentral¬ 
ized  basis. 

(2)  Lines  of  authority,  duties  and  re¬ 
sponsibilities  are  clearly  defined, 
including  responsibilities  for  pre¬ 
paring.  reviewing,  and  approving 
plans  and  budgets. 

(3)  The  planning  and  budgeting  pro¬ 
cess  is  properly  coordinated  among 
segments  of  the  organization  re¬ 
sponsible  for  developing  related 
parts  of  plans  and  budgets. 

(4)  The  department  responsible  for 
overall  compilation  of  the  plans 
and  budgets  has  authority  to  re¬ 
view  and  question  the  reasonable¬ 
ness  or  accuracy  of  feeder  informa¬ 
tion  received  from  other  depart¬ 
ments. 

5-506.2  System  Description 

a.  The  contractor  should  maintain  a 
written  description  of  the  work  flow  in 
the  planning  and  budgeting  process  from 
the  development  of  strategic  objectives  to 
budget  execution  and  revision.  This  de¬ 
scription  should  contain  sufficient  detail 
to  allow  the  auditor  to  obtain  a  thorough 
understanding  of  how  the  planning  and 
budgeting  system  operates.  The  descrip¬ 
tion  should  include  references  to  written 
policies,  procedures,  and  operations 
manuals.  Information  should  be  provid¬ 
ed  for  each  process  or  function  within  the 
system  as  well  as  existing  internal  con¬ 
trols. 
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b.  The  contractor’s  system  description 
should  identify  the  duties  of  personnel 
responsible  for  preparing,  reviewing,  and 
approving  plans  and  budgets,  and  the 
various  functions  contributing  to  the 
planning  and  budgeting  process. 

5-506.3  Policies  and  Procedures 

a.  Written  policies  and  procedures  help 
ensure  that: 

(1)  delegated  duties  and  responsibili¬ 
ties  are  formally  documented  and 
communicated  to  employees 

(2)  specific  planning  and  budgeting 
controls  operate  consistently  from 
period  to  period 

(3)  established  plans  and  budgets  are 
consistent  with  management's  goals 
and  objectives 

A  formal  written  statement  of  policies 
and  procedures  rather  than  an  informal 
one  based  on  established  customs  of  the 
organization  should  exist  at  all  contractor 
locations  with  substantial  government 
business. 

b.  Planning  and  budgeting  policies  and 
procedures  represent  the  means  by  which 
goals  and  objectives  established  by  man¬ 
agement  are  translated  into  detailed  guid¬ 
ance  and  direction  to  personnel  engaged 
in  the  planning  and  budgeting  process. 
Policies  and  procedures  should  cover  all 
aspects  of  the  planning  and  budgeting 
system,  be  approved  by  an  appropriate 
level  of  management,  communicated  to 
appropriate  personnel,  and  periodically 
reviewed  to  ensure  that  they  are  consis¬ 
tent  with  management’s  intentions. 
When  evaluating  the  contractor’s  policies 
and  prf'cedures,  the  auditor  should  con¬ 
sider  whether  they; 

(1)  Address  all  major  duties  and  re¬ 
sponsibilities  in  the  planning  and 
budgeting  system.  The  auditor 
should  be  alert  for  aspects  of  the 
planning  and  budgeting  process 
which  are  not  covered  by  policies 
and  procedures.  Additionally,  the 
auditor  should  note  any  instances 
where  actual  practices  are  inconsis¬ 
tent  with  established  policies  and 
procedures.  In  these  instances,  the 
auditor  should  consider  the  under¬ 


lying  cause  for  these  inconsisten¬ 
cies  (i.e.,  failure  to  adequately 
communicate  changes  in  estab¬ 
lished  policies  and  procedures). 

(2)  Are  approved  by  an  appropriate 
level  of  management  to  signify  the 
delegation  of  authority  and  to  ef¬ 
fectively  convey  management’s 
commitment  to  following  estab¬ 
lished  policies  and  procedures.  The 
auditor  should  carefully  assess  the 
level  of  management  approval  to 
determine  if  it  is  appropriate  given 
the  nature  of  the  duties  and  re¬ 
sponsibilities  being  assigned. 
While  not  inherently  indicative  of 
poor  policies  and  procedures,  fail¬ 
ure  to  involve  an  appropriate  level 
of  management  in  the  approval 
process  can  result  in  a  perceived 
lack  of  importance  and  ultimately 
a  lack  of  compliance. 

(3)  Were  communicated  to  those  indi¬ 
viduals  within  the  organization 
who  are  responsible  for  executing 
them.  This  communication  in¬ 
volves  not  only  making  sure  that 
appropriate  employees  are  aware 
of  established  policies  and  proce¬ 
dures  but  providing  the  necessary 
training  to  ensure  that  they  under¬ 
stand  how  to  execute  them. 

(4)  Have  been  subject  to  periodic  re¬ 
views  to  ensure  that  they  are  con¬ 
sistent  with  current  management 
intentions  and  actual  planning  and 
budgeting  practices.  Failure  to 
keep  established  policies  and  pro¬ 
cedures  current  is  indicative  of  a 
poor  internal  control  environment 
and  typically  leads  to  ineffective 
internal  controls  over  the  planning 
and  budgeting  process.  For  this 
reason,  management  should  have  a 
systematic  process  in  place  to  peri¬ 
odically  review  and  update  the 
planning  and  budgeting  policies 
and  procedures,  including  applica¬ 
ble  EDP  policies  and  procedures. 
The  required  frequency  and  depth 
of  these  reviews  depends  on  the 
nature  of  the  contractor’s  business. 
If  the  contractor  is  undergoing  sig¬ 
nificant  organizational  changes  or 
major  restructuring  of  its  business 
operations,  the  planning  and  bud- 
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geting  system  should  be  closely 
monitored  to  ensure  that  it  con¬ 
tinues  to  produce  plans  and  bud¬ 
gets  which  are  consistent  with 
management’s  goals  and  objec¬ 
tives. 

5-507  Strategic  or  Long-range 
Planning 

a.  Strategic  or  long-range  planning  re¬ 
fers  to  the  process  of  developing  general 
goals  and  objectives  for  a  business  unit, 
and  the  broad  strategies  to  be  used  to 
attain  them.  It  provides  general  direction 
covering  a  three-  to  ten-year  period  and 
forms  the  basis  from  which  a  more  de¬ 
tailed  plan,  encompassing  a  shorter  peri¬ 
od  and  generally  known  as  the  master 
budget,  is  developed. 

b.  The  strategic  plan  is  generally  a 
narrative  document.  It  affects  the  physi¬ 
cal,  financial,  and  organizational  struc¬ 
ture  in  which  operations  are  carried  out 
and  addresses  the  direction  of  the  compa¬ 
ny  regarding  new  markets,  market  share, 
profit  objectives,  sources  of  new  capital, 
and  the  acquisition  or  elimination  of 
segments,  facilities,  or  product  lines. 
Based  on  these  considerations,  a  plan  for 
future  operations  which  provides  for  al¬ 
ternative  courses  of  action  under  various 
conditions  that  may  arise  is  developed. 
Contractors  should  review  these  plans 
periodically  and  revise  them  when  new 
information  yields  different  conclusions. 

c.  Lx)ng-ran|e  plans  may  include  fore¬ 
casted  financial  statements,  cash  flow 
projections,  and  various  other  data.  This 
data  is  sometimes  in  graphic  form  and 
similar  to  that  contained  in  short-range 
budgets.  A  typical  long-range  plan  con¬ 
tains  information  on  predicted  sales  and 
profit  trends  by  major  product  line,  back¬ 
log,  potential  awards,  new  product  lines, 
diversification  plans,  planned  plant  facil¬ 
ities,  staffing  requirements,  and  indepen¬ 
dent  research  and  development  plans. 

d.  Strategic  or  long-range  plans  of 
major  defense  contractors  generally  in¬ 
clude  information  which  significantly  af¬ 
fects  proposals  and  contracts  for  long¬ 
term  government  work.  They  may  reflect 
contemplated  substantial  increases  or  de¬ 
creases  in  future  work  load  affecting 
plant  population  (payroll  costs),  plant 


expansion  (depreciation  or  lease  costs), 
physical  moves  (relocation  costs),  idle  or 
excess  facilities,  and  bases  for  determin¬ 
ing  overhead  rates.  In  addition,  they  may 
reflect  possible  future  financial  problems 
in  periods  beyond  those  reflected  in  mas¬ 
ter  budgets. 

e.  An  adequate  strategic  and  long-range 
planning  process  will  ensure  that  impor¬ 
tant  information  related  to  the  physical, 
financial,  and  organizational  structure  of 
the  organization  are  available  for  the 
development  of  effective  budgets.  The 
development  of  a  strategic  or  long-range 
plan  is  the  first  step  towards  identifying 
and  documenting  how  management  in¬ 
tends  to  accomplish  the  goals  and  objec¬ 
tives  of  the  organization.  Strategic  and 
long-range  plans,  while  broad  in  nature, 
set  the  foundation  for  more  detailed 
planning  and  bu^eting  decisions.  When 
evaluating  the  eflectiveness  of  the  con¬ 
tractor’s  strategic  and  long-range  plan¬ 
ning  process,  the  auditor  should  consider 
whether  these  plans; 

(1)  cover  all  areas  which  impact  the 
overall  operation  of  the  company 

(2)  are  documented  in  sufficient  detail 
to  enable  assessment  of  the  reason¬ 
ableness  of  the  underlying  assump¬ 
tions 

(3)  are  communicated  to  personnel  re¬ 
sponsible  for  preparing  long-range 
plans  and  related  budgets 

5-507.1  Scope  of  Planning  Activities 

Strategic  and  long-range  plans  should 
cover  all  areas  which  have  an  impact  on 
government  contract  pricing,  costing, 
billing,  or  related  reporting  requirements. 
These  areas  may  include  such  things  as 
projected  business  volume,  planned  reor¬ 
ganizations,  anticipated  plant  expan¬ 
sions/retirements,  etc.  Contractor  strate¬ 
gic  and  long-range  plans  should  cover,  at 
a  minimum,  the  length  of  current  and 
forecasted  government  contract  activity 
to  ensure  that  sufficient  information  ex¬ 
ists  to  prepare  related  contract  reporting 
requirements  (i.e.,  estimates  at  comple¬ 
tion)  and  proposals  for  anticipated  con¬ 
tract  awards. 

5-507.2  Documentation  of  Plans 

Strategic  and  long-range  plans  should 
contain  sufficient  documentation  for  the 
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auditor  to  assess  the  reasonableness  of 
underlying  assumptions  and  to  facilitate 
the  communication  of  key  inforination  to 
personnel  responsible  for  preparing  relat¬ 
ed  budgets.  For  example,  contractor 
plans  regarding  future  sales  volume 
should  contain  sufficient  detail  and  docu¬ 
mentation  to  assess  the  reasonableness  of 
the  assum.ptions  used  to  arrive  at  firm 
and  projected  government  and  commer¬ 
cial  business.  While  contractors  are  not 
expected  to  develop  infallible  estimates, 
they  should  be  able  to  present  evidence  in 
support  of  the  reasonableness  of  such 
estimates  in  cases  where  those  estimates 
will  impact  the  pricing,  costing,  billing,  or 
related  reporting  on  government  con¬ 
tracts. 

5-507,3  Communication  of  Planning 
Information 

Ke;/  financial  and  related  information 
contained  in  the  strategic  and  long-range 
plans  should  be  communicated  to  person¬ 
nel  responsible  for  preparing  related  bud¬ 
gets.  While  most  contractors  will  not 
routinely  release  their  strategic  or  long- 
range  plans  to  the  general  work  force, 
they  should  have  in  place  a  process  for 
releasing  key  information  to  those  indi¬ 
viduals  who  are  responsible  for  preparing 
budgets.  This  communication  is  essential 
to  ensuring  that  budgeted  amounts  accu¬ 
rately  reflect  management’s  current  busi¬ 
ness  plans  and  forecasts. 

5-508  Preparation  of  Budgets 

Budgets  are  detailed  and  comprehen¬ 
sive  plans  for  the  immediate  budget 
period,  normally  covering  one  year.  They 
are  developed  through  the  coordinated 
planning  of  all  functions  and  activities 
within  an  organization  and  consist  of  two 
major  elements,  the  operating  budget  and 
the  financial  budget.  The  entire  master 
budget  is  usually  distributed  only  to 
executives  and  to^level  managers.  Lower 
level  managers  usually  receive  only  those 
sections  for  which  they  are  responsible. 

a.  Operating  budget.  An  operating  bud¬ 
get  is  a  forecasted  net  income  statement 
consisting  of  several  sub-budgets  (e.g. 
sales,  cost  of  goods  sold,  direct  and 
indirect  expenses)  and  summarizing  the 
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individual  budgets  of  each  department  or 
function  within  an  organization. 

(1)  Sales  budget.  The  sales  budget  is  the 
starting  point  for  the  entire  master  bud¬ 
get.  From  the  sales  budget,  resource  re¬ 
quirements  are  developed  for  work  al¬ 
ready  under  contract,  new  work  expected 
during  the  budget  period,  administrative 
functions,  and  independent  research  and 
development  efforts.  Required  resources 
include  total  staffing  needs,  space,  capital 
expenditures,  utility  requirements,  direct 
and  indirect  material  needs,  employee 
fringe  benefit  costs,  and  others. 

(2)  Program  or  production  budgets.  A 
program  or  production  budget  is  part  of 
the  operating  budget.  It  is  a  summary 
type  document  used  to  project  direct  and 
indirect  resource  requirements  needed  to 
meet  forecasted  sales  volume.  It  typically 
includes  a  series  of  sub-budgets.  These 
sub-budgets  are  generally  for  direct  labor, 
direct  material,  other  direct  costs,  and 
overhead.  It  may  also  include  quantity 
and  scheduling  information  on  parts, 
major  assemblies,  and  deliverable  hard¬ 
ware.  Once  quantity  requirements  are 
defined,  each  of  the  various  sub-budgets 
is  developed  based  upon  those  require¬ 
ments.  Program  budgets  are  generally 
prepared  for  each  accounting  period  by 
contract,  program,  or  product  line.  The 
level  of  detail  in  a  program  budget  varies, 
based  on  program  size  and  contractual 
requirements.  The  estimated  effort  in  the 
program  budget  should  reconcile  to  simi¬ 
lar  data  in  the  operating  budget,  and  the 
overall  management  controls  imposed  by 
the  operating  budget  also  apply  to  indi¬ 
vidual  program  or  contract  costs.  Auto¬ 
mated  systems  used  in  the  process  should 
include  controls  which  identify  and  re¬ 
port  reconciliation  errors.  Some  small 
tolerances  may  be  built  into  the  system; 
for  example,  insignificant  dollar  amounts 
or  percentages.  However,  these  should  be 
clearly  identified  with  controls  in  place  to 
prevent  changes  without  proper  authori¬ 
zation. 

(3)  Staffing  budget.  The  staffing  budget 
shows  staffing  requirements  for  both  di¬ 
rect  and  indirect  employees. 

b.  Financial  budget.  The  financial  bud¬ 
get  is  a  forecasted  balance  sheet  consist¬ 
ing  of  sub-budgets,  typically  the  capital 
expenditure  plan  and  cash  flow  projec- 
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tions.  A  capital  budget  shows  total 
planned  capital  asset  acquisitions,  each 
designed  to  contribute  to  the  productive 
facilities  required  to  support  planned 
volume.  It  formalizes  capital  expenditure 
funding  and  is  typically  approved  by  a 
special  appropriations  committee.  (See 
14-600.) 

c.  Motivational  budgeting.  Some  com¬ 
panies  use  a  budgeting  philosophy  known 
as  motivational  budgeting  whereby  man¬ 
agement  establishes  extremely  tight  goals 
and  targets  as  a  means  of  motivating 
better  performance  and  cost  reductions. 
When  such  techniques  are  used,  they  are 
usually  reflected  in  the  budgets  of  lower 
level  managers  from  whom  resources 
expected  to  be  available  are  held  back. 
Sometimes  these  resources  are  ultimately 
distributed.  On  the  other  hand,  top  man¬ 
agement  may  never  intend  to  allocate 
these  resources  to  the  operating  managers 
but  instead  use  them  as  a  control  device 
against  which  to  offset  unfavorable  vari¬ 
ances.  By  using  this  technique,  top  man¬ 
agement  establishes  different  goals  or 
levels  of  expected  performance  for  select¬ 
ed  segments  of  its  organization.  Accord¬ 
ingly,  the  auditor  must  determine  that 
staffing  level  forecasts  and  supporting 
expense  projections  in  operating  level 
budgets  reconcile  with  the  hi^er  level 
master  budget.  If  significant  differences 
are  found,  the  auditor  should  obtain  an 
explanation,  and  assess  the  reasonable¬ 
ness  of  any  management  reserves. 

d.  An  adequate  budgeting  process  will 
ensure  that  budgeted  amounts  reflect  the 
reasonable  cost  of  work  to  be  performed. 
The  preparation  of  effective  budgets  is  an 
essential  part  of  any  contractor  cost  con¬ 
trol  effort.  It  not  only  serves  as  a  baseline 
for  evaluating  performance  but  also  helps 
identify  areas  requiring  special  attention. 
When  evaluating  the  effectiveness  of  the 
contractor’s  budget  preparation  process, 
the  auditor  should  consider  whether  con¬ 
trols  are  in  place  to  ensure  that  budgets 
are; 

(1)  prepared  for  appropriate  time 

periods  and  in  all  areas  which  impact 

government  contracts 

(2)  prepared  in  a  timely  manner 


(3)  consistent  with  strategic  and 
long-range  plans 

(4)  aggressive  but  attainable 

(5)  approved  by  an  appropriate  level 
of  management 

(6)  communicated  to  appropriate  in¬ 
dividuals  within  the  organization 

5-508.1  Scope  of  Budgets 

Budgets  should  be  prepared  for  all 
major  aspects  of  the  contractor’s  opera¬ 
tions  which  have  an  impact  on  govern¬ 
ment  contracts.  The  auditor  should  be 
alert  for  areas  of  the  contractor’s  opera¬ 
tions  in  which  budgets  are  not  prepared 
or  prepared  in  insufficient  detail  to  serve 
as  a  baseline  for  controlling  costs.  In 
addition,  budgets  should  cover  a  suffi¬ 
cient  period  of  time  to  allow  for  the 
effective  management  of  the  operations 
being  budgeted.  For  example,  budgets  for 
overhead  or  general  and  administrative 
expenses  typically  cover  a  single  operat¬ 
ing  period  while  program  budgets  or 
capital  expenditure  budgets  may  cover 
several  years.  The  auditor  must  exercise 
considerable  care  in  evaluating  the  scope 
of  the  contractor’s  budgeting  activities 
and  the  effect  that  it  has  on  other  con¬ 
tract  audit  effort,  particularly  contract 
pricing. 

5-508.2  Timeliness  of  Budgets 
Budgets  should  be  prepared  and  final¬ 
ized  early  enough  in  the  budget  cycle  to 
maximize  the  amount  of  time  individual 
managers  have  to  meet  the  budget  objec¬ 
tives.  Failure  to  develop  budgets  early  in 
the  budget  cycle  can  result  in  ineffective 
control  over  cost  incurred  prior  to  imple¬ 
mentation  of  the  budget.  This  can  often 
create  additional  pressure  for  managers 
to  redirect  costs  in  an  effort  to  meet  the 
budget  objectives.  The  auditor  should 
consider  whether  or  not  the  contractor 
establishes  a  formal  timetable  for  the 
budget  preparation  process  and  controls 
the  process  to  identified  milestones. 

5-508.3  Consistency  with  Strategic  and 
Long-Range  Plans 

Budgeted  amounts  should  reflect  the 
goals  and  objectives  contained  in  the 
contractor’s  strategic  and  long-range 
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plans.  Since  a  major  purpose  of  budgets 
is  to  help  achieve  the  strategic  and  long- 
range  goals  of  the  company,  it  is  impor¬ 
tant  that  those  objectives  be  considered 
in  the  budget  preparation  process.  For 
example,  the  auditor  should  consider 
whether; 

(1)  strategic  and  long-range  planning 
information  is  communicated  to 
budgeting  personnel  at  the  begin¬ 
ning  of  the  budget  preparation  pro¬ 
cess 

(2)  budget  objective  guidance  is  pre¬ 
pared  and  distributed  by  individu¬ 
als  who  are  familiar  with  strategic 
and  long-range  goals 

(3)  budgets  are  reviewed  for  consisten¬ 
cy  with  strategic  and  long-range 
objectives  prior  to  final  approval 

5-508.4  Development  of  Budget 
Amounts 

Budgets  that  are  not  sufficiently  aggres¬ 
sive  may  not  maximize  the  contractor’s 
opportunity  to  achieve  strategic  or  long- 
range  objectives.  Conversely,  budgets 
that  are  too  aggressive  increase  the  risk 
that  individual  managers  will  misailocate 
resources  in  an  attempt  to  meet  budgets, 
or  not  attempt  to  meet  budgets  they 
perceive  as  unattainable.  For  example, 
the  auditor  should  consider  whether: 

(1)  guidelines  are  established  for  the 
use  of  scientific/technical  studies 
(e.g.,  work  measurement  stan¬ 
dards),  historical  performance, 
cost/benefit  analysis,  accepted  eco¬ 
nomic  indices,  and/or  other  objec¬ 
tive  techniques; 

(2)  budgets  are  coordinated  with  ap¬ 
propriate  personnel,  particularly 
individual  managers  responsible 
for  performing  within  budgets,  by 
soliciting  their  input,  and  obtain¬ 
ing  their  concurrence  before  final¬ 
izing  budgets;  and 

(3)  supporting  data  and  rationale  is 
required  to  be  documented  for  use 
in  the  preparation  of  future  bud¬ 
gets. 

5-508.5  Management  Approval 

Final  budgets  should  be  reviewed  and 
approved  by  an  appropriate  level  of  man¬ 
agement.  Formal  requirements  for  man¬ 
agement  approval  help  ensure  that  man¬ 


agement  is  aware  of  specific  budgetary 
objectives,  and  evidence  of  management 
approval  increases  the  authority  of  bud¬ 
gets  by  demonstrating  management  sup¬ 
port  for  budgetary  objectives.  For  exam¬ 
ple,  the  auditor  should  consider  whether; 

(1)  budgetary  documents  require  man¬ 
agement  approval 

(2)  the  level  of  management  approval 
for  different  budgets  has  been  iden¬ 
tified 

(3)  managers  are  allowed  sufficient 
time  to  effectively  review  budgets 
prior  to  approval 

(4)  documentation  standards  exist  for 
management  review,  adjustments, 
and  approval  to  ensure  that  indi¬ 
vidual  managers  are  aware  of  man¬ 
agement’s  support  for  budget  ob¬ 
jectives 

5-508.6  Communication  of  Budget 
Information 

Budget  information  should  be  distrib¬ 
uted  to  individual  managers  responsible 
for  meeting  budgetary  objectives  and  to 
personnel  responsible  for  monitoring 
budget  performance.  For  budgets  to  be 
effective,  these  individuals  must  have  the 
specific  information  they  need  to  per¬ 
form  their  duties.  For  example,  the  audi¬ 
tor  should  consider  whether  budget  for¬ 
mats  are  formalized  to  ensure  that  rele¬ 
vant  information  is  distributed  to  the 
individual  managers  and  monitoring  per¬ 
sonnel;  and,  a  distribution  list  is  main¬ 
tained  showing  the  appropriate  budget 
formats  and/or  relevant  budget  informa¬ 
tion  to  be  distributed  to  individual  man¬ 
agers  and  monitoring  personnel. 

5-509  Performance  Measurement 

Actual  performance  should  be  periodi¬ 
cally  compared  to  budgeted  amounts  to 
allow  for  the  prompt  identification  of 
variances  and  implementation  of  neces¬ 
sary  corrective  actions.  Budgets  are  de¬ 
signed  to  serve  as  a  baseline  for  compar¬ 
ing  actual  performance  with  established 
strategic  or  long-range  goals.  To  effective¬ 
ly  accomplish  this,  contractors  should 
have  a  formal  system  for  monitoring 
actual  budget  performance.  In  evaluating 
the  effectiveness  of  the  contractor’s  mon¬ 
itoring,  the  auditor  should  consider 
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whether  actual  performance  is  periodical¬ 
ly  compared  to  budgeted  amounts  and 
that  variances  are  identified  and  report¬ 
ed;  and,  necessary  corrective  actions  are 
identified  and  implemented  in  a  timely 
manner. 

5-509.1  Comparison  of  Actual  and 
Budgeted  Amounts 

Periodic  comparison  of  actual  perfor¬ 
mance  and  budgeted  amounts  increases 
the  likelihood  that  budgeta^  objectives 
will  be  met  by  providing  individual  man¬ 
agers  with  the  opportunity  to  take  correc¬ 
tive  actions  to  control  potentially  signifi¬ 
cant  variances.  To  accomplish  this,  the 
contractor  should  have  a  formal  system 
which  identifies: 

(1)  variance  analysis  reporting  thresh¬ 
olds  or  other  criteria  to  define  what 
management  considers  to  be  a  re¬ 
portable  variance 

(2)  variance  computation  guidelines  to 
help  identify  potentially  significant 
variances 

(3)  standard  variance  report  formats 
to  facilitate  monitoring  of  signifi¬ 
cant  variances  by  providing  consis¬ 
tency  and  comparability  between 
reporting  periods 

(4)  formal  variance  analysis  reporting 
periods 

(5)  distribution  of  detailed  variance 
analysis  reports  to  individual  man¬ 
agers  subject  to  budgetary  control 

(6)  distribution  of  summary  variance 
analysis  reports  to  upper  manage¬ 
ment  so  they  can  monitor  budget 
performance  in  relation  to  strategic 
and  long-range  objectives  to  deter¬ 
mine  if  revisions  to  strategic  or 
long-range  plans  are  needed 

5-510  Budget  Revisions 

Budget  revisions,  when  necessary, 
should  be  controlled  to  ensure  that  they 
are  justified,  documented,  approved,  and 
processed  in  a  timely  manner.  While 
budget  revisions  are  inevitable,  contrac¬ 
tors  should  have  a  formal  system  for 
submitting,  reviewing  and  approving  re¬ 
quests  for  such  revisions.  Failure  to  es¬ 
tablish  such  a  system  can  result  in  exces¬ 
sive  or  unnecessary  budget  revisions  and 
undermine  the  integrity  of  the  entire 


budgeting  process.  In  evaluating  the  ef¬ 
fectiveness  of  the  contractor’s  budget 
revision  process,  the  auditor  should  con¬ 
sider  whether  procedures  are  in  place  to 
ensure  that  budget  revisions  are  justified 
and  necessary  budget  revisions  are  made 
in  a  timely  manner. 

5-510.1  Justification  for  Budget 
Revisions 

Requests  for  budget  revisions  should 
be  carefully  screened  to  ensure  that  a 
valid  reason  exists  for  adjusting  the  bud¬ 
geted  amounts.  Failure  to  meet  budget 
objectives  should  not  be  considered  a 
valid  reason  for  making  adjustments.  The 
contractor  should  establish  a  formal  deci¬ 
sion  making  process  to  review,  docu¬ 
ment,  and  approve  all  requests  for  budget 
revisions.  This  process  should  include: 

(1)  a  formal  management  policy  on 
budget  revisions  to  ensure  that 
corrective  actions  or  other  mea¬ 
sures  are  attempted  before  revising 
budgets 

(2)  criteria  for  evaluating  requested 
revisions  to  ensure  approvals  are 
consistent  with  management  policy 

(3)  thresholds  established  to  minimize 
requests  for  immaterial  revisions 

(4)  provisions  for  upper  management 
to  initiate  budget  revisions  based 
on  changes  in  strategic  or  long- 
range  plans 

(5)  criteria  for  reviewing  and  approv¬ 
ing  requests  for  budget  revisions 
that  maintain  the  same  level  of 
control  as  those  established  for 
preparation  of  initial  budgets 

5-510.2  Timely  Implementation  of 
Budget  Revisions 

Timely  review  and  approval  of  budget 
revisions  increases  the  likelihood  that 
revised  budgetary  objectives  will  be  met 
by  maintaining  the  integrity  (reasonable- 
ness/attainability)  of  the  budget  and  by 
providing  individual  managers  as  much 
time  as  possible  to  achieve  the  revised 
objectives.  For  example,  the  auditor 
should  consider  whether: 

(1)  corrective  actions  are  monitored  to 
identify  when  budget  revisions 
may  be  necessaiy 

(2)  there  is  periodic  communication 
between  the  budget  department  (or 
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other  organizational  element  re¬ 
sponsible  for  reviewing  and  ap¬ 
proving  budget  revisions)  and  indi¬ 
vidual  managers  to  identify  the 
need  for  budget  revisions  as  soon 
as  possible 

(3)  standardized  request  formats  and 
procedures  are  used  to  expedite 
processing  of  requests  for  budget 
revisions 

5-511  Reporting  Audit  Results 

a.  The  auditor  should  follow  the  guid¬ 
ance  in  5-110,  10-200  and  10-400  for 
reporting  on  compliance  with  laws  and 
regulations  and  on  internal  controls  rela¬ 
tive  to  the  contractor’s  accounting  and 
man^ement  systems. 

b.  Conduct  an  exit  conference  in  accor¬ 
dance  with  4-304.  Include  the  contrac¬ 


tor’s  reactions  in  the  working  papers  and 
the  report. 

c.  If  deficiencies  have  been  disclosed 
and/or  recommendations  are  presented 
in  the  report,  schedule  a  follow-up  review 
to  be  performed  within  a  reasonable 
period  of  time. 

d.  If  the  contractor  has  contracts  re¬ 
quiring  an  approved  C/SC  system,  pro¬ 
vide  an  assessment  of  whether  any  defi¬ 
ciencies  are  likely  to  have  a  material 
effect  on  the  reliability  of  the  contractor’s 
C/SC  system  (l(M08.b).  The  auditor 
should  immediately  evaluate  the  impact 
of  deficiencies  which  may  have  a  materi¬ 
al  effect  on  reports  submitted  for  specific 
contracts  requiring  an  approved  C/SC 
system  and  provide  the  details  in  C/SC 
systems  surveillance  reports  (1  l-209e). 
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5-600  Section  6  —  Purchasing  System  Review 


5-601  Introduction 

a.  Refer  to  5-101  for  the  auditor's 
fundamental  requirements  for  obtaining 
and  documenting  an  understanding  of  a 
contractor’s  internal  structure  and  assess¬ 
ing  control  risk. 

b.  This  section  presents  guidance  for 
reviewing  a  contractor’s  internal  controls 
of  both  a  manual  and  automated  nature 
over  purchasing  and  subcontracting.  The 
guidelines  relate  to  the  assessment  of 
control  risk  based  on  a  review  of  the 
contractor’s  policies,  procedures,  and  in¬ 
ternal  control  structure.  Guidance  on 
reviews  of  other  components  affecting 
incurred  material  cost  is  in  5-700. 

5-602  Background  Information 

a.  The  purchasing  and  subcontracting 
function  includes  make  or  buy  decisions, 
the  selection  of  vendors,  analysis  of  quot¬ 
ed  prices,  negotiation  of  prices  with  ven¬ 
dors,  placing  and  administering  of  or¬ 
ders,  and  expediting  delivery  of  materi¬ 
als. 

b.  Purchasing  systems  vary  among 
companies  according  to  organizational 
size  and  structure,  EDP  capabilities,  ac¬ 
counting  system,  personal  preferences  of 
corporate  officials,  and  other  influences. 
In  general,  the  critical  control  objectives 
a  contractor’s  purchasing  system  should 
have  include: 

(1)  Internal  audits  or  management  re¬ 
views,  training,  and  policies  and 
procedures  for  the  purchasing  de¬ 
partment  to  ensure  the  integrity  of 
the  purchasing  system. 

(2)  Policies  and  procedures  to  assure 
purchase  orders  and  subcontracts 
contain  all  flow  down  clauses,  in¬ 
cluding  terms  and  conditions  re¬ 
quired  by  the  prime  contract,  as 
well  as  any  clauses  needed  to  carry 
out  the  requirements  of  the  prime 
contract. 

(3)  An  organizational  and  administra¬ 
tive  structure  that  ensures  effective 
and  efficient  procurement  of  re¬ 
quired  quality  materials  and  parts 


at  the  most  economical  cost  from 
responsible/reliable  sources. 

(4)  Selection  processes  to  ensure  the 
most  responsive  and  responsible 
sources  for  furnishing  required 
quality  parts  and  materials  and  to 
promote  competitive  sourcing 
among  dependable  suppliers  so 
that  purchases  are  reasonably 
priced  and  from  sources  that  meet 
contractor  quality  requirements. 

(5)  Price  or  cost  analysis  performed 
with  every  purchasing  action. 

(6)  Procedures  to  ensure  that  proper 
types  of  subcontracts  are  selected 
and  that  there  are  controls  includ¬ 
ing  oversight  and  surveillance  of 
subcontracted  effort. 

5-603  General  Audit  Policy 

a.  Refer  to  5-103  for  DCAA’s  general 
audit  policy  for  the  review  of  contractor 
accounting  and  management  systems  and 
related  internal  controls. 

b.  The  administrative  contracting  offi¬ 
cer  (ACO)  is  responsible  for  reviewing 
the  contractor’s  purchasing  systems.  In 
accordance  with  FAR  44.3,  a  contractor 
purchasing  system  review  (CPSR)  shall 
generally  be  conducted  at  least  every 
three  years  for  each  contractor  whose 
sales  to  the  Government,  using  other 
than  sealed  bid  procedures,  are  expected 
to  exceed  $10  million  during  the  next  12 
months.  In  accordance  with  DFAR 
244.301.  members  of  other  organizations 
such  as  audit  or  program  management 
activities  should  not  conduct  separate 
reviews  for  these  contractors,  but  may 
participate  in  a  review  conducted  for  the 
ACO  by  the  DLA  CPSR  team.  These 
organizations  may,  if  they  suspect  a  prob¬ 
lem,  recommend  that  the  ACO  initiate  a 
special  review. 

c.  DCAA’s  audit  objective  is  the  ade¬ 
quacy  of  the  internal  controls  over  the 
system  and  the  contractor’s  monitoring 
of  compliance  with  its  controls.  The  DLA 
CPSR  team  normally  covers  most  DCAA 
concerns  regarding  internal  controls. 
Therefore,  it  is  extremely  important  that 
prior  to  commencing  any  review  of  the 
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contractor’s  purchasing  system,  the  audi¬ 
tor  coordinate  with  the  contracting  offi¬ 
cer  and  the  DLA  CPSR  team  (see  5-1300 
and  FAR  Part  44  for  discussion  of 
DCAA’s  participation  on  joint  CPSR 
reviews).  If  a  CPSR  is  planned,  the 
DCAA  auditor  should  be  a  member  of 
the  CPSR  team  and  the  scope  of  the 
review  should  be  discussed.  There  should 
be  mutual  agreement  in  the  planning 
stage  on  what  additional  audit  steps  wilt 
be  necessaiy  to  address  DCAA’s  con¬ 
cerns.  During  the  CPSR,  it  is  not  the 
auditor’s  responsibility  to  review  the 
quality  of  the  CPSR  team’s  work.  How¬ 
ever,  the  auditor  should  understand  the 
scope  of  the  work  being  performed  in 
order  to  assess  whether  additional  steps 
are  required  to  satisfy  DCAA’s  concerns. 
The  auditor  will  make  maximum  use  of 
the  work  performed  and  the  conclusions 
reached  during  these  reviews  in  establish¬ 
ing  the  extent  of  any  separate  coverage 
and  audit  tests  to  be  undertaken  in  this 
area  (see  Appendix  D-300). 

d.  If  there  is  no  CPSR  scheduled  in  a 
reasonable  time  and  the  auditor  feels  the 
government  is  at  risk,  these  concerns 
should  be  elevated  to  the  regional  office 
prior  to  any  audit  effort.  Otherwise  any 
DCAA  audit  effort  should  be  deferred 
until  the  next  scheduled  CPSR. 

e.  If  the  audit  risk  is  considered  to  be 
high,  purchasing  system  reviews  shouk 
be  performed  more  frequently.  These 
reviews  should  also  be  considered  at 
smaller  contractor  locations,  who  are 
below  the  CPSR/DLA  $10  million  re¬ 
quirement,  where  there  are  indications  of 
significant  purchasing  system  problems. 
Such  reviews  may  be  performed  in  con¬ 
junction  with  estimating  system  surveys 
(see  5-1200). 

f.  Once  a  comprehensive  review  of  a 
contractor’s  entire  purchasing  system  has 
been  performed,  it  should  serve  as  a 
baseline  for  establishing  the  scope  of 
subsequent  purchasing  system  reviews. 
Subsequent  reviews  would  normally  be 
limited  to  purchasing  system  changes  and 
other  areas  identified  as  high  risk. 

5-604  Audit  Objectives 

a.  The  purpose  of  this  audit  is  to 
evaluate  the  adequacy  of  and  the  contrac¬ 


tor’s  compliance  with  the  purchasing 
system’s  internal  controls.  Refer  to  5-104 
for  DCAA’s  primary  objectives  for  audit¬ 
ing  the  contractor’s  accounting  and  man¬ 
agement  systems. 

b.  The  primary  audit  objective  in  re¬ 
viewing  a  contractor’s  purchasing  system 
is  to  oftain  a  sufficient  understanding  to 
plan  related  contract  audit  effort.  This 
requires  that  the  auditor  assess  the  ade¬ 
quacy  of  the  contractor’s  purchasing  poli¬ 
cies  and  procedures,  whether  they  have 
been  implemented,  and  if  they  are  work¬ 
ing  effectively. 

5-605  Audit  Scope 

a.  While  the  nature  and  extent  of  audit 
effort  depends  upon  contractor  size, 
amount  of  government  business,  and 
audit  risk  (materiality  and  sensitivity), 
the  audit  scope  should  be  consistent  with 
the  guidance  in  5-105. 

b.  The  extent  of  audit  effort  should  be 
influenced  by  ( 1 )  reviews  by  other  agen¬ 
cies  (CPSRs);  (2)  the  types  of  government 
contracts  and  their  materiality:  (3)  the 
adequacy  of  the  contractor’s  policies, 
procedures,  and  internal  structure  on 
other  major  systems;  (4)  the  results  of 
prior  reviews,  (5)  deficiencies  noted  in 
ongoing  audits  (audit  leads);  (6)  the  ex¬ 
tent  and  results  of  contractor  self  assess¬ 
ment  reviews;  (7)  the  extent  of  automa¬ 
tion;  and  (8)  contract  provisions.  General 
information  regarding  these  scope  areas 
is  provided  in  3-104  and  additional  con¬ 
siderations  sp^ific  to  the  purchasing 
system  are  discussed  below.  Working 
papers  will  include  a  risk  assessment 
documenting  the  impact  of  the  above 
eight  areas  on  audit  scope. 

5-606  Compliance  Reviews,  Training, 
and  Policies  and  Procedures 

The  contractor  should  have  policies 
and  procedures  for  monitoring  its  pur¬ 
chasing  systems,  training  its  employees, 
and  ensuring  the  integrity  of  the  purchas¬ 
ing  system. 

5-606.1  Compliance  Reviews 

Systems  with  weak  or  nonexistent  in¬ 
ternal  control  structures  only  increase  the 
risk  of  cost  mischarging  or  misallocation. 
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The  existence  of  strong  self-controls  in¬ 
creases  the  reliance  that  can  be  placed  on 
the  cost  representations  from  that  sys¬ 
tem.  Therefore,  the  contractor  should 
conduct  regular  internal  compliance  re¬ 
views.  These  compliance  reviews  should 
address  the  following  areas:  the  adequacy 
of  written  procedures,  employee  knowl¬ 
edge  and  compliance  with  policies  and 
procedures,  consistency  with  which  the 
policies  and  procedures  are  applied  and 
by  whom,  and  timely  follow-up  action  on 
deficiencies. 

a.  Types  of  Reviews.  The  contractor 
may  perform  internal  compliance  audits 
using  auditors  or  nonauditors,  rely  on 
monitoring  in  the  form  of  physical  obser¬ 
vation,  rely  on  reviews  of  performance  or 
exception  reports,  request  external  au¬ 
dits,  or  use  a  combination  of  techniques. 

The  contractor  may  have  several  func¬ 
tions  performing  the  reviews.  The  con¬ 
tractor  may  also  have  various  perfor¬ 
mance  criteria  and  reporting  require¬ 
ments  to  upper  management  which  relate 
to  the  timeliness  and  effectiveness  of  the 
purchasing  function.  For  example,  exces¬ 
sive  number  of  days  to  process  requisi¬ 
tions,  work  stoppages  resulting  from  de¬ 
lays  in  receiving  material,  how  many 
orders  are  issued  per  day  per  buyer,  etc. 

b.  Adequacy  of  Procedures.  Whatever 
the  form  of  the  reviews,  there  should  be 
procedures  which  identify  the  intervals  of 
performance  of  the  reviews,  the  person¬ 
nel  responsible  for  performance  of  the 
review,  the  areas  to  be  covered  during  the 
reviews,  documentary  evidence  that  the 
review  has  been  performed,  and  the  re¬ 
quirements  for  follow-up  action.  The 
procedures  should  address  coverage  of 
the  following  areas:  review  of  the  adequa¬ 
cy  and  consistency  of  application  of  the 
written  procedures  by  buyers,  EDP  inter¬ 
face  with  the  purchasing  system,  employ¬ 
ee  knowledge  and  compliance  with  these 
written  procedures,  and  responsiveness 
to  required  corrective  actions.  Policies 
and  procedures  should  assure  that  pur¬ 
chasing  personnel  are  complying  with 
applicable  public  laws  and  implementing 
government  regulations,  (e.g.  Truth  in 
Negotiations).  (DFARS  C-203.1(c) 
(IKii)). 

c.  Adequacy  of  Reviews.  The  adequacy 
of  the  reviews  should  be  assessed  in 


accordance  with  the  criteria  in  4-1000. 
The  reviews  should  be  performed  in 
accordance  with  written  procedures  and 
by  personnel  possessing  a  level  of  compe¬ 
tence,  independence,  and  objectivity  re¬ 
quired  of  a  reviewer.  The  scope  and 
depth  of  audit  should  be  consistent  with 
the  contractor's  risk  assessment  level  and 
sufficient  to  identify  outdated  written 
procedures,  inconsistent  application  of 
the  procedures,  lack  of  employee  knowl¬ 
edge  or  compliance  with  the  written 
procedures,  the  adequacy  of  the  contrac¬ 
tor’s  ethics  program,  and  untimely  fol¬ 
low-up  actions. 

Policies  and  procedures  should  support 
a  system  that  provides  for  tracking  re¬ 
sponses  to  and  resolution  of  required 
corrective  actions  in  a  timely  manner. 
The  auditor  should  determine  whether 
the  corrective  actions  are  (1)  communi¬ 
cated  to  the  management  level  responsi¬ 
ble  for  action,  (2)  monitored  for  timely 
resolution,  and  (3)  documented  and  veri¬ 
fied. 

5-606.2  Training 

Training  of  Employees.  A  well  trained 
staff  results  in  current,  accurate,  effec¬ 
tive,  and  efficient  purchases.  Contractor 
personnel  need  to  be  specially  trained  in 
Government  purchasing  regulations,  con¬ 
tract  clauses,  and  contractor  procedures. 
Additionally,  purchasing  department  per¬ 
sonnel  should  have  sufficient  supplier 
and  technical  knowledge  to  make  it  un¬ 
necessary  to  depend  wholly  on  engineers 
and  other  technicians  to  dictate  the 
source  of  supply  or  price.  Therefore,  the 
contractor  should  have  standards  for  the 
qualification,  training,  and  experience  of 
its  purchasing  personnel,  (also  refer  to 
DFARS  C-202.6) 

a.  Types  of  Training.  The  contractor 
may  require  that  personnel  responsible 
for  various  types  of  procurement  have 
special  qualifications  prior  to  their  being 
hired.  The  contractor  may  provide  op¬ 
portunities  for  personnel  to  take  outside 
educational  courses  or  provide  internal 
courses.  The  contractor  may  also  provide 
detailed  on-the-job  training  and/or  de¬ 
tailed  desk  procedures. 

b.  Adequacy  of  Training  Procedures. 
Procedures  should  identify  the  minimum 
required  course  topics,  the  frequency  of 
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the  training,  and  the  criteria  for  docu¬ 
mentation  of  completion.  If  specific  pro¬ 
cedures  are  not  available,  the  auditor 
should  have  the  contractor  identify  its 
practice  in  the  above  areas  for  later 
verification  with  employees.  The  proce¬ 
dures  should  require  the  training  pro¬ 
gram  be  updated  to  cover  current  govern¬ 
ment  rules  and  regulations  and  adjusted 
to  comply  with  revisions  to  the  contrac¬ 
tor’s  system.  These  areas  may  be  covered 
under  more  than  one  training  class  and 
some  may  be  covered  by  memorandums, 
bulletins,  or  pamphlets. 

c.  Adequacy  of  Training  Topics.  Train¬ 
ing  programs  may  include  (1)  an  over¬ 
view  of  the  contractor’s  accounting  sys¬ 
tem;  (2)  an  overview  of  written  purchas¬ 
ing  policies  and  procedures;  (3)  purchas¬ 
ing  file  requirements  and  standard  forms; 
(4)  instructions  on  required  contract 
clauses  (such  as  those  in  S-607);  (S)  ethics 
procedures  (conflict  of  interest,  gifts,  gra¬ 
tuities  and  anti-kickbacks);  (6)  a  descrip¬ 
tion  on  the  review  and  approval  process; 
and  (7)  information  on  penalties  associ¬ 
ated  with  the  statutes  on  false  claims  and 
false  statements. 

5-606.3  Policies  and  Procedures 
Written  policies  and  procedures  that 
encompass  the  purchasing  operation  help 
ensure  that  (I)  delegated  duties  and  re¬ 
sponsibilities  are  formally  documented 
and  communicated  to  employees,  (2) 
specific  controls  operate  consistently 
from  period  to  period,  (3)  established 
purchasing  practices  are  consistent  with 
management’s  goals  and  objectives,  and 
(4)  are  based  on  authorized  requirements. 
A  formal  written  statement  of  policies 
and  procedures  rather  than  an  informal 
one  based  on  established  customs  of  the 
organization  should  exist  at  all  contractor 
locations  with  substantial  government 
business.  The  policies  and  procedures 
should  include  the  items  as  set  forth  in 
Attachment  1  to  the  Standard  Audit 
Program  included  on  the  DIIS  (also  refer 
to  DFARS  C-203).  When  evaluating  the 
contractor’s  policies  and  procedures,  the 
auditor  should  consider  whether  they: 

a.  Address  all  major  duties  and  respon¬ 
sibilities  in  the  purchasing  system.  They 
should  be  comprehensive  and  easily  un¬ 
derstood  in  order  to  minimize  the  risk  of 


errors  arising  from  causes  such  as  misun¬ 
derstood  instructions,  and  mistakes  in 
judgement.  The  auditor  should  be  alert 
for  aspects  of  the  purchasing  system 
process  which  are  not  covered  by  policies 
and  procedures.  Additionally,  the  auditor 
should  note  any  instances  where  actual 
practices  are  inconsistent  with  estab¬ 
lished  policies  and  procedures.  In  these 
instances,  the  auditor  should  consider  the 
underlying  cause  for  these  inconsistencies 
(e.g.,  failure  to  adequately  communicate 
changes  in  established  policies  and  proce¬ 
dures). 

b.  Are  approved  by  an  appropriate 
level  of  management  to  signify  the  dele¬ 
gation  of  authority  and  to  effectively 
convey  management's  commitment  to 
adhering  to  established  policies  and  pro¬ 
cedures,  and  complying  with  FAR  and 
other  applicable  regulations.  The  auditor 
should  carefully  assess  the  level  of  man¬ 
agement  approval  to  determine  if  it  is 
appropriate  given  the  nature  of  the  duties 
and  responsibilities  being  assigned. 
While  not  inherently  indicative  of  poor 
policies  and  procedures,  failure  to  in¬ 
volve  an  appropriate  level  of  manage¬ 
ment  in  the  approval  process  can  result  in 
a  perceived  lack  of  importance  and  ulti¬ 
mately  a  lack  of  compliance. 

c.  Were  communicated  to  those  indi¬ 
viduals  within  the  organization  who  are 
responsible  for  executing  them.  This 
communication  involves  not  only  mak¬ 
ing  sure  that  appropriate  employees  are 
aware  of  established  policies  and  proce¬ 
dures,  but  also  providing  the  necessary 
training  to  ensure  that  they  understand 
how  to  interpret  and  execute  them. 

5-607  Contract  Clauses  in  Purchase 
Orders  and  Subcontracts 

The  contractor  should  have  policies 
and  procedures  to  ensure  that  all  applica¬ 
ble  purchase  orders  and  subcontracts 
contain  all  flow  down  clauses,  including 
terms  and  conditions  and  any  other 
clauses  needed  to  carry  out  the  require¬ 
ments  of  the  prime  contract.  Purchasing 
j^rsonnel  must  be  aware  of  the  distinc¬ 
tion  between  general  or  standard  contract 
provisions,  and  those  which  are  special 
(used  only  when  warranted).  Manual  or 
computerized  forms  may  be  used  with 
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desk  procedures  or  help  menus  that  ex¬ 
plain  the  criteria  used  to  designate  which 
clauses  are  special.  For  clauses  that  may 
require  special  attention,  refer  to  DFARS 
C-204  and  DFARS  C-205.4.  A  legal  spe¬ 
cialist  may  assist  the  CPSR  team  in 
performing  the  clause  review. 

5-608  Management  of  Purchasing 

The  contractor  should  organize  and 
administer  the  purchasingdepartment  to 
ensure  the  effective  and  efficient  procure¬ 
ment  of  required  quality  materials  and 
parts  at  the  most  economical  cost  from 
responsible/reliable  sources.  DFARS  C- 
205  provides  criteria  used  by  the  CPSR 
team  to  assess  the  effectiveness  of  this 
area. 

5-608.1  Organizational  Independence 

The  purchasing  department  should 
have  an  organizational  plan  which  estab¬ 
lishes  clear  lines  of  authority  and  respon¬ 
sibility.  Items  to  consider  include: 

a.  The  purchasing  department  is  inde¬ 
pendent  of  other  departments  and  is 
responsible  for  procuring  all  materials, 
supplies,  services,  and  equipment. 

b.  The  receiving  function  is  performed 
by  personnel  independent  of  the  buying 
function  (6-311). 

c.  All  purchasing  department  personnel 
should  understand  their  assigned  respon¬ 
sibilities,  authority,  and  limitations. 

d.  There  should  be  procedures  delegat¬ 
ing  who  has  the  authority  to  make  com¬ 
mitments  and  to  question  quality  and 
quantity  of  material  requisitioned  or  re¬ 
ceived.  (DFARS  C-203.1(cKl)(i)) 

5-608.2  Administrative  Controls 

In  addition  to  controls  related  to 
Source  Selection  (5-609),  Pricing/Cost 
Analysis  and  Negotiation  (5-610),  and 
Subcontract  Award  and  Administration 
(5-611),  management  should  have  the 
following  controls  in  place  over  place¬ 
ment  and  administration  of  purchase 
orders; 

a.  Purchase  orders  are  based  on  author¬ 
ized  requisitions  (6-308).  The  requisi¬ 
tions  should  indicate  the  specific  con¬ 
tract,  project,  department,  or  account 
(i.e.,  cost  objective)  to  which  the  materi¬ 
als  or  services  will  be  charged. 


b.  Effective  numerical  document  con¬ 
trols  or  status  registers  are  maintained  to 
record  the  receipt  of  purchase  requisi¬ 
tions  and  the  actions  taken  to  accomplish 
the  purchase. 

c.  The  purchasing  department  notifies 
originators  of  purchase  requisitions  and 
other  personnel  concerned  with  the  re¬ 
ceipt  of  requisitions,  the  result  of  pur¬ 
chase  actions,  and  other  pertinent  mat¬ 
ters  affecting  the  purchase. 

d.  The  purchasing  department  has  ade¬ 
quate  controls  to  prevent  the  unautho¬ 
rized  use  of  canceled  or  voided  purchase 
requisitions. 

e.  Purchase  orders  are  prenumbered 
and  all  numbers  are  accounted  for. 

f.  Purchase  orders  are  specific  and 
complete  as  to  nomenclature,  specifica¬ 
tion,  delivery  dates,  freight,  discounts, 
price,  and  clauses  of  any  type  required  by 
the  terms  of  the  prime  contract. 

g.  Copies  of  purchase  orders  are  fur¬ 
nished  when  issued  to  the  receiving  and 
accounts  payable  functions  and  when 
appropriate  to  the  expediting  depart¬ 
ment. 

h.  Procedures  preclude  issuing  numer¬ 
ous  purchase  orders  for  small  amounts. 

i.  The  purchasing  department  main¬ 
tains  specifications  for  all  materials  and 
services  used  by  the  contractor. 

j.  Procedures  require  complete  histoiv 
files  for  items  purchased  frequently  ana 
for  all  major  procurements. 

k.  The  contractor  develops  alternate 
sources  when  possible. 

l.  The  purchasing  department  main¬ 
tains  and  uses,  as  a  means  of  effecting 
economies,  price  history  data  and  a  cur¬ 
rent  copy  of  a  priced  bill  of  materials  to 
ensure  that: 

(1)  Material  specifications  recorded  on 
the  requisitions  and  purchase  or¬ 
ders  match  the  specifications  on 
the  bill  of  materials; 

(2)  Possible  economies  for  ordering 
required  material,  recognizing  the 
total  needs  as  reflected  in  the  bill  of 
materials  and  the  stock  level  re¬ 
quirements,  are  considered  (6- 
308): 

(3)  Nonrecurring  tooling/setup,  and 
similar  type  charges  are  not  paid 
twice;  and 
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(4)  The  price  agreed  to  at  the  time  of 
purchase  is  comparable  to  the  price 
projected  in  the  bill  of  materials,  or 
that  price  increases  (see  5-6 10)  are 
fully  explained. 

m.  The  contractor  has  written  policies 
explaining  what  types  of  activity  are 
prohibited  by  purchasing  agents  (e.g., 
acceptance  of  kickbacks). 

5-608.3  Purchasing  File  Data 

Purchasing  and  subcontracting  files 
must  be  adequately  documented  so  as  to 
provide  a  complete  and  accurate  history 
of  purchase  transactions  to  support  the 
vendor  selected  and  the  price  paid.  If 
documentation  is  not  available  (i.e.,  cer¬ 
tificate  of  current  cost  or  pricing  data), 
request  an  explanation. 

Case  Files.  The  contractor  should 
maintain  a  case  file  of  all  pertinent 
actions  affecting  each  contract  and  sub¬ 
contract.  In  evaluating  the  adequacy  of 
purchasing  files,  determine  whether  the 
files  include: 

a.  Copies  of  the  purchase  order  and 
requisition,  invitations  to  bid  (or  re¬ 
quests  for  proposal),  responses  to  solicita¬ 
tions,  resulting  subcontracts,  and  any 
subcontract  changes. 

b.  Bid  tabulations  that  summarize  and 
compare  vendor  quotations. 

c.  Vendor  surveys  of  production  and 
financial  capabilities. 

d.  Certificates  for  the  rent/rent-free  use 
of  Government  facilities. 

e.  As  applicable,  price  and  cost  analysis 
to  assess  reasonableness  of  the  proposed 
price.  A  certificate  of  Current  Cost  or 
Pricing  Data  (FAR  15.804-4)  when  re¬ 
quired  in  FAR  52.215-24. 

f.  Evidence  of  evaluation  and  actions 
taken  by  the  contractor  to  ensure  (1)  that 
the  subcontractor  has  complied  with  the 
requirements  to  submit  accurate,  com¬ 
plete,  and  current  cost  or  pricing  data  as 
required  by  FAR  52.2 1 5-24;  and  (2)  that 
where  prices  are  based  on  “adequate 
price  competition”  or  “catalog  or  market 
prices,”  these  terms  are  verified  to  have 
meaning  as  defined  by  FAR  15.804-3. 

g.  Records  of  any  negotiations  conduct¬ 
ed,  including  justification  for  the  selec¬ 
tion  of  the  successful  bidder,  basis  for 
selection  of  contract  type,  and  evidence 
that  the  contractor  used  the  results  of  its 


examination  of  the  subcontractor’s  pro¬ 
posal  in  the  negotiations. 

h.  Copies  of  technical  data. 

i.  Price  redetermination  or  termination 
data. 

j.  Correspondence  between  the  pur¬ 
chasing  department  and  the  bidders. 

k.  Evidence  of  Small  and  Disadvan¬ 
taged  Business  enterprise  considerations. 

l.  Information  concerning  the  use  of 
special  terms  and  conditions  and  approv¬ 
al  thereof. 

m.  Written  approvals  or  determina¬ 
tions  of  the  contractor’s  reviewing  au¬ 
thorities. 

n.  Administrative  Contracting  Officer 
approval  of  purchase  orders  when  re¬ 
quired. 

5-608.4  Make  or  Buy  Program 

a.  The  contractor  should  have  make  or 
buy  policies  and  procedures.  The  con¬ 
tractor’s  make  or  buy  decisions  deter¬ 
mine  which  components,  assemblies,  su¬ 
bassemblies,  or  parts  are  to  be  manufac¬ 
tured  and  which  are  to  be  purchased.  The 
contractor’s  decision  to  manufacture  in 
lieu  of  purchase  may  be  in  the  best 
interests  of  the  company,  but  not  in  the 
best  interests  of  the  government.  When  a 
contractor  decides  to  manufacture  ^  part 
or  component  not  normally  within  its 
experience  or  production  capabilities  or 
which  had  been  purchased  in  the  past, 
the  basis  for  that  decision  and  the  result¬ 
ing  cost  impact  should  be  reviewed.  For 
example,  the  contractor  may  desire  to 
gain  experience  in  a  particular  manufac¬ 
turing  or  fabricating  process.  Another 
consideration  which  may  influence  a  con¬ 
tractor’s  make  or  buy  decisions  involves 
the  extent  of  available  idle  facilities.  FAR 
Subpart  15.7  requires  contractors  to  de¬ 
velop  make  or  buy  programs  for  certain 
contracts  based  on  a  dollar  threshold. 

b.  As  a  minimum,  consider  internal 
controls  related  to  the  following  when 
reviewing  make  or  buy  policies  and  pro¬ 
cedures: 

(1)  Determine  whether  the  contractor 
has  a  formal  make  or  buy  committee, 
organization,  or  function. 

(2)  If  a  function  has  been  established, 
ascertain  the  basis  for  assigning  person¬ 
nel  to  the  function.  Usually,  the  function 
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is  composed  of  representatives  from  vari¬ 
ous  departments,  including  purchasing. 

(3)  Review  and  evaluate  the  contrac¬ 
tor’s  established  make  or  buy  policies  and 
procedures  for  propriety  and  acceptabili¬ 
ty.  If  the  contractor  deviates  from  the 
established  policies  and  procedures  for 
individual  actions,  review  and  evaluate 
the  basis  for  deviation. 

(4)  Evaluate  the  basis  for  specific  make 
or  buy  decisions  to  determine  whether 
the  contractor’s  policies  and  procedures 
are  reasonable  and  effectively  imple¬ 
mented. 

(5)  Determine  whether  procedures  are 
in  effect  which  provide  for  the  prompt 
notification  to  the  contracting  officer  of 
changes  in  make  or  buy  decisions. 

(6)  The  guidance  in  14-600  for  capital 
investments  is  equally  applicable  in  the 
review  of  make  or  buy  determinations. 

5-608.5  System  Reporting 

There  should  be  a  system  of  reports 
and  controls  that  reflects  performance 
and  provides  the  means  through  which 
the  purchasing  organization  reports  its 
performance  to  company  management. 
For  example,  the  contractor  may  have  a 
status  report  reflecting  the  number  of 
days  to  furnish  supplier  quotes  and  nego¬ 
tiated  price  data  for  use  in  proposal 
preparation,  aging  of  requisitions,  num¬ 
ber  of  purchase  orders  issued  per  buyer, 
on  time  deliveries,  etc. 

5-609  Selecting  Sources 

There  should  be  procedures  to  provide 
for  the  selection  of  the  most  responsible 
and  reliable  sources  for  furnishing  re¬ 
quired  quality  parts  and  materials.  These 
procedures  should  also  promote  competi¬ 
tive  sourcing  among  dependable  suppli¬ 
ers  in  order  to  obtain  the  most  reasonable 
prices  from  sources  that  meet  contractor 
quality  requirements.  (DFARS  C-207) 

5-609.1  Competitive  Sourcing. 

In  order  to  ensure  acquisition  of  the 
least  expensive  material  consistent  with 
contract  specifications,  the  contractor’s 
procedures  shouldprovide  for  bid  solici¬ 
tations  from  a  sufficient  number  of  pro¬ 
spective  sources  to  promote  effective 
competition  commensurate  with  the  na¬ 


ture  and  dollar  value  of  the  purchase 
action.  The  contractor  should  use  compe¬ 
tition  to  the  maximum  extent  practical. 

a.  Management  should  promote  com¬ 
petitive  sourcing  by  (1)  requiring  regular 
reports  on  competitive  buying  which  in 
addition  to  identifying  the  number  of 
competitive  bids  would  also  identify  sus¬ 
pect  situations  where  the  lowest  bidder 
may  always  be  the  same  and  always 
slightly  under  the  next  lowest;  (2)  provid¬ 
ing  historical  part  number  and  vendor 
data  bases;  and  (3)  performing  marketing 
surveys  to  determine  alternative  sources. 

b.  Bidders  Lists.  The  purchasing  de¬ 
partment  should  maintain  bidders  lists  or 
other  appropriate  reference  files  of  poten¬ 
tial  vendors  who  may  be  solicited  for  the 
various  items  of  supply  and  service  re¬ 
quired  for  company  operations.  These 
lists  aid  in  locating  supply  sources  and  in 
soliciting  competitive  bids.  The  contrac¬ 
tor’s  files  should  reflect  the  financial 
responsibility,  technical  capability,  and 
history  of  past  performance  of  suppliers, 
particularly  those  from  which  the  con¬ 
tractor  has  purchased  items  on  a  non¬ 
competitive  basis.  A  review  and  evalu¬ 
ation  of  this  area  should  determine  if 
bidders  lists  are  maintained  on  a  current 
basis  to  ensure  maximum  usefulness. 

c.  Purchasing  Bid  Procedures.  The  au¬ 
ditor’s  review  of  purchasing  procedures 
should  determine  whether: 

( 1 )  Bid  solicitation  procedures  provide 
that  (a)  all  quotations  for  major  procure¬ 
ments  are  in  writing;  (b)  each  prospective 
supplier  is  furnished  complete  sets  of 
specifications  for  the  item  or  service  to  be 
procured,  and  sufficient  lead  time  is 
allowed  for  the  preparation  of  the  pro¬ 
posal;  (c)  the  purchasing  office  estab¬ 
lishes  case  files  reflecting  a  ready  record 
of  all  actions;  and  (d)  all  government 
directives  are  reviewed  for  special  con¬ 
siderations  concerning  small  business 
and  labor  surplus  areas. 

(2) .  Procedures  provide  for  sufficient 
justification  for  awarding  intracompany 
purchases  or  work  orders.  Files  are  re¬ 
viewed  independently  within  the  compa¬ 
ny  for  any  evidence  of  “bid-matching”  on 
orders  issued  to  affiliates,  subsidiaries,  or 
other  divisions.  In  “bid-matching”  the 
buyer  waits  until  outside  bidders  respond 


DCAA  Contract  Audit  Manual 


550 

1I5-609.1C. 


January  1995 


and  then  informs  the  “inside”  company 
of  the  low  bid  (see  6-313). 

(3) .  Procedures  provide  for  justifica¬ 
tion  when  the  low  bidder  is  not  selected. 

(4) .  Procedures  ensure  that  debarred  or 
suspended  contractors  are  excluded  from 
receiving  contracts,  unless  the  acquiring 
agency’s  head  or  a  designee  determines 
that  there  is  a  compelling  reason  for  such 
action,  as  explained  in  FAR  9.405-2, 
9.406- 1(c),  and  9.407- 1(d).  An  important 
criterion  in  determining  the  propriety 
and  allowability  of  payments  for  material 
purchases  or  subcontracts  is  the  “con¬ 
sent”  requirement  of  specific  contracts. 
FAR  52.244-1  through  52.244-5  are  the 
pertinent  solicitation  provisions  and  con¬ 
tract  clauses  which,  if  included  in  a 
contract,  delineate  the  “consent”  require¬ 
ments  by  types  and  categories  of  con¬ 
tracts.  If  by  the  terms  of  the  contract, 
prior  consent  is  required  of  the  ACO  in 
subcontracting/purchasing,  the  ACO  is 
prohibited  from  consenting  to  award  to  a 
debarred  contractor.  “Consent”  here 
means  to  consent  to  contract  with  a 
particular  entity  or  person;  not  consent  to 
make  a  purchase.  If  prior  consent  is  not 
required  or  if  it  is  required  for  approval 
to  make  purchases  only,  a  prime  contrac¬ 
tor  is  free  to  solicit  from  any  sources 
available,  including  debarred,  suspended, 
or  ineligible  contractors. 

5-609.2  Vendor  Performance  Evaluation 

The  contractor  should  have  a  vendor 
evaluation  system  used  in  the  selection  of 
sou'^ces.  It  could  provide  for  the  review  of 
price,  quality,  delivery,  technical  capabil¬ 
ities,  financial  capabilities,  and  service. 
The  contractor  should  document  vendor 
evaluations  on  each  buy  or  have  a  vendor 
rating  system.  If  the  contractor  has  a 
rating  system,  determine  its  efficiency  by 
reviewing  what  aspects  of  performance  it 
rates,  who  evaluates  performance  (all 
knowledgeable  people  should  have  in¬ 
put),  whether  the  information  is  kept 
current,  and  how  it  is  used  in  selecting 
sources. 

5-699.3  Sole/Single  Source. 

Contractor  policies  should  view  each 
single  or  sole-source  purchase  as  an  ex¬ 
ception.  The  policies  and  procedures 
should  require  justification,  cost/price 


analysis,  if  applicable,  and  approval  by  a 
responsible  company  ofTcial.  Factors  to 
be  considered  when  evaluating  purchases 
involving  noncompetitive  items,  which 
could  affect  the  evaluation  of  the  pur¬ 
chasing  procedures,  are  whether  (a)  the 
vendor  was  designated  by  the  contracting 
officer  who  awarded  the  prime  contract 
and  (b)  the  purchase,  if  made  from  a  sole 
source  supplier,  was  approved  by  a  re¬ 
sponsible  company  official. 

5-610  Pricing  and  Negotiation 

The  contractor  ensures  that  some  form 
of  price  or  cost  analysis  is  performed  in 
connection  with  every  purchasing  action 
(also  refer  to  DFARS  C-208). 

5-610.1  Cost/Price  Analysis  and 
Technical  Evaluation 

a.  The  contractor  should  perform 
cost/price  analysis  and  technical  evalu- 
a'ion  of  its  subcontractor’s  and  supplier’s 
proposals/quotations.  The  scope  and  con¬ 
clusions  of  the  analysis  sh  Id  be  docu¬ 
mented  and  included  in  the  purchase 
order  file.  The  contractor  should  obtain  a 
certificate  of  current  cost  and  pricing 
data  when  applicable. 

b.  Buyers  should  document  the  pur¬ 
chase  order  file  to  explain  price  increases 
(over  previous  buys  or  over  bill  of  materi¬ 
al  estimates)  and  lack  of  decreases  in 
price  when  circumstances  indicate  that 
the  price  should  be  lower  (when  quantity 
is  increased  over  a  previous  buy  or  ven¬ 
dor  quote,  or  when  learning  or  other 
factors  indicate  lesser  costs  than  in  a 
previous  buy). 

5-610.2  Negotiation 

The  auditor’s  review  of  purchasing 
procedures  should  determine  whether: 

a.  Buyers  are  required  to  negotiate 
separate  price  breakdowns  for  significant 
elements  of  the  purchase  (such  as  for 
facilities,  tooling,  engineering,  setup,  test¬ 
ing,  and  special  packaging)  to  allow  sepa¬ 
rate  cost  control  of  these  significant  ele¬ 
ments. 

b.  Prices  are  established  at  the  time  the 
order  is  placed  for  goods  manufactured 
to  order,  rather  than  on  an  “advise  price” 
basis. 
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c.  Procedures  require  sufficient  evi¬ 
dence  of  negotiation  when  it  is  necessary 
to  establish  a  reasonable  price  because 
the  item  is  nonstandard  or  an  insufficient 
number  of  bids  have  been  received. 

d.  Awards  have  been  made  to  other 
than  the  low  bidder  on  the  basis  of 
delivery.  If  so,  the  purchase  order  should 
provide  for  a  downward  price  adjustment 
if  delivery  schedules  are  not  met. 

e.  The  contractor’s  procedures  provide 
for  the  timely  implementation  of  repric¬ 
ing  clauses  included  in  subcontracts  or 
purchase  orders.  The  contractor’s  repric¬ 
ing  procedures  should  require  that  the  (1) 
revised  contract  prices  are  negotiated  or 
arrived  at  as  provided  by  contractual 
requirements;  (2)  cost  or  pricing  data 
which  was  used  as  the  basis  for  repricing 
is  current,  accurate,  and  complete;  and 
(3)  results  of  the  repricing  action  are  in 
the  best  interests  of  the  government. 

5-610.3  Purchase  Discounts,  Quantity 
and  Payment 

The  contractor  is  responsible  for  hav¬ 
ing  a  system  in  place  for  seeking  and 
taking  advantage  of  cash  discounts,  trade 
discounts,  quantity  discounts,  rebates, 
and  freight  allowances.  The  contractor 
should  combine  requirements  where  ap¬ 
propriate.  Usually  this  is  part  of  the 
requirements  system  (6-308)  at  larger 
contractors.  Additionally,  contractors 
may  have  a  corporate  purchasing  system 
to  provide  volume  discount  advantages 
for  the  whole  company.  The  contractor 
should  have  a  methodology  for  handling 
high  volume,  low  value  orders,  such  as 
subcontracting  with  distributors,  compet¬ 
ing  long  term  blanket  orders  (FAR  13.2) 
or  opened  ended  subcontracts. 

5-611  Subcontract  Award  and 
Administration 

The  contractor  ensures  the  proper 
types  of  contracts  are  selected  and  that 
there  are  controls  including  oversight  and 
surveillance  of  subcontracted  effort  (also 
refer  to  DFARS  C-209). 

5-611.1  Types  of  Contracts 

a.  The  contractor  should  have  policies 
and  procedures  in  place  for  determining 
ihc  types  of  subcontracts  to  be  awarded 
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and  under  what  circumstances  they  are  to 
be  awarded.  FAR  16.1  can  be  used  as  a 
guideline  when  evaluating  the  contrac¬ 
tor’s  policies  and  procedures. 

b.  Unallowable  Procurement.  Deter¬ 
mine  whether  the  contractor’s  procedures 
prohibit  the  issuance  of  cost-plus-a-per- 
centage-of-cost  subcontracts  (FAR 
44.203(b)(2).  Under  this  type  of  procure¬ 
ment,  the  subcontractor  would  receive 
payment  for,  and  the  prime  contractor 
would  pass  on  to  the  government  as  cost 
of  its  contract,  the  costs  incurred  in 
performing  the  contract,  plus  a  specified 
percentage  of  such  costs  as  a  profit  or  fee. 
Thus,  the  fee  would  increase  in  direct 
proportion  to  any  increase  in  cost. 

5-611.2  Subcontract  Surveillance 

Administration  of  Subcontracts.  Ad¬ 
vantages  gained  by  prudent  and  capable 
efforts  in  planning  and  negotiating  sub¬ 
contracts  can  be  dissipated  through  the 
failure  of  upper-tier  contractors  to 
administer  subcontracts  properly.  Upper- 
tier  contractors  must  be  aware  of  the 
progress  of  the  subcontracts  to  ensure 
timely  delivery  of  an  acceptable  product. 
When  the  subcontract  is  other  than  firm- 
fixed  price,  the  upper-tier  contractor 
must  also  maintain  surveillance  over  sub¬ 
contract  costs  to  keep  current  with  the 
financial  aspects  of  the  upper-tier  con¬ 
tract.  The  cognizant  auditor  should  re¬ 
view  and  evaluate  the  upper-tier  contrac¬ 
tor’s  policies  and  practices  pertaining  to 
the  administrative  and  technical  controls 
exercised  over  delivery  schedules,  change 
orders,  modification  notices,  and  overall 
costs.  The  contractor  should  have  a  poli¬ 
cy  and  procedures  for  alerting  the  govern¬ 
ment  on  award  of  all  auditable  subcon¬ 
tracts  (those  requiring  interim  and  final 
audits)  and  a  method  for  notifying  the 
government  of  potential  significant  sub 
contract  problems  that  may  impact  deliv¬ 
ery,  quality,  or  price. 

a.  In  evaluating  the  upper-tier  contrac¬ 
tor’s  procedures  for  controlling  delivery 
schedules,  determine  whether  (1)  some 
form  of  register  or  control  is  maintained 
to  “flag”  delivery  due  dates;  (2)  proce¬ 
dures  are  in  effect  to  expedite  delivery  of 
subcontract  material,  particularly  when  it 
is  apparent  that  the  supplier  will  not  meet 
the  established  delivery  date,  or  is  in  fact 
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delinquent;  and  (3)  corrective  action  is 
taken  when  the  supplier  is  delinquent  in 
delivery  schedules  including,  where  ap¬ 
propriate,  adjustment  of  the  purchase 
price. 

b.  In  evaluating  the  upper-tier  contrac¬ 
tor’s  procedures  for  controlling  change 
orders  and  modification  notices,  deter¬ 
mine  (1)  if  the  upper-tier  contractor 
evaluates  the  delivery  schedules  when 
engineering  changes  have  been  intro¬ 
duced;  (2)  the  timeliness  of  notification 
from  the  upper-tier  contractor  to  subcon¬ 
tractors  when  modifications  are  intro¬ 
duced  into  production;  and  (3)  the  ade¬ 
quacy  of  the  action  taken  by  upper-tier 
contractors  when  change  orders  or  modi¬ 
fication  notices  affect  cost. 

c.  The  evaluation  of  the  upper-tier 
contractor’s  procedures  relative  to  cost 
controls  should  be  directed  to  the  (I) 
production  and  financial  controls,  with 
emphasis  on  those  controls  which  ensure 
that  physical  progress  of  production  is 
commensurate  with  reimbursement;  (2) 
timeliness  and  adequacy  of  the  repricing 
action  when  production  is  performed 
under  redeterminable  subcontracts  (in¬ 
cluding  a  determination  of  the  timeliness 
of  recoveries  resulting  from  downward 
repricing  actions);  (3)  propriety  of  the 
costs  generated  by  the  subcontractor, 
particularly  when  the  upper-tier  contrac¬ 
tor  is  also  a  subcontractor  to  the  same  or 
a  lower-tier  subcontractor;  and,  (4)  re¬ 
view  of  progress  payments  (refer  to  5- 
1107.7  billing  system  review  of  su’ocon- 
tractor  progress  payments). 

d.  In  evaluating  the  upper-tier  contrac¬ 
tor’s  procedures  for  adequate  documen¬ 
tation,  determine  whether  contractor  rep¬ 
resentatives  are  required  to  prepare  trip 
reports  covering  each  visit  to  a  subcon¬ 
tractor.  Procedures  should  require  timely 
reporting  of  significant  and  relevant  is¬ 
sues  including  additional  funding  actions 
and  status  of  physical  progress  in  relation 
to  costs  incurred.  Subcontractor  financial 
reports  should  be  adequately  supported 
by  trip  report  documentation. 


e.  Subcontract  Changes.  Procedures 
should  be  in  place  to  document  and 
justify  the  reasons  for  subcontract 
changes  which  affect  cost  or  price.  The 
government  is  at  risk,  when  the  cost  of 
the  subcontract,  before  the  change,  has 
exceeded  or  is  expected  to  exceed  original 
estimates.  Lack  of  adequate  procedures 
could  result  in  changes  which  have  been 
overpriced  to  avoid  an  overall  loss  or  to 
provide  total  profit  or  fee  in  accordance 
with  original  contract  estimates. 

f.  Audit  of  Subcontracts.  Timely  con¬ 
sideration  of  redeterminable,  incentive, 
and  cost-type  subcontracts  is  essential  to 
the  audit  of  upper-tier  contracts.  The 
government’s  interest  in  these  types  of 
subcontracts  is  similar  to  its  interests  in 
costs  of  variable-price  prime  contracts 
when  the  subcontract  awards  are  made  in 
a  chain  unbroken  by  a  firm  fixed-price 
subcontract.  When  the  upper-tier  con¬ 
tractor  proposes  to  audit  records  of  a 
subcontractor,  evaluate  (1)  the  proce¬ 
dures  which  address  the  extent  of  coordi¬ 
nation  between  the  contractor’s  purchas¬ 
ing  and  audit  function;  (2)  criteria  estab¬ 
lished  by  the  contractor  for  waiving  au¬ 
dits;  (3)  established  procedures  for  ensur¬ 
ing  that  the  government  is  notified  when 
access  to  subcontractor  records  is  denied 
the  upper-tier  contractor  (6-8(X));  (4)  in¬ 
dependence  and  qualifications  of  the 
contractor’s  auditors;  and  (5)  adequacy  of 
their  audit  programs  and  working  papers 
(see  also  4-1000).  Procedures  should  en¬ 
sure  that  adequate  controls  are  main¬ 
tained  for  early  identification  of  audita¬ 
ble  subcontracts  (see  6-802). 

5-612  Internal  Control  Reporting 

The  auditor  should  follow  the  guidance 
in  5-110,  10-200  and  10-400  for  reporting 
on  compliance  with  laws  and  regulations 
and  on  internal  controls  relative  to  the 
contractor’s  accounting  and  management 
systems. 


DCAA  Contract  Audit  Manual 


January  1995 


553 

5-700 


5-700  Section  7  —  Audits  of  Contractor  Material  Management  and 
Accounting  Systems  (MMAS) 


5-701  Introduction 

a.  Refer  to  5-101  for  the  auditor’s 
fundamental  requirements  for  obtaining 
and  documenting  an  understanding  of  a 
contractor’s  internal  control  structure 
and  assessing  control  risk. 

b.  This  section  provides  audit  guidance 
for  reviewing  and  evaluating  the  contrac¬ 
tor’s  internal  control  structure  for  materi¬ 
al  accounting  (5-100)  and  compliance 
with  DFARS  252.242-7004,  Contractor 
Material  Management  and  Accounting 
Systems  (MMAS).  If  a  contractor  does 
not  have  contracts  that  include  DFARS 
252.242-7004,  this  audit  guidance  can  be 
used  to  determine  if  the  contractor’s 
MMAS  meets  CAS  and  FAR  require¬ 
ments. 

5-702  Background  Information 

MMAS  can  range  from  highly  auto¬ 
mated  to  manual  systems.  The  require¬ 
ments  of  DFARS  242.72  apply  equally  to 
automated  or  manual  systems.  MMAS 
are  normally  comprised  of  a  material 
requirements  planning  (MRP)  system 
and  material  accounting  systems.  For 
background  information,  MRP  systems 
are  briefly  discussed,  as  follows: 

a.  Many  contractors  have  an  auto¬ 
mated  system  for  determining  require¬ 
ments.  A  material  requirements  planning 
(MRP)  system  is  a  system  for  identifying 
requirements,  initiating  procurement, 
and  maintaining  current  and  future  mate¬ 
rials  necessary  to  support  production 
operations.  Hence.  MRP  is  a  method  of 
inventory  control,  not  inventory  costing. 
However,  an  MRP  system  does  initiate 
inventory  transactions  and  provides  in¬ 
formation  used  for  costing  those  transac¬ 
tions.  It  takes  into  account  the  specific 
timing  of  material  requirements,  with  the 
objective  of  minimizing  inventory  invest¬ 
ment  consisteii'  with  meeting  a  given 
production  plan.  An  effective  MRP  sys¬ 
tem  will  result  in  having  the  optimum 
amount  of  material  available  for  planned 
production.  Consequently,  a  contractor’s 
investment  in  inventories  is  minimized. 


b.  MRP  system  configurations  can  vary 
depending  upon  needs.  However,  the 
following  features  are  common  to  all 
designs; 

(1)  Highly  Automated  Systems.  Exten¬ 
sive  use  of  electronic  data  process¬ 
ing  (EDP)  enables  MRP  systems  to 
react  instantly  to  changed  condi¬ 
tions. 

(2)  Balance  of  Requirements  (often 
referred  to  as  RQ)  and  Replenish¬ 
ments  (often  referred  to  as  RP). 
MRP  systems  maintain  a  balance 
between  all  the  requirements  for  a 
part  and  all  the  replenishments  for 
the  part.  Replenishments  generate 
the  need  for  procurement  actions 
or  releases  to  production  for  the 
needed  parts.  The  replenishments 
can  be  in  various  stages  of  comple¬ 
tion  or  can  be  available  from  stock. 
A  requirement  may  be  a  record  for 
a  deliverable  item  (independent 
RQ)  or  a  record  for  a  requirement 
to  be  consumed  in  a  next  assembly 
(dependent  RQ).  Key  data  ingredi¬ 
ents  in  each  requirement  record  are 
the  required  quantity,  need  or 
schedule  date,  and  requirement  or¬ 
igin  (i.e.,  contract  spare  item,  ship¬ 
ping  date). 

(3)  Netting  Process.  The  netting  pro¬ 
cess  involves  comparing  require¬ 
ments  with  replenishments  to  de¬ 
termine  the  need  for  parts.  It  be¬ 
gins  with  the  total  bill  of  material 
for  the  requirement  for  each  specif¬ 
ic  part  being  netted.  If  the  require¬ 
ment  is  for  an  assembly,  each  part 
incorporated  into  the  assembly 
must  be  separately  netted.  The 
system  nets  requirements  against 
the  replenishments  for  that  part. 
The  most  basic  form  of  the  netting 
formula  is: 

STATUS  OF  A  PART  =  Replenish¬ 
ments  less  Requirements 

If  status  is  zero,  replenishment  and 
requirements  are  in  balance. 
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If  status  is  negative,  then  replenish¬ 
ments  are  needed. 

If  status  is  positive,  then  excess  re¬ 
plenishments  (parts)  exist. 

(4)  Dynamic  Rescheduling.  Dynamic 
rescheduling  of  all  items  in  the 
production  process  can  result  from 
a  timing  chang,e  or  an  introduction 
or  deletion  of  items  in  the  produc¬ 
tion  process.  Depending  on  loca¬ 
tion,  the  rescheduling  may  be  auto¬ 
matic  or  may  require  a  manual 
“go/no  go”  decision.  Chants  in 
schedule  may  result  in  different 
numbers  of  requirements,  replen¬ 
ishments,  or  both.  The  timing  dif¬ 
ference  will  change  the  status  of  the 
netting  formula. 

5-702.1  DFARS  242.72 

a.  DFARS  242.72  and  the  related 
MMAS  contract  clause  (DFARS  252.242- 
7004)  prescribe  policies,  procedures,  and 
standards  for  use  in  the  evaluation  of  a 
contractor’s  material  management  and 
accounting  system  (MMAS).  This  DoD 
FAR  supplement  requires  applicable  con¬ 
tractors  to  assess  their  MMAS  and  take 
reasonable  action  to  comply  with  MMAS 
standards.  Considering  applicability  re¬ 
quirements  some  contractors  may  also  be 
required  to  disclose  their  MMAS  and 
demonstrate  compliance  with  MMAS 
standards.  The  cognizant  auditor  should 
advise  and  assist  the  ACO  in  evaluating 
both  the  contractor’s  MMAS  and  the 
contractor’s  correction  of  any  deficien¬ 
cies. 

b.  DFARS  242.72  requires  most  con¬ 
tractors  that  receive  cost-reimbursement 
prime  contracts  and/or  fixed-price  prime 
contracts  (with  progress  or  other  financ¬ 
ing  payments)  to  conform  to  MMAS 
standards.  Contracts  awarded  under  the 
set-aside  procedures  of  FAR  Part  1 9  and 
contracts  under  the  small-purchase 
threshold  set  forth  in  FAR  Part  13  are 
exempted.  Additional  disclosure  and 
demonstration  requirements  are  as  fol¬ 
lows; 

(1)  Specific  requirements  to  disclose 
MMAS  and  demonstrate  compli¬ 
ance  apply  to  any  lar^e  business 
contractor  that  received  DoD 
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prime  contracts  or  subcontracts  to¬ 
taling  $50  million  or  more  in  its 
preceding  fiscal  year. 

(2)  For  contractors  that  received 
prime  contracts  or  subcontracts  of 
$10  million  or  more  (in  the  preced¬ 
ing  fiscal  year)  but  less  than  $50 
million,  the  ACO  can  request 
MMAS  disclosure  and  demonstra¬ 
tion. 

(3)  The  demonstration  and  evaluation 
requirements  do  not  apply  to  small 
businesses,  educational  institu¬ 
tions,  or  nonprofit  organizations. 

c.  DoD  policy  stipulates  that  all  con¬ 
tractors  must  have  an  MMAS  that  rea¬ 
sonably  forecasts  material  requirements, 
assures  proper  charging  and  allocation  of 
purchased  and  fabricated  material  (based 
on  valid  time-phased  requirements),  and 
maintains  a  consistent,  equitable,  and 
unbiased  logic  for  costing  of  material 
transactions.  The  MMAS  contract  clause 
(DFARS  252.242-7004(0)  specifies  that 
MMAS  must  have  adequate  internal  ac¬ 
counting  and  administrative  controls  to 
assure  system  and  data  integrity  and 
must  comply  with  ten  specific  MMAS 
standards. 

d.  For  contractors  required  to  disclose 
and  demonstrate  compliance  of  their 
MMAS,  DFARS  252.242-7004(d)  pro¬ 
vides  system  disclosure,  demonstration, 
and  maintenance  requirements. 

(1)  MMAS  disclosure  is  adequate  when 
the  contractor  has  provided  the  cognizant 
ACO  documentation  which  accurately 
describes  MMAS  policies,  procedures, 
and  practices  in  sufficient  detail  for  the 
government  to  reasonably  make  an  in¬ 
formed  judgment  regarding  the  adequacy 
of  the  contractor’s  MMAS  currently  be¬ 
ing  used.  Anticipated  changes  to  the 
existing  system  would  be  subject  to  future 
audits  after  implementation  and  demon¬ 
stration.  Significant  changes  to  the 
MMAS  must  be  disclosed  to  the  cogni¬ 
zant  ACO  within  30  days  of  their  imple¬ 
mentation  per  DFARS  252.242- 
7004(dX4). 

(2)  An  MMAS  demonstration  is  ade¬ 
quate  when  the  contractor  has  provided 
the  cognizant  ACO  sufficient  evidence  to 
demonstrate  the  degree  of  conformance 
of  its  MMAS  to  MMAS  standards.  This 
demonstration  will  include  an  estimate  of 
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the  cost  impact  to  the  government  of  any 
significant  deficiencies  and  a  comprehen¬ 
sive  plan  for  correcting  such  deficiencies. 

5-703  General  Audit  Policy 

a.  Refer  to  5-103  for  DCAA’s  general 
audit  policy  for  the  review  of  contractor 
accounting  and  management  systems  and 
related  internal  controls. 

b.  It  is  DCAA’s  policy  to  assist  the 
ACO  in  evaluating  the  contractor’s 
MMAS.  When  appropriate,  DCAA 
should  provide  the  ACO  with  an  assess¬ 
ment  of  the  significance  of  contractor 
deficiencies  and  an  estimate  of  the  result¬ 
ing  adverse  material  impact  to  the  Gov¬ 
ernment.  Also,  DCAA  should  assist  the 
ACO  in  evaluating  the  contractor’s  cor¬ 
rection  of  deficiencies. 

c.  DFARS  242.7205  requires  that  cog¬ 
nizant  contract  administration  and  audit 
activities  will  jointly  establish  and  man¬ 
age  programs  for  evaluating  the  MMAS 
of  contractors  subject  to  disclosure,  dem¬ 
onstration,  and  maintenance  require¬ 
ments  (see  5-702. lb).  MMAS  reviews 
should  be  accomplished  as  a  team  effort 
with  a  team  leader  appointed  by  the 
ACO.  These  reviews  should  be  conducted 
at  least  every  three  years,  except  where 
the  ACO  (in  consultation  with  the  audi¬ 
tor)  determines  that  experience  and  vul¬ 
nerability  assessment  disclose  a  low  risk. 
If  the  ACO  determines  the  government  is 
subject  to  high  risk,  MMAS  evaluations 
should  be  done  more  frequently. 

c.  The  guidance  contained  in  the  fol¬ 
lowing  paragraphs  can  be  applied  to 
contractors  who  are  not  subject  to  the 
disclosure,  demonstration,  and  mainte¬ 
nance  requirements.  However,  prior  to 
initiating  any  such  review,  the  auditor 
should  coordinate  with  the  regional  audit 
manager  and  cognizant  ACO. 

5-704  Audit  Objectives 

a.  The  purpose  of  the  audit  is  to 
express  an  opinion  on  the  adequacy  of 
the  contractor’s  MMAS  internal  controls 
and  determine  the  cost  impact,  if  any, 
resulting  from  any  system  noncompli¬ 
ance.  Refer  to  5-104  for  DCAA’s  primary 
objectives  for  auditing  the  contractor’s 
accounting  and  management  systems. 


The  MMAS  standards  are  stated  in 
DFARS  252.242-7004(0. 

b.  Where  the  contractor  is  required  to 
disclose  its  MMAS  and  demonstrate 
compliance  with  MMAS  standards,  the 
auditor  should  determine  the  level  of 
reliance  that  can  be  placed  on  the  work  of 
others  (CAM  4-1000).  Under  these  cir¬ 
cumstances,  the  contractor  has  the  re¬ 
sponsibility  to  provide  sufficient  evi¬ 
dence  to  demonstrate  the  degree  of  con¬ 
formance  with  MMAS  standards.  Audi¬ 
tors  should  not  undertake  any  extensive 
review  of  the  contractor’s  MMAS  with¬ 
out  receiving  an  adequate  demonstration 
by  the  contractor. 

c.  The  auditor  is  responsible  to  review 
the  contractor’s  demonstration  and  to 
scope  the  audit  to  meet  the  objective  of 
determining  compliance  with  MMAS 
standards.  If  the  contractor  refuses  to 
provide  an  adequate  demonstration,  the 
auditor  (after  a  reasonable  period  of 
time)  should  notify  the  ACO  for  assis¬ 
tance  to  get  the  required  disclosure  and 
demonstration.  Actions  which  could  be 
considered  by  the  ACO  would  include 
reductions  or  suspension  of  progress  pay¬ 
ments  under  FAR  32.503-6,  disapproval 
of  the  contractor’s  cost  accounting  sys¬ 
tem  and/or  cost  estimating  system, 
and/or  recommendations  concerning 
award  cf  future  contracts.  The  auditor 
should  implement  audit  steps  to  identify 
the  potential  harm  to  the  government  as 
the  basis  for  any  recommended  ACO 
withholding. 

(1)  The  FAO  and  ACO  must  coordi¬ 
nate  with  the  contractor  as  early  as 
possible,  preferably  at  the  time  of  re¬ 
quirements  planning.  This  early  coordi¬ 
nation  should  assure  an  understanding  of 
government  expectations,  audit  timing, 
and  methods  for  system  disclo¬ 
sure/demonstration. 

(2)  The  auditor  should  keep  in  mind 
that  the  DFARS  requires  contractors  to 
have  a  compliant  system  and  to  subject 
that  system  to  periodic  oversight.  There¬ 
fore,  a  demonstration  should  not  be  a 
significant  task  of  self-assessment  and 
system  enhancement  when  the  ACO  asks 
for  a  demonstration.  It  should  simply  be 
a  process  of  identifying  existing  system 
descriptions,  procedures,  controls,  and 
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the  periodic  contractor  testing  that  has 
been  done. 

d.  For  contractors  that  do  not  have 
contracts  containing  DFARS  252.242- 
7004,  MMAS  audits  will  be  conducted 
when  material  costs  are  significant  and 
vulnerability  assessments  project  the 
need.  The  objective  of  the  audit  is  to 
determine  if  the  contractor’s  MMAS  ade¬ 
quately  conforms  to  CAS  and  FAR  re¬ 
quirements  as  amplified  by  MMAS  stan¬ 
dards.  In  these  circumstances,  the  auditor 
should  conduct  an  audit  to  determine  the 
degree  of  compliance  with  MMAS  stan¬ 
dards.  For  any  noncompliance  disclosed, 
the  report  will  identify  appropriate 
FAR/CAS  citations  and  pertinent  con¬ 
tract  clauses. 

5-705  Scope  of  Audit 

a.  While  the  nature  and  extent  of  audit 
effort  depends  upon  contractor  size, 
amount  of  government  business  and  au¬ 
dit  risk  (materiality  and  sensitivity),  the 
scope  should  be  consistent  with  the  guid¬ 
ance  in  5-105.  DFARS  242.7205  states 
that  evaluations  of  the  contractor’s 
MMAS  will  be  done  as  a  contract  admin¬ 
istration  office  and  contract  audit  team 
effort;  therefore,  the  scope  of  audit  must 
be  coordinated  closely  with  the  ACO. 
The  evaluation  will  be  based  on  the 
disclosures  provided  by  the  contractor, 
transaction  testing  and  other  testing  as 
necessary. 

(1)  Where  the  contractor  meets  the 
thresholds  in  DFARS  242.7203,  the  con¬ 
tractor’s  MMAS  demonstration  should 
include  sufficient  evidence  to  show  its 
compliance  with  the  standards  in 
DFARS  252.242-7004. 

(2)  Where  the  contractor  does  not  meet 
the  thresholds  in  DFARS  242.7203,  the 
auditor  should  request  that  the  contrac¬ 
tor  provide  the  results  of  any  system 
testing  which  has  been  done  (see  5-715). 

(3)  In  determining  the  scope  of  audit, 
the  auditor  should  consider  how  much 
reliance  can  be  placed  on  the  contractor’s 
transaction  testing  and  disclosure  of  in¬ 
ternal  controls  (CAM  4-1000). 

b.  The  auditor  should  also  review  com¬ 
pleted  audits  related  to  MMAS.  including 
as  a  minimum: 

(I)  Billing  system  reviews 
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(2)  EDP  reviews  (general  and  applica¬ 
tion  controls)  of  MMAS 

(3)  Estimating  system  reviews 

(4)  MMAS  operations  audits 

(5)  Material  incurred  cost  reviews 

(6)  Defective  pricing  reviews 

(7)  Contractor  purchasing  system  re¬ 
views 

c.  The  auditor  should  coordinate  with 
DCAA  offices  (at  other  contractor  divi¬ 
sions/segments),  the  ACO,  and  the  con¬ 
tractor.  To  ensure  positions  and  interpre¬ 
tations  are  consistent,  the  FAO  should 
contact  the  CAC,  CHOA,  or  other  seg¬ 
ment  FAOs  to  determine  similarities  of 
systems  among  segments,  deficiencies 
found  at  other  divisions,  and  interpreta¬ 
tions  of  compliance/noncompliance  to 
specific  standards.  Coordinate  the  audit 
with  the  ACO  to  assure  full  understand¬ 
ing  of  the  overall  scope  and  areas  of 
responsibilities.  Since  the  review  deals 
primarily  with  financial  and  accounting 
issues,  the  ACO  should  be  encouraged  to 
assign  DCAA  as  the  team  leader.  Further, 
the  auditor  should  coordinate  closely 
with  other  responsible  government  repre¬ 
sentatives  such  as  government  property 
specialists  and  engineering  and  other 
technical  representatives.  Team  tasks 
must  be  clearly  defined  to  take  advantage 
of  the  available  government  expertise 
and  mission  requirements  of  all  mem¬ 
bers.  Most  important,  the  team  must 
make  every  effort  to  avoid  duplication  of 
effort.  Early  discussions  with  the  contrac¬ 
tor  should  be  established  to  assure  ade¬ 
quate  demonstrations  in  a  reasonable 
period.  Before  scheduled  demonstra¬ 
tions,  be  sure  that  the  contractor  and 
ACO  have  a  good  understanding  of  what 
is  expected  in  terms  of  the  format  and 
timing  of  the  demonstration  and  the 
expected  level  of  detail  (including  suffi¬ 
cient  evidence). 

5-705.1  Inadequate  or  Delayed 
Demonstrations 

a.  DFARS  252.242-7004(d)  rci  ires 
contractors  to  disclose  their  MM.'  S  in 
enough  detail  for  the  govemmeiu  to 
make  an  informed  judgement  regarding 
its  adequacy.  The  DFARS  also  requires 
contractors  to  provide  the  cognizant 
ACO  sufficient  evidence  to  demonstrate 
the  degree  of  conformance  of  its  MMAS 
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to  the  standards.  To  be  adequate,  the 
demonstration  will  include  an  estimate  of 
the  cost  impact  of  any  significant  defi¬ 
ciencies  and  a  comprehensive  plan  for 
correcting  such  deficiencies.  Audit  con¬ 
siderations  related  to  each  of  the  10 
MMAS  standards  are  discussed  in  the 
following  paragraphs. 

b.  If  the  contractor  is  unable  to  demon¬ 
strate  its  system  or  is  unreasonably  delay¬ 
ing  its  demonstration,  and  the  FAO  has 
identified  potential  harm  relative  to  pre¬ 
mature  or  excess  billings,  calculate  any 
estimated  harm  to  the  Government  and 
recommend  the  ACO  implement  a  with¬ 
hold  to  protect  the  Government’s  finan¬ 
cial  interests.  The  following  steps  could 
also  be  used  to  help  scope  the  audit  at 
contnctor  locations  where  a  demonstra¬ 
tion  IS  not  required;  however,  in  this  case 
the  recommendation  to  withhold  should 
be  part  of  the  final  audit  report. 

(1)  Review  current  inventory  to  identi¬ 
fy  materials  that  are  in  excess  of  known 
requirements  by  comparing  the  contrac¬ 
tor’s  listing  of  contract  requirements 
(parts  lists,  etc.)  to  the  on  hand  invento¬ 
ry- 

(2)  Review  the  material  months  on 
hand,  e.g.,  date  received  to  the  date  of 
usage,  to  determine  if  materials  appear  to 
be  unreasonably  time  phased. 

(3)  Review  contractor  inventory  cycle 
count  data  if  available  or  sample  invento¬ 
ry  to  determine  the  level  of  record  accu¬ 
racy. 

(4)  Sample  material  transfer  activity  to 
determine  if  transfers  of  costs  or  loan 
payback  procedures  resulted  in  noncom¬ 
pliance  with  MMAS  Standard  7  and 
increased  or  duplicated  costs  to  the  Gov¬ 
ernment. 

(5)  Tailor  other  steps  that  would  identi¬ 
fy  potent'al  harm  to  the  Government 
based  on  leads  or  information  available 
to  the  FAO. 

(6)  N  jtify  the  ACO  of  the  demonstra¬ 
tion  problems  and  identify  deficiencies 
found  in  the  above  steps. 

(7)  Recommend  that  the  ACO  with¬ 
hold  the  amount  of  the  potential  impact 
to  the  Government  (the  effect  of  the 
identified  procedural  and/or  control  defi¬ 
ciencies)  identified  through  the  above 
steps  until  the  contractor  provides  an 
adequate  demonstration  of  its  MMAS 


which  specifically  identifies  the  level  of 
compliance  and  applicable  cost  impacts. 
See  CAM  5-716  and  MMAS  training 
course  no.  1 292  for  guidance  on  comput¬ 
ing  cost  impacts. 

5-706  System  Description 

MMAS  Standard  1  (DFARS  252.242- 
7004(0(1)).  This  standard  requires  the 
contractor  to  provide  an  adequate  system 
description  including  policies,  proce¬ 
dures,  and  operating  instructions  compli¬ 
ant  with  FAR  and  DFARS.  While  the 
contractor  is  required  to  provide  a  broad 
range  of  documents,  the  auditor  should 
focus  attention  on  the  adequacy  of  the 
policies,  procedures,  and  operating  in¬ 
structions  related  to  MMAS  Standards  2 
through  10. 

a.  The  contractor  should  establish  and 
maintain  descriptions  of  the  major  man¬ 
ual  and  automated  systems  that  comprise 
the  MMAS.  These  descriptions  should 
cover  all  integrated  component  systems 
and  include: 

(1)  narrative  descriptions  of  each  of 
the  component  EDP  systems  and 
the  interaction  with  one  another, 

(2)  detailed  flowcharts  for  each  of  the 
component  EDP  systems, 

(3)  identification  and  purpose  of  all 
MMAS  related  transactions,  tables, 
schedules,  files,  and  reports  for 
each  c  -mponent  EDP  system, 

(4)  descriptions  of  available  historical 
data  files,  retention  periods,  and 
storage  format,  and 

(5)  identification  of  the  programming 
languages  used  to  implement,  pro¬ 
cess,  and  query  the  system. 

b.  The  contractor  should  provide  a 
written  description  of  its  MMAS  in 
enough  detail  to  allow  the  auditor  to  get  a 
thorough  understanding  of  how  the 
MMAS  operates.  The  contractor’s  write¬ 
up  should  include  references  to  written 
policies,  procedures,  and  operations 
manuals.  Information  should  be  provid¬ 
ed  for  each  process  or  function  within  the 
system  as  well  as  existing  internal  con¬ 
trols. 

c.  The  system  write-up  should  identify 
the  generation  of  material  requirements, 
bills  of  material,  and  development  of  lead 
times.  The  contractor  should  provide 
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information  on  how  this  information  is 
used  to  purchase  material.  All  data  input 
(whether  manual  or  automated)  should 
be  identified.  This  should  include  a  de¬ 
scription  of  how  the  material  is: 

(1)  ordered  and  tracked  once  a  pur¬ 
chase  order  is  issued; 

(2)  tracked  once  it  arrives  at  the  con¬ 
tractor’s  warehouse  or  plant; 

(3)  handled  and  accounted  for  in  stor¬ 
age  locations; 

(4)  issued  to  a  task; 

(5)  billed  to  the  government; 

(6)  accounted  for  when  it  is  moved 
among  tasks  or  inventories  and 
incorporated  into  the  end  item; 
and 

(7)  disposed  of  during  contract  perfor¬ 
mance  and  at  contract  completion. 

5-707  Material  Requirements 

MMAS  Standard  2  (DFARS 
252.242.7004(1X2)).  MMAS  Standard  2 
requires  contractors  to  assure  that  pur¬ 
chased  and  fabricated  material  charged 
to  contracts  are  based  on  “valid  time- 
phased  requirements.”  Costing  practices 
are  valid  and  time-phased  when  material 
is  purchased  and/or  fabricated  for  a  spe¬ 
cific  production  plan  and  the  cost  is 
charged  and  billed  within  a  reasonable 
time  related  to  production  process  needs. 

a.  There  is  no  standard  number  of  days 
(months)  that  constitute  adequate  time 
phasing.  Time  phasing  is  the  product  of 
good  material  management  and  internal 
controls.  Reasonable  time  phasing  en¬ 
sures  all  material  management  processes 
are  justified  and  followed.  In  turn,  mate¬ 
rial  management  processes  should  ensure 
that  materials  are  received  as  close  to 
manufacturing  need  dates  as  possible 
under  existing  circumstances. 

b.  The  auditor’s  primary  goal  is  to 
determine  that  sufficient  procedures  and 
controls  are  established  to  assure  con¬ 
tracts  are  charged  based  on  valid  time- 
phased  requirements.  The  standard  spe¬ 
cifies  accuracy  goals  as  a  validity  measure 
to  assure  that  the  Bill  of  Material  (BOM) 
or  master  production  schedule  (MPS) 
reflects  the  most  accurate,  complete,  and 
current  information.  The  auditor  should 
gain  an  understanding  of  the  contractor's 
system  and  controls  to  evaluate  the  con¬ 


tractor’s  system  demonstration.  The  au¬ 
ditor  should  review  EDP  related  policies 
and  procedures  which  address  the  sys¬ 
tem’s  automated  operations.  Current 
flowcharts  of  the  material  time-phasing 
process  and  the  processes  used  to  deter¬ 
mine  BOM  and  MPS  accuracies  should 
be  reviewed,  analyzed,  and  a  conclusion 
made  regarding  the  adequacy  of  the  auto¬ 
mated  process.  Internal  controls  over 
access  to  component  EDP  systems  should 
be  reviewed  to  determine  that  only  users 
needing  access  to  perform  their  duties  are 
allowed  onto  the  system.  Data  entry 
sources  and  related  material  system 
transactions  should  be  identified  and 
their  applicable  security  system  authori¬ 
zation  tables  examined  to  determine  that 
transaction  authorities  (e.g.,  read,  up¬ 
date,  delete)  are  adequately  controlled. 

c.  Auditors  must  be  alert  for  situations 
where  the  contractor’s  current  systems 
are  accurate  (the  BOM  system  is  generat¬ 
ing  valid  requirements  and  the  MPS 
system  is  identifying  accurate  material 
need  dates)  but  contracts  include  invalid 
or  unreasonably  time-phased  materials. 
However,  this  should  be  the  exception — 
an  accurate  system  should  generate  valid 
time-phased  material  costs.  Even  though 
the  current  system  is  functioning  accu¬ 
rately,  prior  deficiencies  or  other  circum¬ 
stances  may  have  allowed  invalid  or 
unreasonably  time-phased  materials  to  be 
charged  to  the  contracts.  This  would  be 
noncompliant  with  the  objective  of  the 
standard  if  controls  were  not  instituted  to 
relieve  the  government  of  the  impact  of 
this  unallowable  practice. 

d.  The  auditor  should  verify  contractor 
use  of  the  BOM  and  MPS  as  a  basis  for 
material  costing  and  review  measures  of 
performance  that  assure  charges  or  allo¬ 
cations  are  based  on  valid  time-phased 
requirements.  Standard  2  states  that  a  98 
percent  BOM  accuracy  (see  paragraph  5- 
707. Id  for  discussion  on  the  accuracy 
calculation)  and  a  95  percent  MPS  accu¬ 
racy  (see  paragraph  5-707.2b)  for  discus¬ 
sion  on  the  accuracy  calculation)  are 
desirable  goals  to  assure  that  require¬ 
ments  are  valid  and  time-phased.  If  the 
system  accuracy  is  lower,  the  contractor 
must  demonstrate  that  there  is  no  materi¬ 
al  harm  to  the  government  and/or  the 
cost  to  meet  the  accuracy  goals  is  exces- 
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sive  in  relation  to  impact  on  the  govern¬ 
ment.  Reviews  of  the  BOM  and  MPS 
require  close  coordination  with  govern¬ 
ment  technical  representatives. 

e.  As  the  auditor  reviews  the  10  MMAS 
standards,  observations  in  other  areas 
may  provide  indicators  of  problems  with 
the  MPS  and  BOM.  A  large  number  of 
material  expediters,  substantial  excess 
inventory,  and  frequent  inventory  short¬ 
ages  can  ail  be  strong  indicators  that 
formal  MPS  and  BOM  systems  are  not 
providing  accurate  information  or  that 
established  policies  and  procedures  are 
not  being  followed.  These  circumstances 
can  also  be  indicators  that  the  contractor 
is  operating  under  an  informal  system 
and  ignoring  problems  reported  by  for¬ 
mal  MPS  and  BOM  systems.  This  can 
lead  to  problems  with  excess  inventory 
and  financing  of  material  far  in  advance 
of  need. 

S-707.1  Bill  of  Mlaterial  Accuracy 

a.  Requirements  are  considered  valid 
when  material  is  purchased  or  fabricated 
to  provide  quantities  necessary  to  com¬ 
plete  specific  production  units.  The  bill 
of  material  (BOM)  identifies  materials 
and  quantities  required  to  manufacture 
the  assembly.  An  accurate  BOM  repre¬ 
sents  contractually  required  materials.  By 
combining  the  requirements  for  the  vari¬ 
ous  assemblies,  the  contractor  can  deter¬ 
mine  total  contract  requirements.  Total 
requirements  can  then  be  compared  with 
material  charges  to  the  contract.  This 
process  can  identify  the  existence  of  costs 
that: 

(1)  are  not  based  on  requirements 

(2)  exceed  contract  requirements 

(3)  represent  requirements  for  which 
no  costs  have  been  incurred 

b.  The  contractor  should  have  BOM 
policies  and  procedures  addressing: 

(1)  BOMs  for  assemblies  and  fabricat¬ 
ed  parts  that  generate  requirements 

(2)  the  development  of  original  mate¬ 
rial  requirements  and  subsequent 
changes 

(3)  approval  authority  for  releasing 
and  maintaining  bills  of  material 

(4)  material  requirement  adjustments 
for  engineering  changes 

(5)  controls  for  converting  engineering, 
BOMs  to  manufacturing  BOMs 


(6)  materials  used  on  an  “as  required” 
basis  (no  specified  quantity  re¬ 
quirement) 

(7)  substitute  material  to  include  con¬ 
trols  that  prevent  requirements 
from  being  input  for  both  primary 
and  substitute  materials 

(8)  how  and  when  bills  of  material 
records  are  maintained  and  purged 

(9)  a  reasonable  basis  for  measuring 
the  accuracy  of  the  bill  of  material 

c.  The  contractor’s  system  should  pro¬ 
vide  for  systematic  testing  of  the  bills  of 
material  for  accuracy,  appropriate  correc¬ 
tive  measures  as  warranted,  and  a  record 
of  the  results  of  such  tests. 

d.  The  techniques  for  calculating  the 
accuracy  percentage  for  BOMs  will  vary 
from  contractor  to  contractor.  The  tech¬ 
nique  used  is  dependent  on  BOM  prepa¬ 
ration  methods  and  the  production  pro¬ 
cess.  BOM  accuracy  indicates  whether 
the  BOM  represents  the  actual  material 
required  to  produce  the  product.  Using 
traditional  methods,  material  require¬ 
ments  on  an  “as-built”  basis  is  the  best 
measure  of  accuracy.  However,  the 
BOMs  which  are  loaded  into  the  system 
and  drive  purchase  and  fabrication  or¬ 
ders  are  the  ones  affecting  billing  and 
costing.  These  BOMs  are  the  most  appro¬ 
priate  for  measuring  to  assure  they  reflect 
the  most  current,  accurate,  and  complete 
information.  The  contractor  should  have 
procedures  and  internal  controls  for  en¬ 
suring  accurate  BOMs  and  a  reasonable 
method  for  calculating  BOM  accuracy. 
An  example  of  one  formula  follows: 

BOM  Actu.'acy  = 

BOMs  in  Agreement  x  100  = _ % 

Total  BOMs  Reviewed 

e.  Each  level  of  production  (i.e.,  fabri¬ 
cated  parts,  subassemblies,  assemblies, 
and  line  replaceable  units)  has  BOMs 
that  may  be  tested  for  accuracy.  BOMs 
can  be  inaccurate  at  any  level.  In  order 
for  the  auditor  to  assess  BOM  accuracy, 
selected  BOMs  must  be  compared  to 
appropriate  data  (e.g.,  engineering  BOM, 
part  drawings,  engineering  changes)  to 
ensure  that  98  percent  of  the  BOMs 
driving  procurement  are  accurate.  Neces¬ 
sary  adjustments  for  the  actual  calcula¬ 
tion  of  the  BOM  accuracy  must  be  made 
as  circumstances  warrant. 
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5-707.2  Master  Production  Schedule 
Accuracy 

a.  The  contractor  should  have  a  docu- 
ment(s)  that  represents  the  master  pro¬ 
duction  schedule  (MPS).  The  MPS  de¬ 
tails  what  and  how  much  material,  labor, 
and  capacity  is  required  and  when  these 
resources  are  needed.  The  contractor 
should  have  MPS  policies  that  address: 

(1)  level  of  approval  and  identification 
of  approving  official 

(2)  whether  or  not  past  due  effort  is 
allowed  (past  due  effort  is  un¬ 
planned  effort  and  should  be  re- 
schedulecO 

(3)  methods  for  evaluating  reasonable¬ 
ness  of  capacity  constraints 

(4)  definition  of  pi  inning  horizon  and 
identification  c  planning  time  in¬ 
crements. 

(5)  techniques  for  systematic  testing 
for  accuracy  and  appropriate  cor¬ 
rective  measures,  as  warranted 

(6)  procedures  and  identification  of 
authorities  for  changing  policies 

(7)  methods  for  periodically  verifying 
the  reasonableness  of  lead  and  flow 
times 

(8)  timely  processing  of  changes 

(9)  product  changes  being  planned  and 
implemented  to  minimize  disrup¬ 
tion  to  the  master  schedule,  scrap, 
rework,  and  obsolete  material 

b.  An  accurate  MPS  and  related  poli¬ 
cies  and  procedures  should  provide  time 
phasing  of  production  materials.  The 
techniques  for  calculating  the  accuracy 
percentage  for  MPS  will  vary,  depending 
on  the  method  used  to  prepare  the  MPS 
and  the  nature  of  the  production  process. 
Although  there  are  some  common  meth¬ 
ods  used  for  measuring  MPS,  no  specific 
method  is  required.  Each  contractor 
should  assess  its  own  system  and  then 
identify  the  most  appropriate  method  to 
demonstrate  that  the  system  generates 
realistic  need  dates  for  material.  Tradi¬ 
tional  MPS  accuracy  measures  consider 
historical  performance  by  comparing  end 
item  deliveries  accomplished  versus  end 
item  deliveries  planned  for  a  given  time 
period,  determined  as  follows: 

PERFORMANCE  = 

ACTUAL  PRODUCTION  x  100  =  __  % 
PLANNED  PRODUCTION 

c.  The  accuracy  measure  must  be  sup¬ 
ported  by  an  adequate  demonstration  of 
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the  reliability  of  the  schedules  being 
measured.  The  contractor  should  identify 
the  various  lead  times  and  process  flows 
and  show  the  justification  for  times  used. 
This  includes  a  demonstration  that  the 
data  used  in  the  MPS  is  consistent  with 
actual  shop  floor  practice.  The  demon¬ 
stration  should  include  all  processes  that 
contribute  to  timely  scheduling  of  materi¬ 
al  receipts  and  end  item  completion  at 
the  point  that  the  measure  is  taken.  The 
contractor  is  expected  to  establish  a  rea¬ 
sonable  basis  for  accuracy  measurements, 
and  a  program  for  on-going  measurement 
and  improvement  of  accuracy  levels  to 
reach  desired  accuracy  goals. 

d.  Another  example  of  a  measure  of 
MPS  accuracy  is: 

No.  of  End  Items 
with  Accurate  Delivery 

Dates  in  Schedule _ X  100%  =  MPS 

No.  of  Contractually  Accuracy 

Deliverable  End  Items 

In  this  example,  the  contractor  will 
determine  the  universe  of  contractual 
end  items  and  their  applicable  delivery 
dates.  Once  the  universe  is  identified,  a 
determination  is  made  as  to  whether 
these  contractual  end  items  are  included 
in  the  schedule  and  that  the  schedule 
reflects  contractual  due  dates.  When  bas¬ 
ing  the  measurement  on  prospective  con¬ 
tractual  end  item  delivery  dates  as  shown 
in  the  above  example,  be  aware  that 
contracts  may  allow  a  “window”  in 
which  to  deliver  or  allow  early  delivery  of 
contractual  end  items. 

e.  The  auditor  should  ensure  that  these 
types  of  measures  arc  not  misleading. 
The  critical  points  are  the  accuracy  of  the 
lead  and  process  times  used  in  the  sched¬ 
ules  being  measured.  Before  these  types 
of  measures  can  be  of  value,  the  contrac¬ 
tor  must  demonstrate  the  accuracy  of  the 
data  within  the  schedules  and  its  consis¬ 
tency  with  practice. 

f.  The  auditor  should  evaluate  the 
reasonableness  of  whatever  measure  the 
contractor  chooses  to  employ  and  render 
a  judgement  on  whether  that  measure¬ 
ment  appropriately  depicts  the  schedule 
accuracy  and  assures  that  materials  re¬ 
quired  in  the  manufacturing  process  will 
be  reasonably  time-phased  to  need  in  the 
manufacturing  process.  In  addition,  the 
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contractor  and  auditor  should  evaluate 
the  reasons  for  identified  variances  to 
determine  the  causes  of  inaccuracies. 

g.  To  assure  that  contract  costing  or 
billings  are  time-phased,  the  contractor’s 
demonstration  should  analyze  and  dem¬ 
onstrate  inventory  turnover  and/or 
“months-on-hand”  of  current  inventory. 
The  techniques  for  demonstration  will 
vary  from  contractor  to  contractor.  The 
auditor  should  evaluate  the  reasonable¬ 
ness  of  whatever  approach  the  contractor 
chooses  to  employ  and  render  a  judge¬ 
ment  on  whether  or  not  the  contractor 
has  adequately  justified  materials  carried 
for  long  periods  of  time.  In  addition,  the 
contractor  and  auditor  should  evaluate 
the  reasons  for  premature  costing  or 
billings  to  determine  the  cause  and  any 
potential  harm  to  the  government. 

5-707.3  Justification  of  Exceptions 

a.  Even  though  the  contractor’s  system 
achieves  the  desired  BOM  and  MPS 
accuracy  levels,  it  is  possible  for  invalid 
or  unreasonably  time-phased  material  to 
get  into  contract  costs  and  current  bill¬ 
ings.  These  situations  can  be  caused  by 
prior  system  deficiencies  that  have  not 
been  corrected,  minimum  buy  require¬ 
ments,  or  other  circumstances.  There¬ 
fore,  it  is  important  that  the  contractor 
have  policies  and  procedures  in  place  to 
identify  when  such  situations  may  exist, 
investigate  the  causes,  and  take  necessary 
corrective  actions  to  ensure  that  the  gov¬ 
ernment  is  not  over  billed. 

b.  The  contractor  should  have  controls 
in  place  to  identify  situations  where 
materials  are  changed  to  government  con¬ 
tracts  in  excess  of  contract  requirements 
or  significantly  before  production  need 
dates.  While  these  conditions  are  not 
necessarily  unreasonable,  it  is  important 
that  they  be  identified  and  investigated  to 
ensure  that  the  MMAS  is  continuing  to 
operate  effectively.  In  addition,  the  con¬ 
tractor  should  ensure  that  the  govern¬ 
ment  is  not  billed  for  unreasonable  mate¬ 
rial  costs. 

c.  For  example,  because  of  minimum 
buy  and/or  economic  order  quantity  re¬ 
strictions  for  some  items  of  material, 
material  quantities  greater  than  valid 
time-phased  requirements  may  be  pur¬ 
chased  or  fabricated  and  charged  to  a 
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cost  objective.  In  these  instances,  the 
contractor  should  demonstrate  that  its 
method  reduces  overall  costs  of  pur¬ 
chases  and  fabrication  and  that  receipt 
and  costing  of  the  materials  is  done  as 
close  to  the  need  date  as  possible  to  take 
advantage  of  available  price  reductions. 
Normally,  the  contractor  should  not 
charge  contracts  for  materials  when  a 
requirement  does  not  exist.  However, 
consideration  must  be  given  when  min'- 
mum  buy  or  other  necessary  circum¬ 
stances  are  imposed  on  the  contractor  to 
buy  greater  quantities  than  immediately 
needed. 

5-708  System  Monitoring 

MMAS  Standard  3  (DFARS  252.242- 
7004(0(3).  Standard  3  requires  the  con¬ 
tractor  to  provide  a  mechanism  to  identi¬ 
fy,  report,  and  resolve  system  control 
weaknesses  and  manual  overrides.  As 
with  any  system,  sufficient  internal  con¬ 
trols  should  exist  so  any  significant  irreg¬ 
ularity  will  be  identified  through  normal 
system  operation.  The  MMAS  system 
should  include  policies  and  procedures 
that  describe  how  and  when  operational 
exceptions  are  to  be  identified,  reported, 
and  resolved.  Operational  exceptions  are 
irregular  situations  that  result  from  sys¬ 
tem  logic  (analysis  and  correction  of 
errors  and  irregularities)  or  system  over¬ 
rides. 

a.  The  standard  specifically  cites  excess 
inventory  as  one  area  that  needs  control 
mechanisms.  The  system  should  identify 
excess  inventory  as  soon  as  known.  MRP 
activity  can  mask  any  excess  by  constant¬ 
ly  causing  it  to  be  moved  because  of  new 
requirements  or  changed  priorities. 

b.  Experience  has  shown  that  inappro¬ 
priate  costing  can  result  from  contractor 
use  of  excess  inventory  on  spares  con¬ 
tracts.  Excess  parts  are  sometimes  used 
on  spares  contracts  at  no  cost  (i.e.,  never 
transferring  the  cost  or  the  replacement 
part),  understating  actual  recorded  con¬ 
tract  costs  on  the  gaining  contract  and 
overstating  cost  on  the  losing  contract. 
Further,  nondisclosure  of  such  activity 
(i.e.,  proposing  purchase  or  fabrication 
costs  when  the  parts  will  be  used  at  no 
cost)  at  spares  contract  price  negotiation 
could  result  in  defective  pricing. 
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c.  While  reporting  mechanisms  for 
excess/residual  inventory  are  critical 
ones,  they  are  not  the  only  exceptions  or 
problems  the  auditor  should  be  con¬ 
cerned  with.  The  auditor  should  look  at 
the  contractor’s  entire  exception  re  ort- 
ing  system  to  verify  the  existence,  and 
adequacy,  of  major  controls  in  all  areas 
that  need  to  be  identified.  These  areas 
include,  but  are  not  limited  to: 

0)  unauthorized  changes  to  BOMs, 

(2)  materials  charged  to  contracts  in 
excess  of  requirements; 

(3)  materials  charged  to  contracts  pri¬ 
or  to  its  production  need  date 
(time-phasing); 

(4)  monitoring  of  attrition,  rework, 
scrap,  and  lost/found  material; 

(5)  transfers  and  loan/paybacks;  and 

(6)  manual  overrides  (i.e.,  material  ad¬ 
justments). 

d.  The  most  common  method  used  by 
contractors  to  facilitate  the  identification 
of  system  irregularities,  or  problems,  is 
the  “exception  report.”  The  auditor 
should  obtain  a  listing  of  all  exception 
reports  and  their  usage.  If  there  are  a 
significant  number  of  exception  reports 
that  are  either  no  longer  in  existence  or 
not  currently  used,  this  should  be  brought 
to  management’s  attention. 

e.  The  contractor’s  policies  and  proce¬ 
dures  should  address  the  resolution  of 
reported  exceptions.  To  be  fully  compli¬ 
ant  with  the  intent  of  this  standard,  the 
contractor  should  do  whatever  is  neces¬ 
sary  to  prevent  exceptions,  where  feasi¬ 
ble,  or  at  least  minimize  their  recurrence. 

5-709  Audit  Trail 

MMAS  Standard  4  (DFARS 
252.242.7004(0(4).  This  standard  re¬ 
quires  adequate  MMAS  audit  trails  and 
necessary  records  to  evaluate  system  logic 
and  to  verify  through  transaction  testing 
that  the  system  is  operating  as  desired. 
The  auditor  should  determine  that  (a)  all 
original  entries  and  subsequent  transac¬ 
tions  are  recorded  in  the  system,  (b)  there 
is  an  appropriate  audit  trail,  and  (c) 
sufficient  evidential  matter  exists  to  al¬ 
low  the  expression  of  an  audit  opinion. 

a.  All  transactions,  both  original  and 
subsequent  entries,  should  be  recorded  in 
the  system  to  enable  verification  of  sys¬ 


tem  performance.  The  auditor  should  be 
alert  for  situations  where  entries,  espe¬ 
cially  adjustments,  can  be  entered  into 
the  system  without  evidence  of  the  entry 
being  recorded.  The  contractor  should 
identify  each  type  of  transaction  covered 
by  the  MMAS  and  the  controls  for  ensur¬ 
ing  that  these  transactions  are  properly 
recorded  in  the  system. 

b.  An  audit  trail  refers  to  the  ability  to 
trace  transactions  from  their  authoriza¬ 
tion  through  any  intermediate  books  and 
records  to  the  books  and  records  of  final 
entry,  and  vice  versa.  The  contractor 
should  be  able  to  show  how  both  pur¬ 
chased  and  fabricated  parts  flow  through 
its  system  from  beginning  to  end.  At  a 
minimum,  the  auditor  should  trace  a  few 
transactions  through  each  significant  as¬ 
pect  of  the  contractor’s  system.  If  this 
effort  was  accomplished  to  support  the 
auditor’s  basic  understanding  of  the  sys¬ 
tem  it  need  not  be  duplicated  here. 

c.  The  contractor  must  be  able  to 
provide  sufficient  evidence,  through 
transaction  testing,  that  its  MMAS  sys¬ 
tem  is  reliable.  To  fully  comply  with  this 
standard,  the  contractor’s  system  should 
provide  for  periodic  transaction  testing 
to  ensure  that  the  system  is  continuing  to 
operate  as  designed.  This  testing  may  be 
included  as  part  of  Standard  10. 

d.  The  auditor  should  carefully  assess 
the  adequacy  and  sufficiency  of  the  con¬ 
tractor’s  transaction  testing  and  revise 
the  scope  of  audit  accordingly  (see  CAM 

4- 1000).  In  addition,  the  contractor’s 
transaction  testing  may  fulfill  some  or  all 
of  the  required  substantive  testing  neces¬ 
sary  to  issue  an  opinion  on  the  allowabili¬ 
ty  of  incurred  material  costs.  Therefore, 
the  nature  and  results  of  the  contractor’s 
testing  efforts  should  be  considered  in 
scoping  the  extent  of  our  annual  evalu¬ 
ation  of  incurred  maicrial  costs  (see 
CAM  6-300). 

5- 710  Physical  Inventories 

MMAS  Standard  5  (DFARS  252.242- 
0046(f)(5).  The  main  objective  of  this 
standard  is  the  requirement  to  maintain 
accurate  recorded  inventory  validated 
through  periodic  reconciliation  of  record¬ 
ed  to  physical  inventory  quantities.  This 
will  help  to  ensure  that  purchases  do  not 
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exceed  requirements,  progress  payments 
are  based  on  valid  inventory  records,  and 
physical  inventory  information  is  accu¬ 
rate  for  estimating  and  pricing  purposes. 
The  standard  specifies  95  percent  accura¬ 
cy  as  a  desirable  goal.  If  this  accuracy 
goal  is  not  achieved,  the  contractor  must 
demonstrate  that  there  is  no  harm  to  the 
government  or  that  costs  to  meet  the  goal 
are  excessive  (considering  the  potential 
harm  to  the  government).  See  CAM  6- 
306  for  additional  guidance  on  physical 
inventories. 

5-710.1  Receipt  and  Inspection  of 
Material 

a.  The  contractor  should  establish  and 
maintain  policies  and  procedures  for  re¬ 
ceipt  and  inspection  of  material.  The 
receiving  activity  is  responsible  for  the 
receipt  and  inspection  of  incoming  mate¬ 
rials  and  the  movement  of  these  materi¬ 
als  to  the  areas  where  the  storage  and 
usage  functions  are  carried  out.  Common 
responsibilities  include: 

(1)  unloading,  unpacking,  identifying, 
sorting,  and  verifying  that  the 
quantity  and  quality  of  materials 
received  agree  with  purchase  order 
requirements 

(2)  noting  shortages,  damage,  and  de¬ 
fects 

(3)  reporting  receipts  and  discrepan¬ 
cies 

(4)  moving  materials  to  storage  or  oth¬ 
er  appropriate  activities 

(5)  providing  appropriate  transaction 
inputs  to  the  inventory  require¬ 
ments  and  accounting  systems 

b.  In  evaluating  internal  controls,  as  a 
minimum  determine  the  following  condi¬ 
tions  and  procedures  are  used  as  a  means 
of  controlling  the  activities  of  the  receiv¬ 
ing  and  inspection  department; 

(1)  The  receiving  function  is  inde¬ 
pendent  of  the  purchasing,  in¬ 
voice  processing,  and  shipping 
functions. 

(2)  Incoming  material  is  centrally 
controlled. 

(3)  Receiving  reports,  signed  by  an 
authorized  representative,  are 
prepared  for  all  material  received, 
and  a  copy  is  furnished  to  the 
accounting  department. 


(4)  The  receiving  department  is  ad¬ 
vised,  by  copy  of  the  purchase 
order,  of  the  type  of  material 
purchased. 

(5)  Quantities  of  materials  received 
are  verified  by  actual  count, 
weight,  or  measurement  by  the 
receiving  department. 

(6)  Quality  inspection  is  evidenced 
by  inspection  reports,  notations 
on  receiving  reports,  or  other  ac¬ 
ceptable  records. 

(7)  Procedures  are  in  effect  which 
control  defective  and  damaged 
material,  overshipments,  returned 
material,  material  received  but 
not  ordered,  and  claims  against 
carriers  and  vendors,  with  related 
responsibilities  for  the  issuance  of 
debit  memorandums. 

(8)  Where  the  contractor  accepts  and 
reworks  defective  vendor-fur¬ 
nished  material  instead  of  reject¬ 
ing  and  returning  it,  government 
contracts  are  not  charged  with  the 
cost  of  rework,  unless  this  is  clear¬ 
ly  justified  in  the  circumstances. 

(9)  Material  returns  are  routed  to  the 
shipping  department  and  are  con¬ 
trolled  by  authorized  shipping  ad¬ 
vises  or  material  releases. 

(10)  Procedures  are  in  effect  for  con¬ 
trolling  the  distribution  of  materi¬ 
al  from  the  receiving  area  to 
stores  or  to  production  areas. 

(11)  The  flow  of  accounting  documen¬ 
tation  is  controlled  by  use  of 
prenumbered  forms,  batch  tran¬ 
smittals  and/or  other  appropriate 
means. 

c.  The  pervasiveness  of  modem  EDP 
systems  requires  the  auditor  to  obtain 
reasonable  assurance  that  the  authority  of 
data  origination,  accuracy  of  data  input, 
integrity  of  processing,  and  verification 
and  distribution  of  output  within  the 
receiving  and  inspection  functions  are 
adequately  controlled.  The  results  of  the 
most  recent  EDP  general  internal  control 
audit  and  other  related  systems  audits 
should  be  reviewed  for  reported  deficien¬ 
cies  which  could  adversely  impact  inter¬ 
nal  control  of  the  receiving  and  inspec¬ 
tions  functions.  The  following  elements 
should  be  considered  when  reviewing 
internal  controls  related  to  automated 
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material  receiving  and  inspection  sys¬ 
tems: 

(1)  The  contractor’s  representation  of 
receiving  and  inspection  systems 
internal  controls.  This  representa¬ 
tion  should  include  identification 
of  system  transactions  and  related 
security,  material  processing  and 
exception  reporting,  inspection 
processing,  adjustments,  etc.  Sys¬ 
tem  operation  and  the  identifica¬ 
tion  of  all  related  system  policies, 
practices,  and  procedures. 

(2)  The  number  of  employees  having 
access  to  materul  and  inspection 
system  data  should  be  reasonable 
and  based  on  need.  Adequate  secu¬ 
rity  controls  (logical  and  physical) 
should  be  incorporated  to  control 
access  to  the  system  and  to  control 
specific  material  transaction  capa¬ 
bilities.  Authority  to  make  changes 
to  receiving  and  inspection  data 
should  be  limited,  logged,  and 
closely  monitored. 

(3)  Current  receiving  and  inspection 
system/subsystem  flowcharts  show¬ 
ing  data  input  characteristics,  in¬ 
ternal  control  points,  internal  con¬ 
trol  tables,  and  output  reports.  Sys¬ 
tem  operation  should  be  verified  to 
the  policies,  practices,  procedures, 
and  flowchart. 

(4)  Test  system  internal  controls  by 
tracking  selected  receipt  transac¬ 
tions  to  their  source  purchasing 
documents.  Verify  the  results  of 
the  test  to  the  related  bills  of  mate¬ 
rial  or  contract.  Any  differences 
must  be  resolved  with  the  contrac¬ 
tor.  Consider  using  CAATs  to  ex¬ 
pedite  the  process. 

5-710.2  Storage  and  Issuance  of  Material 

a.  The  storing  and  issuing  function  is 
responsible  for: 

( 1 )  Protecting  and  preserving  material 
in  storage,  including  appropriate 
safeguards  for  items  of  a  sensitive 
nature  and  items  subject  to  deteri¬ 
oration  by  the  elements. 

(2)  Accessing  fast  moving  items. 

(3)  Examining  material  requisitions 
for  the  appropriate  stock  number, 
nomenclature,  and  authorized  us¬ 
age. 


(4)  Substituting,  if  appropriate,  anoth¬ 
er  item  when  a  requisitioned  item 
is  not  available. 

(5)  Issuing  material  timely  when  pre¬ 
sented  with  an  authorized  requisi¬ 
tion. 

(6)  Initiating  purchase  requisitions 
when  stock  levels  reach  the  reorder 
point  or  when  authorized  requisi¬ 
tions  cannot  be  filled,  duly  noting 
'tue-ins  and  due-outs, 

(7)  Reviewing  stock  for  slow  moving 
items  and  items  in  long  supply  and 
initiating  appropriate  action  for 
consumption  or  disposal, 

(8)  Providing  appropriate  transaction 
inputs  to  the  inventory  require¬ 
ments  and  accounting  systems. 

b.  In  evaluating  the  internal  controls  in 
this  area,  determine  the  extent  to  which 
the  contractor  employs  the  procedures 
listed  below: 

(1)  separate  accountability  is  main¬ 
tained  for  contractor-owned  and 
government-owned  materials  for 
each  class  of  material 

(2)  material  received  is  delivered  di¬ 
rectly  to  the  warehouse,  store¬ 
room,  or  production  area,  via  an 
inspection  area  if  appropriate 

(3)  when  material  received  is  deliv¬ 
ered  directly  to  a  production  area, 
procedures  insure  that  proper 
documentary  and  accounting  con¬ 
trol  is  maintained 

(4)  excess  stock  is  not  permitted  to 
accumulate  in  production  areas 

(5)  stores  records  are  maintained  by 
employees  functionally  indepen¬ 
dent  of  storekeepers 

(6)  there  are  adequate  controls  to 
prevent  theft  or  diversion  of  ma¬ 
terial.  Unauthorized  persons  are 
denied  access  to  storerooms. 
There  are  special  safeguards  for 
high  dollar  value  material  and 
material  susceptible  to  personal 
use  or  sale 

(7)  materials  are  stored  to  facilitate 
locating,  withdrawing,  handling, 
and  counting 

(8)  procedures  provide  for  the  timely 
reporting  of  slow  moving,  obso¬ 
lete,  and  overstocked  material, 
such  as  electronic,  automotive 
and  truck  parts,  or  copper,  brass. 
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or  other  high  value  metals  or 
components 

(9)  procedures  provide  for  the  release 
of  materials  only  upon  the  receipt 
of  a  properly  approved  requisi¬ 
tion 

(10)  requisitions  applicable  to  govern¬ 
ment-owned  materials  are  distin¬ 
guishable  from  requisitions  for 
contractor-owned  materials 

(11)  controls  provide  for  proper 
charges  and  credits  when  material 
is  transferred  between/among 
contracts 

(12)  procedures  provide  that  appropri¬ 
ate  credits  are  issued  when  un¬ 
used  material  is  returned  to  stock, 
or  where  material  is  diverted  to 
other  work 

(13)  procedures  are  in  effect  to  control 
the  collection,  segregation,  and 
disposition  of  scrap  and  the  is¬ 
suance  of  appropriate  credits  (see 
6-308) 

(14)  procedures  are  in  effect  which 
control  and  account  for  returna¬ 
ble  items  such  as  reels,  containers, 
skids,  boxes,  and  barrels 

(15)  procedures  provide  for  issuing 
materials  subject  to  spoilage  or 
shrinkage  on  a  first  in  first  out 
basis 

(16)  the  flow  of  accounting  documen¬ 
tation  is  controlled  by  use  of 
prenumbered  forms,  batch  tran¬ 
smittals  and/or  other  appropriate 
means 

5-710.3  Inventory  Accuracy 

a.  The  contractor  should  have  estab¬ 
lished  procedures  that  prescribe  how  in¬ 
ventor  record  accuracy  is  verified  as  to 
quantity  and  location.  Prior  audits  have 
found  accuracy  rates  to  be  far  below  the 
recommended  93  percent  level.  A  large 
number  of  material  expediters,  substan¬ 
tial  excess  inventory,  and  frequent  short¬ 
ages  of  material  to  satisfy  production 
needs  can  all  be  strong  indicators  that  the 
formal  system  is  not  providing  accurate 
information.  Specific  attention  should  be 
accorded  the  policies,  practices,  and  pro¬ 
cedures  governing  the  classification,  loca¬ 
tion,  requisition,  and  responsibilities  for 
contract  inventory.  Although  not  normal¬ 
ly  part  of  the  testing  of  inventory  accura¬ 


cy,  the  MMAS  procedures  should  include 
requirements  for  shop  floor  accountabili¬ 
ty  of  materials  in  the  production  process. 

b.  For  MMAS  purposes,  accuracy 
should  not  be  determined  based  on  the 
dollar  value  of  an  aggregate  inventory. 
This  technique  is  not  representative  of 
the  physical  accuracy  of  the  inventory 
because  the  netting  process  and  material 
planners  rely  on  the  accuracy  of  recorded 
inventory  quantities  when  deciding  to  fill 
requirements  and  generate  orders.  A 
hi^ly  accurate  inventor  is  necessa^  for 
the  netting  process  to  function  reliably. 

c.  Inventory  record  accuracy  attests  to 
the  accuracy  of  the  on  hand  inventory  as 
opposed  to  the  physical  (recorded  count) 
inventory.  Inventory  record  accuracy 
should  be  at  or  above  93  percent  within 
preestablished  tolerances  (see  (3),  below). 
Inventory  records  used  by  the  contractor 
to  make  decisions  regarding  the  purchas¬ 
ing  or  fabrication  of  matenals  should  be 
used  when  counting  the  on-hand  invento¬ 
ry.  An  example  of  a  formula  for  calculat¬ 
ing  inventory  accuracy  is: 

INVENTORY  ACCURACY  = 

#  OF  PARTS  ACCURATE  x  100  =  _  % 

#  OF  PARTS  COUNTED 

d.  An  inventory  classification  system 
may  be  used  by  a  contractor  to  focus 
available  resources  on  controlling  those 
materials  posing  the  greatest  risk.  An 
example  of  this  is  the  ABC  inventory 
method.  This  system  classifies  inventory 
items  in  a  decreasing  order  of  annual 
dollar  volume  or  other  criteria.  This 
array  is  then  split  into  classes  A,  B,  and 
C.  Class  A  contains  items  with  the  high¬ 
est  annual  dollar  volume  and  receives  the 
most  attention.  The  medium  class  B 
receives  less  attention  while  class  C, 
which  contains  low  dollar  items,  has 
minimum  controls.  The  principle  behind 
the  ABC  method  is  that  effort  will  be 
saved  through  relaxed  controls  on  low 
value  items  that  do  not  pose  a  significant 
risk.  Effort  can  then  be  applied  to  reduce 
inventories  and  maintain  stricter  ac¬ 
countability  of  high  value  items. 

e.  The  precision  or  degree  of  accuracy 
(tolerance)  will  vary  by  types  of  invento¬ 
ry.  In  the  ABC  inventory  method,  the 
acceptable  tolerance  for  an  item  count  of 
a  particular  part  within  a  preestablished 
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range  will  depending  on  its  A,  B,  or  ventory  is  computed  and  compared  to  the 
C  classiflcation.  Tolerance  is  very  similar  preestablished  acceptable  tolerance.  The 
in  nature  to  precision  as  used  in  statisti-  more  expensive  items  or  items  crucial  to 
cal  sampling  (i.e.,  +/-  3  percent).  If  a  maintaining  production  have  tighter  tol- 
variable  falls  within  a  preestablished  erance  ranges. 

range,  then  results  are  considered  acc^t-  f.  The  following  table  depicts  the  test 
able.  For  inventory  accuracy,  the  differ-  results  for  10  parts  within  a  particular 
ence  between  recorded  and  physical  in-  classification. 

On-Hand  Per 

Part  On-Hand  Per  Physical  Differ-  Toler- 


No. 

Records 

Count 

ence 

ance* 

Accurate? 

1 

100 

100 

0 

5 

Yes 

2 

80 

78 

2 

4 

Yes 

3 

100 

95 

5 

5 

Yes 

4 

200 

206 

6 

10 

Yes 

5 

120 

130 

10 

6 

No 

6 

80 

80 

0 

4 

Yes 

7 

100 

90 

10 

5 

No 

8 

150 

145 

5 

8 

Yes 

9 

100 

100 

0 

5 

Yes 

10 

80 

80 

0 

4 

Yes 

Number  of  parts  accurate  —  8 

Number  of  parts  counted  =  10 

Accuracy  of  this  class  =  80%  (8/10) 

*  Assume  acceptable  class  tolerance  of  5  percent 

g.  Accuracy  is  based  on  counts  within  physically  counted  during  a  cycle  count 
established  tolerances.  In  the  example  must  fall  between  95  and  105  to  be 
above,  the  class  tested  has  a  preestablish-  recorded  as  accurate.  The  following  is  an 
ed  tolerance  of  5  percent.  This  means  example  of  summarizing  tests  for  mven- 
that  for  a  recorded  quantity  of  100,  units  tory  accuracy: 


Class 

(1) 

Parts 

Sampled 

(2) 

Part  Counts 
in  Tolerance 

Count 
Accuracy 
By  Qass* 

A 

30 

50 

100% 

B 

500 

400 

80% 

C 

1,000 

950 

95% 

1,550 

1.400 

•  Col  (2)/Col  (1) 

90.3% 

h.  Audit  steps  must  include  observa-  5-7104  Inaatory  AiUastaeiits 
tions  of  contractor  count  procedures.  The  contractor  should  have  established 
Count  procedures  should  ensure  int^rity  policies  and  procedures  for  making  ad- 
of  the  process  and  include  “blind  lustments  for  the  difference  between 
counts.”  booked  and  physical  inventory  counts, 

iiKluding  the  oostii^  of  such  adjustments 
in  the  accounting  lecor^  if  aj^rc^riate. 
The  government  IMS  an  interest  in  wheth- 
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er  the  contractor  makes  an  adequate 
investigation  of  inventory  adjustments 
and  whether  losses  are  acceptable  as  a 
reasonable  cost  on  government  contracts. 
Adjustments  of  losses  and  overrates  and 
deterioration  of  inventory  items  may 
indicate  inadequate  inventory  control 
and  storage  procedures.  Adjustments  of 
items  that  are  surplus  or  obsolete  may 
indicate  the  contractor  is  purchasing  ex¬ 
cessive  quantities.  The  auditor  should 
evaluate  the  contractor’s  policies  and 
procedures  to  ensure  that  they  provide 
for  the  proper  investigation  of  inventory 
adjustments  and  follow-up  to  help  reduce 
the  need  for  future  adjustments. 

5-711  Material  Transfers 

MMAS  Standard  6  (DFARS  252.242- 
7004(0(6)).  Standard  6  was  established  to 
assure  that  physical  transfers  of  parts  are 
based  on  valid  reasons.  Under  normal 
circumstances,  contractors  are  required 
to  account  for  costs  by  contract.  This 
standard  recognizes  that  there  may  be 
times  when  it  makes  good  business  sense 
to  transfer  material  from  one  contract  to 
another  with  a  more  immediate  need. 
However,  prior  audits  have  disclosed  that 
in  many  instances  transfers  (physical, 
financial,  or  both)  may  occur  with  no 
apparent  necessity.  This  standard  re¬ 
quires  the  contractor  to  provide  the  gov¬ 
ernment  and  users  of  the  system  descrip¬ 
tive  reasons  for  transfer  activity.  In  addi¬ 
tion,  the  contractor  should  have  controls 
in  place  to  ensure  that  material  transfers 
which  are  inconsistent  with  these  reasons 
are  identified,  reported,  and  resolved  on 
a  timely  basis. 

5-712  Costing  trf  Material 
Transactions 

MMAS  Standard  7  (DFARS  252.242- 
7004(fX7)).  This  standard  requires  con¬ 
sistency  in  the  methods  used  for  costing 
material  transactions.  The  costing  meth¬ 
odology  may  be  standard  cost,  actual 
cost,  or  any  inventory  costing  method 
discussed  in  CAS  41  l-50(b).  Consistency 
must  be  maintained  across  all  contract 
and  customer  types  and  accounting  peri¬ 
ods.  The  contractor  must  maintain  and 
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disclose  a  written  policy  describing  trans¬ 
fer  methodologies. 

5-712.1  Costii^  Methodology 

The  contractor’s  system  should  clearly 
describe  the  methodology  to  be  used  in 
the  costing  of  material  transactions.  The 
contractor  may  use  standard  or  actual 
costs  or  any  of  the  inventory  costing 
methods  in  CAS  41 1 -50(b).  The  auditor’s 
review  of  the  contractor’s  compliance 
with  CAS  407  or  CAS  41 1  should  satisfy 
the  requirements  related  to  this  area. 

5-712.2  Sensitive  Areas  of  Cost 

The  contractor’s  system  should  clearly 
describe  how  sensitive  material  transac¬ 
tions  are  to  be  costed.  Sensitive  transac¬ 
tions  may  be  any  material  transactions 
identified  by  the  government  and  con¬ 
tractor  including  areas  such  as  interor- 
ganizational  transfers  (CAM  6-314);  gov¬ 
ernment  furnished  material/equipment 
(CAM  9-604.2);  or  special  tooling  and 
special  test  equipment  (CAM  9-605.2). 
The  auditor  should  identify  all  sensitive 
areas  of  material  cost  applicable  to  the 
contractor  and  related  costing  methodol¬ 
ogies. 

5-712.3  Costing  of  Transferred  Parts 

a.  The  MMAS  system  should  transfer 
parts  and  associated  costs  within  the 
same  billing  period.  The  billing  period 
implied  is  a  monthly  accounting  period. 

b.  For  initial  and  subsequent  transfer 
charging  methods,  the  standard  does  not 
require  contractors  to  use  the  same  meth¬ 
od  for  costing  both  an  initial  cha^e  and  a 
transfer  charae.  For  any  specific  item,  the 
value  used  for  the  transfer  transaction 
may  be  different  than  the  value(s)  previ¬ 
ously  used  to  charge  the  item  to  invento¬ 
ry  or  to  the  contract  from  which  it  is 
being  transferred.  Transfers  from  one 
contract  to  another  may  be  based  on  any 
CAS  41 1  valuation  method.  Selected  val¬ 
uation  procedures  must  be  documented, 
disclos^,  and  consistently  applied  to  all 
subject  transfers  r^rdleu  of  the  nature 
of  the  final  cost  (government  or  commer¬ 
cial)  or  type  of  contract  (cost  reimbursa¬ 
ble  or  fixed  price). 

c.  When  it  is  not  appropriate  to  trans¬ 
fer  parts  and  costs  within  the  same  peri¬ 
od,  a  loan  payback  technique  may  be 
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used  if  approved  by  the  ACO.  A  loan 
payback  occurs  when  parts  purchased  or 
fabricated  for  one  or  more  cost  objectives 
are  assigned  or  used  on  another  cost 
objective  without  a  corresponding  trans¬ 
fer  of  cost.  The  need  for  a  loan  payback  is 
typically  caused  by  the  borrowing  con¬ 
tract’s  need  for  a  particular  part  earlier 
than  the  loaning  contract,  which  still  has 
a  need  for  the  part.  When  this  technique 
is  used,  the  auditor  should  verify  that 
controls  are  in  place  to  ensure  that  parts 
are  paid  back  expeditiously,  corrections 
are  made  for  any  overbillings,  the  bor¬ 
rowing  contract  and  loan  date  are  identi¬ 
fied,  and  the  cost  of  the  replacement  part 
is  charged  to  the  borrowing  contract. 

d.  Prior  audits  have  disclosed  condi¬ 
tions  where  (1)  borrowed  parts  may  not 
be  paid  back  on  a  timely  basis  or  are 
never  paid  back;  (2)  prt^ess  and/or  final 
payments  may  be  received  by  the  con¬ 
tractor  for  the  same  parts  on  more  than 
one  cost  objective  resulting  in  over  recov¬ 
ery  of  cost;  (3)  no  audit  trail  exists 
providing  visibility  of  the  lending  or 
borrowing  contract  or  when  the  parts 
were  borrowed  and/or  paid  back;  and  (4) 
the  borrowing  contract  may  not  be 
charged  for  the  cost  of  the  replacement 
parts. 

e.  The  contractor  should  disclose  writ¬ 
ten  policies  describing  the  transfer  meth¬ 
odology  used  for  manufactured  parts. 
This  would  include  parts  that  may  be 
transferred  at  a  sub-level,  for  which  actu¬ 
al  cost  data  is  not  accumulated.  If  the 
method  provides  a  reasonable  estimation 
of  actual  cost,  it  complies  with  the  re¬ 
quirements  of  Standard  7. 

5-713  Inventory  Allocations 

MMAS  SUndard  8  (DFARS  232.242- 
7004(fX8)).  When  allocations  from  com¬ 
mon  inventory  accounts  are  used,  con¬ 
trols  are  needed  in  addition  to  the  re¬ 
tirements  of  MMAS  Standards  2  and  7. 
These  controls  will  ensure  that  realloca¬ 
tions  and  any  credit  due  are  processed  no 
less  fr^uently  than  the  routine  billing 
cycle,  inventories  retained  for  require¬ 
ments  which  are  not  under  contract  are 
not  allocated  to  contracts,  and  algorithms 
are  maintained  based  on  valid  and  cur¬ 
rent  data. 
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a.  Common  inventory  represents  those 
parts  in  inventory  that  are  required  for 
use  on  more  than  one  cost  objective. 
Prior  audits  have  disclosed  that  alloca¬ 
tions  have  not  been  based  on  valid  time- 
phased  requirements,  or  were  not  costed 
using  consistent,  equitable,  or  unbiased 
methodologies. 

b.  This  standard  addresses  allocations 
of  common  inventory  but  requires  that 
the  contractor’s  system  handle  alloca¬ 
tions  in  such  a  manner  as  to  preclude 
improper  costing. 

c.  Review  the  contractor’s  submission 
to  determine  the  magnitude  of  contractor 
cost  allocations  from  common  invento¬ 
ries.  If  allocations  are  immaterial,  further 
effort  may  not  be  required. 

d.  The  auditor  should  determine  that 
the  classifications  are  appropriate  for 
types  jf  materials  costed  as  common 
inventory.  Common  materials  allocated 
must  benefit  contracts  charged  (when 
requirements  exist).  Allocations  should 
not  be  too  far  in  advance  of  required 
production  dates  without  sufficient  justi¬ 
fication,  such  as  availability  of  quantity 
discounts,  economic  order  quantities, 
and  known  or  expected  vendor  problems. 

e.  Assess  the  contractor’s  analysis  of 
the  common  inventory  being  allocated  to 
determine  that  the  pool  of  common  in¬ 
ventory  allocated  is  accurate. 

f.  Evaluate  the  contractor’s  analysis 
and  any  tests  that  assure  billings  show 
common  inventory  costs  were  properly 
calculated  (automated  or  manually)  and 
costed  on  a  current  basis.  Where  com¬ 
mon  inventory  is  reallocated  on  a  period¬ 
ic  basis,  evaluate  the  contractor’s  analysis 
performed  to  determine  the  reasonable¬ 
ness  of  the  basis  and  method  for  realloca¬ 
tion.  Evaluate  the  contractor’s  evidence 
that  shows  the  total  adjustments  (de¬ 
bits/credits)  of  reallocations  are  accurate¬ 
ly  reflected  in  billings. 

5-714  Conuningled  Inventories 

a.  MMAS  Standard  9  (DFARS 
252.242-7004(0(9)).  This  standard  speci¬ 
fies  that  MMAS  Standards  1  through  8 
apply  to  comminded  materials  for  which 
costs  are  ch^ed  or  allocated  to  fixed 
price,  cost-reimbursement,  and  commer¬ 
cial  contracts.  A  contractor  authorized  to 
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use  a  multi-contract  cost  and  material 
control  system  under  FAR  45.505-3(0  is 
not  exempted  from  meeting  the  require¬ 
ments  of  MMAS  Standards  1  through  8. 

5-715  Internal  Audits 

a.  MMAS  Standard  10  (DFARS 
252.242-7004(0(10)).  The  MMAS  system 
must  be  subjected  to  periodic  internal 
audits  to  ensure  compliance  with  estab¬ 
lished  policies  and  procedures,  lliis  stan¬ 
dard  recognizes  the  contractor’s  commit¬ 
ment  to  self-governance  and  its  contrac¬ 
tual  responsibility  for  systems  and  ac¬ 
counting  internal  controls.  The  contrac¬ 
tor  should  be  conducting  on-going,  self- 
initiated  reviews  of  various  aspects  of  its 
MMAS  in  a  timely  manner.  Contractors 
may  comply  with  this  standard  using  in- 
house  staff  ePbrts  or  through  the  services 
of  outside  consultants. 

b.  Our  interpretation  of  “internal  au¬ 
dits”  for  purposes  of  compliance  to  this 
standard  includes  reviews  performed  by 
functional  units  as  well  as  the  internal 
audit  staff.  The  auditor  should  be  aware 
of  the  requirements  of  CAM  4-1000, 
Relying  on  the  Work  of  Others.  The  level 
of  objectivity  and  competence  of  person¬ 
nel  performing  the  reviews  will  have  a 
significant  impact  on  the  reliability  of  the 
reviews  and  should  be  clearly  communi¬ 
cated  to  the  contractor.  Both  the  auditor 
and  the  contractor  should  be  aware  that 
the  objective  is  to  ensure  that  adequate 
MMAS  procedures  and  controls  are  in 
place  and  being  followed,  and  that  system 
adetiuacy  is  maintained  on  a  real-time 
basis. 

c.  The  auditor  should  ensure  that  the 
system  is  subjected  to  periodic  internal 
audit.  This  standard  does  not  create 
additional  access  requirements  beyond 
those  identified  in  FAR  52.215-2  and 
CAM  1-504.  Consideration  should  be 
given  to  both  the  contractor’s  internal 
audit  schedule  of  completed  audits  and 
audits  performed  by  functional  units  that 
meet  the  objective  of  Standard  10.  If  the 
contractor  contends  that  such  reviews 
have  been  performed  but  is  unwilling  to 
make  them  available  to  DCAA  in  any 
form,  the  auditor  may  be  unable  to 
determine  if  the  contractor  has  complied 
with  the  standard.  The  auditor  should 


evaluate  the  need  for  such  access.  Denial 
of  access  to  relevant  data  should  be 
escalated  in  accordance  with  CAM  1-504. 

d.  The  contractor  cannot  comply  to 
submission  of  an  adequate  demonstra¬ 
tion  if  it  does  not  provide  to  the  govern¬ 
ment  “sufficient  evidence”  of  system 
compliance.  If  the  internal  auditor  per¬ 
forms  the  self-assessment  and  demonstra¬ 
tion,  access  to  the  detailed  work  products 
is  a  requirement  in  order  to  provide  the 
necessary  “sufficient  evidence.” 

e.  If  a  contractor  is  not  performing 
periodic  reviews  of  its  MMAS,  then  it 
should  be  cited  for  noncompliance  with 
standard  10.  This  should  be  cited  as  a 
serious  internal  control  weakness  in  light 
of  the  complexity  of  MMAS  and  the  nsk 
of  inaccurate  costs  being  charged  to  con¬ 
tracts  and  included  in  “certified”  billings. 
This  control  weakness  should  also  be  tied 
to  cost  impacts  found  during  the  audit 
and  to  FAR  32.503-6,  Suspension  or 
reduction  of  payments. 

5-716  Reporting  on  the  Results  of 
Andit 

a.  The  auditor  should  follow  the  guid¬ 
ance  in  5-110,  10-200,  and  10-400  for 
reporting  on  compliance  with  laws  and 
relations  and  on  internal  controls  rela¬ 
tive  to  the  contractor’s  accounting  and 
management  systems. 

b.  The  auditor  should  formulate  an 
opinion  as  to  the  contractor’s  compliance 
with  the  ten  MMAS  standards.  Where 
deficiencies  are  disclosed,  the  auditor 
should  quantify  the  impact.  The  auditor 
should  keep  in  mind  that,  if  required  to 
demonstrate,  the  contraaor  is  responsi¬ 
ble  for  calculating  a  cost  impact  of  system 
deficiencies  and  to  take  appropriate  ac¬ 
tion  to  adjust  contract  costs  or  billings. 
The  auditor  should  first  analyze  the  con¬ 
tractor’s  cost  impact  and  make  appropri¬ 
ate  adjustments.  If  the  impact  is  consid¬ 
ered  significant,  the  auditor  should  rec¬ 
ommend  withholding  appropriate 
amounts  to  protect  the  government’s 
interest  pending  contractor  corrective  ac¬ 
tion. 

c.  The  team  leader  should  inform  the 
contractor  and  the  ACO  of  significant 
findings  during  the  conduct  of  the  evalu¬ 
ation.  Althou^  DCAA  is  a  team  mem- 
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ber,  observation  and  recommendations 
will  be  forwarded  via  a  separate  internal 
control  audit  report  (10-400)  for  incorpo¬ 
ration  in  the  team  evaluation  report.  If 
the  audit  discloses  significant  deficien¬ 
cies,  the  report  will  provide  an  estimate 
of  the  adverse  impact  on  the  government 
(the  effect  of  denciencies  in  procedures 
and/or  controls).  The  report  vnll  also 
include  a  recommendation  about  the 
acceptability  of  the  contractor’s  correc¬ 
tive  action  plan  to  the  extent  it  is  includ¬ 
ed  in  the  contractor’s  response  to  our 
draft  statements  of  conditions  and  rec¬ 
ommendations.  Until  simiflcant  defi¬ 
ciencies  are  corrected,  all  field  pricing 
reports  for  that  contractor  will  contain  a 
recommendation  about  proposed  cost 
and  pricing  data  adjustments  necessary 
to  protect  the  government’s  interest. 
Contract  audit  foDow-up  procedures  un¬ 
der  DoD  7640.2  (Section  15-600)  apply 
to  these  reports.  MMAS  deficiencies 
should  be  identified  as  material  account¬ 
ing  system  deficiencies  which  are  record¬ 
ed  in  the  permanent  file  Internal  Control 
Audit  Planning  Summary  (ICAPS)  form 
(see  3-200)  and  the  status  of  corrective 
action  should  be  reported  in  the  Contrac¬ 
tor’s  Or^ization  and  Systems  section  of 
field  pricing  reports  (10-411). 

5-717  Disposition  and  Audit  FoUow- 

Vp 

a.  On  receipt  of  the  MMAS  report,  the 
ACO  will  provide  a  copy  to  the  contrac¬ 
tor  and  allow  30  days,  or  a  reasonable 


extension,  for  a  written  response.  If  no 
significant  deficiencies  are  identified,  the 
ACO  will  notify  the  contractor  in  a 
timely  manner. 

b.  When  the  ACO  determines  there  is  a 
si^ificant  MMAS  deficiency,  the  ACO 
will  act  in  accordance  with  FAR  32.503-6 
to  suspend  an  appropriate  percentage  of 
affected  costs  on  progress  payment 
claims  and  public  vouchers.  After  accep¬ 
tance  of  the  corrective  action  plan,  but 
before  complete  implementation,  the 
ACO  will  reduce  the  suspension,  as  ap¬ 
propriate,  to  reflect  the  contractor’s  prog¬ 
ress.  However,  total  amounts  of  affected 
costs  will  not  be  approved  for  pr^ess 
payments  or  public  vouchers  until  the 
contractor’s  system  is  determined  to  be 
acceptable  for  government  contracting  or 
the  amount  of  impact  is  determined  to  be 
immaterial. 

c.  The  specific  procedures  for  comput¬ 
ing  a  cost  impact  will  vary  significantly 
based  on  the  contractor’s  operations, 
conditions  of  the  deficiencies,  and  com¬ 
pensating  controls.  The  auditor  should 
make  every  effort  to  quantify  the  effect  of 
the  specific  deficiencies  found  during  the 
audit.  The  auditor  should; 

(1)  develop  an  independent  quantifi¬ 
cation  of  the  identified  deficiency 

(2)  ensure  that  the  methodology  is 
r^resentative  of  the  specific  con¬ 
ditions 

(3)  ensure  it  provides  a  reasonable 
estimate  of  the  harm  to  the  govern¬ 
ment  at  the  specific  location 
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5-800  Section  8  —  Compensation  System  Reviews  (CSRs) 


5-801  Introdnction 

Refer  to  S-101  for  the  auditor’s  funda¬ 
mental  requirements  for  obtaining  and 
documenting  an  understanding  of  a  con¬ 
tractor’s  internal  control  structure  and 
assessing  control  risk.  This  section  pro¬ 
vides  guidance  for  evaluating  contractor 
compensation  systems  and  related  inter¬ 
nal  controls.  The  audit  guidance  de¬ 
scribed  in  the  following  paragraphs  ap¬ 
plies  primarily  to  major  contractors,  but 
can  also  be  adapted  for  use  at  non-major 
contractors  where  audit  risk  warrants  a 
detailed  review  of  the  contractor’s  com¬ 
pensation  system.  Refer  to  CAM  6-413 
for  guidance  on  evaluating  the  reason¬ 
ableness  of  compensation  costs.  Also, 
refer  to  CAM  6^14  for  guidance  on 
evaluating  the  reasonableness  and  allow¬ 
ability  of  compensation  costs  paid  to 
owners,  executives,  and  other  employees 
who  pose  a  higher  risk  of  unreasonable 
compensation. 

5-802  Backgroimd  Infonnation 

a.  Compensation  for  personal  services 
is  one  of  the  largest  components  of  cost 
incurred  under  government  contracts.  It 
includes  all  remuneration  paid  currently 
or  accrued,  in  whatever  form,  and  wheth¬ 
er  paid  immediately  or  deferred,  for 
services  rendered  by  employees  to  con¬ 
tractors  during  contract  performance. 
The  objective  of  a  contractor’s  compen¬ 
sation  system  should  be  to  provide  the 
level  of  pay  necessary  to  attract,  retain, 
and  motivate  employees  to  direct  their 
efforts  toward  achieving  the  goals  of  the 
organization. 

b.  Sound  compensation  systems  facili¬ 
tate  the  attainment  of  this  goal.  It  is, 
therefore,  fundamental  that  contractors 
maintain  compensation  systems  that  con¬ 
sistently  provide  employee  compensation 
costs  that  are  reastmable,  compliant  with 
government  laws  and  regulations,  and 
subject  to  applicable  financial  control 
systiems.  To  be  considered  sound,  a  con¬ 
tractor’s  compensation  system  must  be 
reliable,  connstently  applied,  and  result 
in  reasonable  costs  charged  to  govern¬ 


ment  contracts  in  accordance  with  FAR 
provisions. 

c.  FAR  42.302(aXl)  requires  ACOs  to 
review  the  contractors’  compensation 
structures.  The  auditors’  evaluations  of 
these  systems  assist  the  ACOs  in  accom¬ 
plishing  this  responsibility. 

d.  The  cost  principles  pertaining  to 
compensation  are  contained  in  Part  31  of 
the  FAR.  FAR  31.205-6(a)  sets  forth  the 
basic  criteria  covering  the  allowability  of 
compensation  for  personal  services.  To 
be  allowable  it:  (1)  must  be  for  work 
performed  by  the  employee  in  the  current 
year  and  must  not  represent  a  retroactive 
adjustment  of  prior  years’  salaries  or 
wages,  (2)  must  be  reasonable  for  the 
work  performed,  and  (3)  must  be  based 
upon  and  conform  to  the  terms  and 
conditions  of  the  contractor’s  established 
compensation  plan  or  practice  followed 
so  consistently  as  to  imply,  in  effect,  an 
agreement  to  make  the  payment. 

5-802.1  Description  of  a  Compensation 
System 

a.  A  sound  compensation  system  is 
considered  an  inherent  part  of  establish¬ 
ing  reasonable  compensation.  A  system 
includes  the  organizational  structure;  es¬ 
tablished  lines  of  authority,  duties,  and 
re^nsibilities;  internal  controls  and 
managerial  reviews;  and  internal  and 
exter^  consistency,  pay  structures,  bud¬ 
geting,  merit  and  incentive  pay  programs, 
and  braefits  program.  A  contractor  may 
establish  one  compensation  system  to 
administer  the  compensation  programs 
for  hourly,  administrative,  technical,  pro¬ 
fessional,  and  executive  employees  or 
establish  separate  systems  for  each  group. 
The  guidance  provided  is  generally  appli¬ 
cable  to  each  situation,  but  riiould  be 
adapted  to  the  circumstances  of  the  re¬ 
view.  The  guidance  is  not  apidicable, 
however,  to  those  compensatimi  systems 
that  govern  employees  covered  by  a  la¬ 
bor-management  agreement.  See  M13.1 
for  guidance  pertaining  to  these  systems. 

b.  When  reviewing  a  cmitractors  com¬ 
pensation  system,  consideration  should 
be  given  to  the  presence  of  diaiacteristics 
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which  are  generally  indicative  of  a  sound 
system.  A  sound  compensation  system: 

(1)  Requires  periodic  internal  reviews 
of  policy  compliance,  administra¬ 
tive  process  measures,  adequacy  of 
documentation,  aqd  reports  to 
management  on  the  results  of  re¬ 
views  and  recommendations  for 
improvements;  and  requires  cor¬ 
rective  action  plans  to  be  devel¬ 
oped,  implemented,  and  tested. 

(2)  Is  soundly  organized  based  on  a 
definitive  flow  of  authority. 

(3)  Includes  written  (Mlicies  and  pro¬ 
cedures  that  speciflcally  set  forth 
the  design  and  operation  of  the  job 
evaluation  process,  basis,  and 
methods  used  to  make  pay  deci¬ 
sions,  and  establishes  supporting 
documentation  requirements,  au¬ 
thorization  processes,  and  systems 
maintenance  procedures. 

(4)  Provides  for  sufficient  training,  ex¬ 
perience,  and  skills  to  perform  pay 
administration  tasks  in  accordance 
with  the  contractor’s  established 
policies  and  procedures. 

5-802.2  System  Defidencies 

Conditions  that  may  produce  or  lead  to 
signiflcant  compensation  system  defi¬ 
ciencies  are  listed  below.  Signiflcant  com¬ 
pensation  system  deficiencies  mean 
shortcomings  in  the  compensation  sys¬ 
tem  intemid  controls  which  could  result 
in  or  cause  unreasonable  compensation 
costs  for  the  employee  services  rendered. 
These  deficiencies  are  indicators  that 
may  suggest  the  need  for  further  analysis 
or  evaluation.  They  are  not  intended  as  a 
comprehensive  checklist. 

a.  Lack  of  established  policies  and 
procedures. 

b.  Consistent  absence  of  support  for 
establishing  and  revising  pay  rates. 

c.  Failure  to  establiw  and  maintain 
formal  criteria  for  incentive,  merit,  and 
bonus  pay  plans  or  to  document  the  basis 
for  awards  made  purs^t  to  the  plaiu. 

d.  Failure  to  establish  and  maintain 
warn  and  salary  expense  budgeu  to  con- 
trm  rates  and  pay  ranges. 

e.  Lack  of  job  descriptions  that  are 
compiMe,  accurate,  and  updated  on  a 
periodic  basis. 


f.  Other  systemic  internal  control 
weaknesses  such  as  inadequate  authoriza¬ 
tions,  approvals,  and  documentation, 
that  rendered  the  system  inadequate  or 
ineffective. 

g.  Failure  to  utilize  appropriate  wage 
and  salary  surveys  when  considering  ex¬ 
ternal  equity. 

h.  Failure  to  audit  compensation  pro- 
gr^s  to  ensure  compliance. 

i.  Failure  to  comply  with  established 
policies  and  procedures. 

5-803  Genml  Audit  Policy 

a.  Refer  to  S-103  for  DCAA’s  general 
audit  policy  for  the  review  of  contractor 
accounting  and  management  systems  and 
related  internal  controls. 

b.  It  is  DCAA’s  policy  that  CSRs  are  to 
be  performed  at  least  every  three  years  at 
laige  business  contractors  which  in  their 
precedii^  fiscal  year  received  at  least  $50 
million  in  government  sales  under  n^oti- 
ated  prime  contacts  and  subcontracts  for 
which  such  sales  represent  at  least  10 
percent  of  total  sales  volume.  These  re¬ 
views  may  be  waived  or  modified  by  the 
written  approval  of  the  regional  audit 
manager  if  past  experience  and  current 
audit  risk  isconsidered  to  be  low.  This 
determination  of  low  risk  must  be  fully 
documented.  If  audit  risk  is  considered  to 
be  high,  compensation  system  reviews 
should  be  performed  more  frequently. 
Most  compensation  reviews  will  be  per¬ 
formed  as  separate  assignments.  At 
smaller  contractor  locations,  selected 
compensation  audit  steps  may  be  added 
to  existing  incurred  cost  or  forward  pric¬ 
ing  audit  programs.  However,  audit  steps 
to  review  the  contractor’s  compensation 
system  are  required  before  testing  the 
reasonableness  of  compensation  costs. 

b.  If  possible,  CSRs  should  precede 
indirect  cost  or  forward  pricing  rate  eval¬ 
uations  and  major  proposal  actions. 

c.  Once  a  comprdiensive  review  of  a 
contractor’s  compensation  system  has 
been  performed,  it  ^ould  serve  as  a 
baseline  for  establishing  the  sc(^  of 
subsequent  CSRs.  Sub^uent  reviews 
would  normally  be  limited  to  compe^- 
tion  system  chai^,  comi^iance  testing 
and  other  areas  identified  as  high  risk. 
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5-803.1  Review  of  Executive 
Coaipensatioii 

a.  The  contractor’s  executive  compen¬ 
sation  system  should  be  evaluated  sepa¬ 
rately,  even  if  the  contractor  does  not 
have  a  sep^te  pay  structure  for  execu¬ 
tives.  Policies  and  procedures  for  admin¬ 
istering  the  compensation  of  executives 
should  be  evaluated  using  the  guidance  in 
3-808  as  appropriate  to  the  circum¬ 
stances.  Some  executives  are  also  owners 
or  in  some  other  manner  may  directly 
influence  their  own  compensation  levels. 
See  CAM  6-414  for  criteria  to  use  in 
evaluating  compensation  under  those  cir¬ 
cumstances. 

b.  The  contractor’s  policies  covering 
executive  compensation  should  include  a 
definition  of  a  top  executive  and  how  the 
top  executive  pay  levels  are  established 
and  approved.  Generally,  the  list  of  con¬ 
tractor  executives  would  include  anyone 
with  the  title  of  vice  president  or  above, 
and  normally  includes  all  individuals 
responsible  for  managing  these  primary 
functional  areas:  (1)  executive  oflfice,  (2) 
controller-accounting,  (3)  legal  counsel, 
(4)  engineering,  (3)  manufacturing,  (6) 
purchasing,  and  (7)  contracts. 

c.  Top  executive  positions  are  unique 
and  must  be  review^  individually.  Posi¬ 
tion  descriptions  emphasize  rank,  func¬ 
tion,  responsibility  areas,  goals  to  be 
attained,  impact  of  decisions,  and  num¬ 
ber  of  employees  directed.  Divisional 
executives  are  distinct  from  corporate 
home  office  executives  by  their  reporting 
level.  Executives  are  not  a  class  of  em¬ 
ployees.  Overpayment  of  one  cannot  nor¬ 
mally  be  offset  against  underpayment  of 
another.  However,  in  lam  organizations 
there  may  be  a  class  of  vice-presidents 
who  have  similar  rank,  function,  and 
responsibili^.  In  these  cases,  offsets  may 
be  appropriate. 

d.  ^ecutives  may  be  rewarded  not 
only  for  their  contribution  to  the  organi¬ 
zation,  but  also  on  the  profitability  of 
their  functional  unit  as  well  as  the  overall 
profitabiliw  of  the  company.  Pay  padc- 

include  short-  and  long-term  incen¬ 
tive  pay  as  well  as  base  pay,  benefits, 
prerequisites,  and  services.  Executive  pay 
packages  are  normally  set  by  the  board  of 
directors. 
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e.  Evaluate  the  contractor’s  executive 
compensation  system  to  include: 

(1)  Evaluation  of  the  compensation 
system  as  appropriate  in  3-806  to 
3-810. 

(2)  Determination  that  the  policies 
and  procedures  provide  a  descrip¬ 
tion  for  how  executive  compensa¬ 
tion  levels  are  established  and  who 
approves  these  levels;  and  eligibili¬ 
ty  criteria  and  basis  for  determina¬ 
tion  of  how  base  salary,  cash  bo¬ 
nuses,  long-term  prer^uisites, 
benefits,  services,  and  incentive 
pay  bonuses  are  established. 

(3)  Refer  to  3-808.3b  for  guidance  on 
the  evaluation  of  the  contractor’s 
bonus  plans  and  to  3-808.4  for 
general  guidance  on  executive  ben¬ 
efit  plan  evaluation. 

(4)  Refer  to  7-1907.8  for  guidance  on 
the  evaluation  of  “golden  para¬ 
chute”  benefits. 

(3)  A  comparison  of  executive  pay 
(salaries,  bonuses,  and  deferred 
compensation)  for  the  current  year 
in  review  to  several  past  years  for 
the  purpose  of  establishing  trends. 
The  auditor  should  obtain  the  con¬ 
tractor’s  explanation  and  justifica¬ 
tion  for  significant  increases.  Also, 
consider  the  company’s  financial 
performacne  trends  relative  to  the 
trends  in  executive  compensation. 

f  When  making  market  comparisons 
of  top  executive  pay  (see  3-808.3),  the 
executive  compensation  components  be¬ 
ing  evaluated  should  be  consistent  with 
that  shown  in  executive  compensation 
survey  data.  Survey  data  most  frequently 
includes  base  pay  and  cash  bonuses  com¬ 
bined  and  long-term  incentive  pay  as  a 
percentage  of  base  pay. 

g.  Should  the  results  of  review  of  the 
contractor’s  executive  comMnsation  sys¬ 
tem  determine  that  significent  system 
deffciencies  exist  or  the  contractor  has 
established  pay  policies  or  procedures 
that  appear  to  promote  unreasonable 
costs,  conduct  specific  testing  of  the 
reasonableness  of  the  executive  compen¬ 
sation  under  FAR  31.203-6(b)  as  out¬ 
line  in  6-413.2. 

h.  Often  contractors  will  propose  that 
their  executives  should  be  paid  nmre 
than  1 10  percent  of  the  reasonable  com- 
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pensation  based  on  the  average  compen¬ 
sation  paid  by  comparable  firms  for 
executives  with  simii^  duties.  For  an 
executive  with  responsibility  for  overall 
management  of  a  se^ent  or  firm,  such  a 
proposal  may  be  justified  by  clearly  supe¬ 
rior  pcifurmance  as  documented  by  fi¬ 
nancial  perfonnance  which  exceeds  the 
particular  industiy’s  average. 

(1)  Examples  of  such  financial  perfor¬ 
mance  measurements  may  include  the 
following: 

Revenue  Growth 
Net  Income 

Return  on  Shareholder’s  Equity 

Return  on  Assets 

Return  on  Sales 

Earnings  per  Share 

Return  on  Capital 

Cost  Savings 

Market  Shw 

(2)  The  contractor  must  show  that  the 
measure  chosen  is  representative  of  the 
executives  performance.  Consideration 
should  be  given  to  the  competitive  envi¬ 
ronment  in  which  the  contractor  oper¬ 
ates.  There  should  be  no  extra  compensa¬ 
tion  awarded  because  of  high  perfor¬ 
mance  measured  by  a  standard  over 
which  the  executive  has  no  influence  and 
certainly  there  should  be  no  extra  com¬ 
pensation  due  to  performance  which  re¬ 
sults  primarily  from  the  contractor  being 
a  Government  contractor. 

(3)  Use  of  a  particular  criterion  to 
justify  higher  than  average  compensation 
should  be  applied  consistently  over  a 
period  of  years,  with  both  increases  and 
decreases  in  the  performance  measure 
reflected  in  the  chan^  to  compensation 
claimed  as  reasonable. 

5-803.2  CAC/CHOA  Network 
CoordiaatioB 

a.  The  CAC7CHOA  is  to  coordinate 
compensation  audits  at  all  major  network 
components.  The  amount  of  coordina¬ 
tion  will  dtmend  on  the  d^ree  of  centrali¬ 
zation  of  the  contractor’s  compensation 
system  and  corporate  office  control  over 
executive  compensation.  Do  not  program 
s^ment/division  CSRs  without  giving 
consideration  to  these  factors.  When  con¬ 
trol  over  executive  compensation  is  at  the 
corporate  office  level,  the  DCAA  corpo¬ 
rate  office  auditorfs)  should  audit  execu¬ 


tive  compensation.  However,  do  not 
complete  a  se^ent/division  CSR  with¬ 
out  obtaining  input  from  the  co^rate 
office  auditorfs)  on  segment/division  ex¬ 
ecutive  compensation. 

b.  For  compensation  audits  to  be  effec¬ 
tive  and  completed  on  a  timely  basis, 
early  and  ad^uate  CAC/CHOA  coordi¬ 
nation,  planning,  and  audit  initiation  is 
r^uired.  Lack  of  coordination  and  plan¬ 
ning  can  cause  increased  audit  effort, 
inconsistency  among  network  compo¬ 
nents,  and  invalid  audit  findings.  Consis¬ 
tent  treatment  of  wage  increases,  use  of 
surveys,  and  audit  approach  to  bench¬ 
marking  and  common  employee  classifi¬ 
cations  are  some  areas  that  must  be 
coordinated.  A  CAC/CHOA  network 
planning  meeting  may  be  necessary  for 
this  purpose.  (See  lS-200  for  guidance  on 
DCAA’s  CAC  program.) 

c.  Establish  each  segment/division  CSR 
within  a  CAC/CHOA  network  as  a  sepa¬ 
rate  assignment.  Follow  this  procedure 
even  for  network  segments/divisions  lo¬ 
cated  within  the  same  region  r^ardless 
of  the  deme  of  centrahzation  of  the 
contractor^  compensation  system.  Issue 
a  separate  audit  report  for  each  s^- 
ment/division  CSR  performed  and  for¬ 
ward  a  copy  to  the  CAC/CHOA.  The 
CAOCHOA  may  consolidate  these  re¬ 
ports  into  one  overall  report  if  all  CSR 
issues  from  all  segments/divisions  are  to 
be  addressed  at  the  corporate  level  by  the 
corporate  ACO  (CACO). 

5-803 J  ACO  and  PCO  Coordination 

a.  Approximately  30  to  60  d^s  before 
the  scheduled  starting  date  of  a  CSR, 
notify  in  writing  the  ACO  and  each 
government  procurement  office  having  a 
significant  volume  of  business  with  me 
contractor  that  an  audit  will  be  per¬ 
formed.  Request  comments  on  any  prob¬ 
lems  or  special  areas  of  interest  relating 
to  the  contractor’s  compensation  poli¬ 
cies,  procedures,  and  practices  for  con¬ 
sideration  in  the  CSR. 

b.  Coordination  with  the  ACO  is  essen¬ 
tial  throi^out  a  compensation  audit. 
Actively  solicit  ACO  participation  at  the 
entrance  and  exit  conference  and  keep 
the  ACO  informed  of  all  significant  audit 
devek^ments.  After  completion  of  the 
fleld  work  but  before  the  draft  report  is 
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released  to  the  contractor,  review  all 
significant  findings  and  recommenda¬ 
tions  with  the  ACO  (see  5-810).  Report 
disagreements  with  the  ACO  which  can¬ 
not  be  resolved  locally  to  the  regional 
office. 

5-803.4  Coordination  with  the  Contractor 

Inform  the  contractor  of  the  upcoming 
CSR  by  sending  a  letter  to  the  manage¬ 
ment  executive  responsible  for  the  or^- 
nizational  unit  to  be  audited.  Describe 
the  purpose  and  general  scope  of  the 
audit,  indicate  the  tentative  starting  date, 
identify  the  auditor  in  charge,  and  re¬ 
quest  the  name  of  a  contractor  represen¬ 
tative  with  whom  audit  matters  can  be 
coordinated.  Identify  specific  data  need¬ 
ed  at  the  start  of  the  audit  (e.g.,  a  list  of 
all  individuals  who  develop  the  compen¬ 
sation  policy)  and  state  the  proposed  date 
for  an  entrance  conference.  Also  suggest 
the  contractor  present  an  orientation 
briefing  on  its  compensation  system,  pol¬ 
icies  (including  the  process  used  to  devel¬ 
op  them),  procedures,  and  other  relevant 
data.  Provide  an  information  copy  of  this 
letter  to  the  ACO. 

5-804  Audit  Objectives 

a.  The  purpose  of  this  audit  is  to 
evaluate  the  adequacy  of  and  the  contrac¬ 
tor’s  compliance  with  the  compensation 
system’s  internal  controls.  Refer  to  5-104 
for  DCAA’s  primary  objectives  for  audit¬ 
ing  the  contractor’s  accounting  and  man¬ 
agement  systems. 

5-805  Scope  of  the  Audit 

a.  While  the  nature  and  extent  of  audit 
effort  depends  upon  contractor  size, 
amount  of  government  business,  and 
audit  risk  (materiality  and  sensitivity), 
the  audit  scope  should  be  consistent  with 
the  guidance  in  5-105. 

b.  In  establishing  the  scope  of  audit 
effort,  the  auditor  should  carefully  con¬ 
sider  the  nature  and  extent  of  documen¬ 
tation  available  from  prior  system  re¬ 
views,  related  audit  eftort,  and  perma¬ 
nent  files.  Reliance  on  this  information 
allows  the  auditor  to  better  focus  current 
review  efforts  on  areas  of  greatest  risk. 


c.  Additionally,  contractor  manage¬ 
ment  has  a  responsibility  to  establish  and 
maintain  an  effective  internal  control 
structure,  including  compensation  system 
controls.  As  part  of  the  preliminarj'  audit 
effort,  the  contractor  should  be  .requested 
to  disclose  its  compensation  system,  how 
the  control  objectives  outlined  below  are 
accomplished,  and  what  efforts  have 
been  made  to  evaluate  the  continued 
effectiveness  of  control  procedures.  The 
auditor  should  rely  to  the  maximum 
extent  possible  on  the  contractor’s  self- 
assessment  efforts  (see  CAM  4-1000,  Re¬ 
liance  on  the  Work  of  Others). 

d.  The  determination  that  the  contrac¬ 
tor  has  established  and  maintained  a 
sound  compensation  system  as  set  forth 
in  the  guidance  should  negate  the  necessi¬ 
ty  to  test,  or  should  reduce  the  number  of 
tests  for  reasonableness  of  compensation 
paid  pursuant  to  that  system  as  provided 
under  FAR  31.205-6(b)  (see  6-413.2). 

e.  The  evaluation  of  the  compensation 
systems  that  govern  compensation  estab¬ 
lished  in  accordance  with  an  arm’s-length 
negotiated  labor-management  (union) 
agreement  and  the  reasonableness  of 
compensation  costs  resulting  from  such 
systems  will  be  limited  to  the  guidance  in 
6-413.1. 

f.  Many  contractors  have  contracts 
which  are  suMect  to  the  Service  Contract 
Act  of  1965.  This  act  requires  contractors 
to  pay  minimum  wages  and  fringe  bene¬ 
fits  in  accordance  with  Department  of 
Labor  (DDL)  wage  determinations  to 
employees  performing  on  service  con¬ 
tracts  with  the  government.  Covered  em¬ 
ployees  do  not  include  those  employees 
in  an  executive,  administrative,  or  pro¬ 
fessional  capacity.  If  contractors  subject 
to  the  Act  are  compensating  employees  in 
accordance  with  DOL  determinations  on 
picvailins  wages  in  the  area,  no  determi¬ 
nation  or  the  reasonableness  of  compen¬ 
sation  should  be  made  for  these  employ¬ 
ees.  Therefore,  audit  guidance  contains 
in  6-413.2  is  not  applicable. 

g.  Other  wage  laws  that  require  pay¬ 
ment  of  prevailing  ws^  as  determine 
by  DOL  are  the  Davis-Bacon  Act  of  1931 
and  the  Walsh-Healy  Public  Contracts 
Act  of  1936.  Accordingly,  audit  guidance 
contained  in  6-413.2  does  not  apply  to 
employees’  wages  covered  by  these  laws. 
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h.  Cost  principles  for  educational  insti¬ 
tutions  are  contained  in  OMB  Circular 
A-21.  Refer  to  13-406  for  the  general 
audit  approach  to  educational  institu¬ 
tions’  compensation  and  13-SlO  for  pro¬ 
visions  on  the  determination  of  the  rea¬ 
sonableness  of  costs  in  general  and  specif¬ 
ic  provisions  pertaining  to  compensation 
costs. 

5-806  Internal  Audits  of 
Compensation  Systems 

a.  To  ensure  that  its  compensation 
prc^rams  are  properly  administered  and 
maintained,  a  comply  should  conduct 
periodic  internal  audits.  The  frequency  of 
these  internal  audits  will  depend  largely 
on  the  complexities  of  the  system.  This  is 
an  essential  element  of  a  sound  compen¬ 
sation  system  and  is  a  significant  internal 
control  measure. 

b.  Periodic  internal  audits  should  serve 
to  assess  the  effectiveness  of  the  pay 
administration  system  and  the  compuy 
IMlicies  to  achieve  specified  pay  objec¬ 
tives.  In  addition,  they  should  also  pro¬ 
vide  feedback  to  management  by  identi- 

5 ring  problem  areas  for  directing  future 
evelopment  and  design  efforts, 

c.  The  contractor  should  have  policies 
and  procedures  relating  to  audits  of  the 
compensation  system.  These  policies  and 
procedures  should  outline  who  will  per¬ 
form  the  internal  audit,  what  will  be 
reviewed  and  under  what  circumstances 
the  review  will  be  performed. 

d.  A  team  or  committee  should  be 
formed  with  experience  in  compensation 
to  perform  the  periodic  internal  audit.  At 
the  conclusion  of  its  review,  this  commit¬ 
tee  should  provide  management  a  de¬ 
tailed  report  of  its  review  along  with  any 
recommendations.  Management  should 
review  audit  results  and  recommenda¬ 
tions,  prioritize  the  improvements  that 
are  required,  allocate  the  necessary  re¬ 
sources,  and  follow  up  to  ensure  that  the 
work  is  completed. 

e.  Evaluate  the  contractor’s  system  of 
periodic  audits  to  determine  that: 

(1)  A  system  of  periodic  review  is 
established. 

(2)  Policies  and  procedures  exist  and 
are  consistently  followed  that  re¬ 
late  to  the  periodic  review  system. 


(3)  The  contractor  has  qualified  per¬ 
sonnel  that  receive  spraiflc  training 
or  whose  work  experience  is  rele¬ 
vant  to  perform  these  periodic  re¬ 
views. 

(4)  The  frequency  of  the  reviews  (such 
as  semiannual,  annual,  two-year 
cycle)  is  adequate. 

(5)  Recommendations  from  the  review 
are  implemented  or  other  alterna¬ 
tives  assessed  within  a  reasonable 
period.  Reasons  for  not  imple¬ 
menting  recommendations  should 
be  documented. 

f.  The  scope  of  the  audit  to  be  per¬ 
formed  on  the  contractor’s  compensation 
system  should  be  adjusted  to  consider  the 
extent  that  the  contractor’s  internal  re¬ 
view  of  the  system  can  be  relied  upon. 
Refer  to  4-l(XX),  Relying  on  the  Work  of 
Others. 

5-807  Review  of  Organization  and 
Assignment  of  Responsibility 

a.  The  con^nsation  function  may  be 
organized  differently  by  individual  con¬ 
tractors  because  of  the  nature  of  their 
products  and  services,  size  and  type  of 
organization,  degree  of  decentralization, 
management  attitudes,  capabilities  of 
personnel,  and  other  factors.  Decentrali¬ 
zation  of  the  compensation  function  re¬ 
fers  to  a  management  strategy  of  giving 
separate  organizational  units  the  respon¬ 
sibility  to  design  and  administer  their 
own  systems.  In  contrast,  a  centralized 
system  locates  the  design  and  administra¬ 
tion  responsibilities  in  a  single  corporate 
unit.  Determine  early  in  the  audit  the 
degree  of  centralization  of  the  compensa¬ 
tion  function  in  order  to  adequately  plan 
the  audit  scope  when  an  oigwization 
with  multiple  operating  units  is  involved. 
Refer  to  the  ^idance  on  CAC  coordina¬ 
tion  on  multiple  unit  audits  in  5-803.2. 

b.  Another  structure  variation  sets  up 
the  corporate  compensation  function  as  if 
it  were  an  internal  consultant  with  pay 
professionals  required  to  market  their 
pay  programs  and  services  to  operating 
units.  Normally,  certain  compensation 
plans  such  as  health  and  medical  plans, 
pensions,  and  corporate-wide  profit  shar¬ 
ing  plans  remain  under  the  control  of  the 
corporate  group.  However,  the  responsi- 
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bilities  for  other  compensation  functions, 
such  as  job  analysis,  evaluation,  surveys, 
and  pay  structure  design,  are  delegated  to 
the  operating  units. 

c.  The  compensation  function  should 
be  organized  on  the  basis  of  a  definitive 
flow  of  authority  and  standard  policies 
and  procedures  established  at  a  top  or 
upper  management  level.  Each  contractor 
should  maintain  a  written  description  of 
the  organization  and  duties  of  the  person¬ 
nel  responsible  for  the  design  and  admin¬ 
istration  of  the  compensation  function. 

d.  Evaluation  of  the  contractor’s  orga¬ 
nization  requires  an  analysis  of  the  rela¬ 
tionship  of  the  organizational  segments 
I^rticipating  in  the  compensation  func¬ 
tion.  For  this  purpose,  the  contractor 
should  provide  (1)  organization  charts, 

(2)  written  procedures  or  directives  de¬ 
scribing  the  organizational  structure  and 
responsibilities  of  the  compensation  de¬ 
sign  and  administration  groupfs)  and 
contributing  departments,  and  (3)  flow 
charts  showing  the  work  flow  of  the 
compensation  system  design  and  admin¬ 
istration. 

e.  The  evaluation  should  disclose 
whether 

(1)  Preparation  of  pay  structures  is 
effectively  controlled  either  on  a 
centralize  or  decentralized  basis. 

(2)  Lines  of  authority,  duties,  and  re¬ 
sponsibilities  are  clearly  defined, 
including  responsibilities  for  estab¬ 
lishing,  reviewing,  and  approving, 
pay  range  changes,  starting  pay 
rates,  and  pay  increases. 

(3)  Training  is  provided  for  employees 
involved  in  the  pay  design  and 
administration  process  and  bene¬ 
fits  administration  in  the  applica¬ 
tion  of  government  regulations  and 
laws  and  company  compensation 
policies  and  procedures. 

(4)  Selected  pay  professionals  are 
trained,  where  appropriate,  in  the 
use  of  advance  pay  structure  design 
and  maintenance  and  administra¬ 
tion  techniques  including  appro¬ 
priate  documentation  procedures. 

(5)  Training  modules  are  periodically 
reviewed  and  updated. 


5-808  Review  of  Policies  and 
Procedures 

a.  The  compensation  system  of  a  com¬ 
pany  is  of  sufficient  importance  that 
direction  and  guidance  for  the  implemen¬ 
tation  of  the  company’s  compensation 
objectives  must  be  in  a  form  that  ensures 
complete  understanding  and  precludes 
misinterpretation.  As  an  internal  control 
measure,  a  formal  written  statement  of 
policies  and  procedures,  rather  than  an 
informal  one  based  on  established  cus¬ 
toms  of  the  company,  is  expected  to  exist 
at  all  contractor  locations  which  received 
at  least  $S0  million  in  government  sales 
under  negotiated  prime  contracts  and 
subcontracts  and  for  which  sales  repre¬ 
sent  at  least  10  percent  of  the  contractor’s 
total  sales  volume. 

b.  Policies  are  management’s  state¬ 
ments  of  principles  for  accomplishing  the 
contractor’s  compensation  objectives. 
These  include  (I)  basic  policies  used  by 
proprietorfs)  or  board(s)  of  directors  to 
guide  the  course  of  business  and  to  make 
the  most  effective  use  of  resources  in¬ 
cluding  employee  services,  (2)  supple¬ 
mental  and  broad  policies  by  top  man¬ 
agement  to  explain  and  carry  out  the 
board’s  basic  compensation  decisions, 
and  (3)  operational  policies  issued  at 
lower  management  levels  expanding  the 
company’s  broad  compensation  policies 
as  they  apply  to  subordinate  organiza¬ 
tional  elements. 

c.  Determine  whether  the  contractor’s 
compensation  policies  are  (1)  adequately 
documented,  (2)  consistent  with  prudent 
business  practices,  (3)  adequate  to  pro¬ 
vide  sufficient  control  and  accomplish 
management  goals,  (4)  consistent  with 
promulgated  Cost  Accounting  Standards, 
government  laws  and  regulations,  and 
contractual  ^uirements,  (S)  provide  for 
iwriodic  review  and  update,  and  (6)  effec¬ 
tively  implemented  by  adequate  proce¬ 
dures. 

d.  Policies  should  cover  such  areas  as 
(1)  the  lines  of  authority,  (2)  the  design 
and  operation  of  the  job  evaluation  pro¬ 
cess,  (3)  the  operation  of  performance 
appraisal  procedures,  pay  structure  ad¬ 
justment  procedures,  pay  decision  objec- 
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lives  for  wage,  salaries,  merit  and  incen¬ 
tive  pay  and  benefits,  and  budgeting. 

e.  Procedures  should  implement  the 
contractor’s  comfwnsation  policies  by 
prescribing  directions  for  performing 
tasks  and  functions.  Review  the  contrac¬ 
tor’s  p'^Kedures  to  determine  their  ac¬ 
ceptability.  To  be  acceptable,  a  contrac¬ 
tor’s  procedures  should; 

(1)  Be  adequately  documented. 

(2)  Address  both  automated  and  man¬ 
ual  portions  of  the  compensation 
systemfs). 

(3)  w  consistent  with  disclosed  or 
established  compensation  prac¬ 
tices. 

(4)  Be  current,  complete,  and  easily 
understood. 

(5)  Provide  for  adequate  records  and 
evidence  to  evaluate  the  basis  for 


through  transaction  testing  that  the 
compensation  system(s)  are  operat¬ 
ing  as  desired. 

(6)  Qearly  define  lines  of  authority, 
duties,  and  responsibilities  for  the 
administration  of  the  compensa¬ 
tion  system. 

(7)  Define  responsibilities  and  docu¬ 
mentation  requirements  for  budget 
prepmtion. 

(8)  Provide  procedures  for  initiating 
requests  for  recruitment,  dismis¬ 
sals,  promotions,  and  pay  in¬ 
creases,  including  criteria  for  ap¬ 
proval  of  the  request  and  required 
supporting  detail. 

5-808.1  Review  Wife  aad  Salary 
Stractoes 

a.  A  wage  and  salary  structure  ^ovides 
management  with  a  means  to  effect  ad¬ 
ministrative  and  financial  controls.  It  can 
provide  a  consistent  basis  for  controlling 
and  promoting  the  equity  between  inter¬ 
nal  and  external  factors  (see  5-808.2  to  S- 
808.3).  Some  organizations  place  more 
emphasis  on  external  equity,  while  other 
om^izations  place  their  emphasis  on 
internal  equity.  The  degree  with  which 
internal  versus  external  equity  is  empha¬ 
sized  depends  primaiily  on  the  organiza¬ 
tion  and  its  structure. 

b.  If  a  contractor’s  ww  and  salary 
structure  is  the  result  of  a  significant 


disparity  between  internal  and  external 
factors,  the  contractor  should  provide 
rationale  for  the  disparity  and  the  impact 
on  the  reasonableness  of  the  compensa¬ 
tion  paid.  For  example,  a  contractor  may 
evaluate  auditors  and  accountants  as 
equal  in  job  worth  with  program¬ 
mer/analysts  but  must  pay  the  program¬ 
mer/analysts  significantly  higher  salaries 
than  the  auditors  and  accountants.  The 
reason  for  the  disparity  is  that  there  is  a 
shortage  of  programmer/analysts  and 
market  competition  demands  higher  av¬ 
erage  pay  to  attract  and  retain  these 
employees.  Disp^ties  between  external 
and  internal  equity  may  be  long-term  or 
short-term,  moderate  or  severe.  The  con¬ 
tractor  is  expected  to  provide  policies 
and  procedures  for  the  analysis  and  re¬ 
porting  of  the  disparities  to  management 
and  plans  for  resolution  of  the  disparity 
where  appropriate. 

c.  A  wage  and  salary  structure  is  a 
hierarchy  of  pay  grades/ran^  estab¬ 
lished  for  jobs  within  an  organization.  A 
pay  grade  is  defined  as  one  of  the  levels 
or  groups  into  which  jobs  of  the  same  or 
similar  value  are  grouped  for  compensa¬ 
tion  purposes.  A  pay  grade  shoidd  in¬ 
clude  all  jobs  having  the  same  pay  range: 
maximum,  minimum,  and  midpoint,  llie 
key  ingredients  to  the  wage  and  salary 
structure  are  number  of  grades,  grade 
midpoints,  grade  spread,  grade  overlap, 
and  adjustments  to  the  structure. 

(1)  Number  of  Grades.  The  number  of 
grades  depends  primarily  on  the  number 
of  jobs  evaluated,  their  hierarchical  level 
in  the  organization,  and  their  reporting 
relationships.  A  supervisor  would  not  be 
in  the  same  grade  as  his  subordinates. 
The  greater  the  number  of  layers  of 
hierarchy  an  organization  has,  the  greater 
number  of  grades  it  will  require. 

(2)  Grade  Midpoints.  The  distance 
between  midpoints  is  largely  determined 
by  the  number  of  grades.  A  midpoint 
most  often  is  defined  as  the  market 
“going  rate”  for  jobs  assigned  to  that 
grade.  Midpoints  actually  will  reflect  the 
organization’s  policies  r^ardins  the  rela¬ 
tionship  of  their  pay  trend  to  the  market 
(i.e.,  whether  they  lead,  match,  or  lag 
behind  the  comp^itive  pay  rates). 

(3)  Grade  Spreads.  The  grade  spread  is 
defined  as  the  minimum  and  maximum 
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amount  an  oi^ization  is  willing  to  pay 
for  jobs  within  a  given  grade.  Grade 
spreads  are  usually  based  on  what  other 
employers  are  dou%  the  size  of  bench- 
mariced  jobs  identified  in  surveys,  and 
some  judgment  about  how  the  grades  fit 
the  organization.  The  grade  spread,  maxi¬ 
mum  over  minimum,  can  vary  from  10 
to  100  percent.  Top-level  managerial 
positions  tend  to  have  spreads  between 
60  to  100  iMicent,  mid-level  managerial 
and  professional  positions  tend  to  have 
spreads  of  3S  to  SO  percent,  and  entry- 
level  positions  tend  to  have  spreads  of  10 
to  2S  percent.  These  range  spreads  will 
vary  from  organization  to  organization. 

(4)  Grade  Overlap.  Grade  overlap  is 
the  dMree  by  which  one  grade  overlaps 
the  a<0acent  grade.  The  differences  in 
midpoints  among  grades  and  the  grade 
spread  determine  the  degree  of  overiap 
b^een  adjoining  ranges.  A  h^  d^ree 
of  overlap  and  low  midpoint  dinerentials 
indicate  small  differences  in  the  value  of 
jobs  in  the  adjoining  grades.  A  low  d^ree 
of  overlap  and  hi^  midpoint  differen¬ 
tials  indicate  large  differences  in  the 
vidue  of  jobs  in  tlw  adjoining  grades.  As 
with  grade  spreads,  there  is  no  wrong  or 
right  grade  overlap. 

(5)  Adjustments  to  the  Wage  and  Salar 
ry  Structure.  From  time  to  time,  adjust¬ 
ments  need  to  be  made  to  the  wage  and 
salary  structure.  Reasons  for  changes 
include  inflation  and  imbalances  between 
external  competitive  pressures  and  inter¬ 
nal  equity,  when  an  organization  makes 
any  chaises  to  its  wage  and  salary  struc¬ 
ture,  the  reasons  ftn  such  change  should 
be  well-documented  and  consistent  with 
related  policies. 

d.  Evaluate  the  contractor’s  wage  and 
salary  structure  to  determine  that; 

(1)  There  ate  written  policies  and  pro¬ 
cedures  r^arding  the  wa^  and 
salary  structure  and  any  chartges  or 
variations  to  it. 

(2)  The  contractor  consistently  imirte- 
ments  the  prrikies  and  procedures 
within  the  structure. 

(3)  The  contractor  documents  any 
changes  to  its  wage  and  salary 
structure. 

(4)  There  is  general  consistency  with 
pay  grade  and  range  assignments 
with  job  evaluation  results. 


(S)  The  contractor’s  wage  and  salary 
structure  was  developed  with  con¬ 
sideration  for  intemrd  and  external 
equity. 

S-808.2  Review  of  Internal  Equity  or 
Consistency 

a.  Internal  equity  refers  to  the  pay 
relationships  among  jobs  or  skill  levels 
within  an  organization.  It  is  one  of  the 
basic  compensation  policies  all  employ¬ 
ers  must  confront  when  managing  em¬ 
ployee  compensation.  It  involves  estab¬ 
lishing  and  maintaining  equal  pay  for 
jobs  of  equal  worth  and  acceptable  pay 
differentials  for  jobs  of  unequal  worth. 
This  is  accomplished  primarily  through 
job  analysis,  job  descriptions,  job  evalu¬ 
ations,  and  job  structure.  Every  effective 
compensation  system  has  a  well  defined 
system  of  internal  equity.  Without  an 
effective  system  of  internal  equity,  man¬ 
agers  may  give  special  and  exceptional 
wage  increases  that  result  in  inequitable 
pay  for  jobs  of  equal  worth. 

b.  When  establishing  pay  structures, 
organizations  may  place  prima^  empha¬ 
sis  on  internal  or  external  considerations 
or  a  blend  of  the  two,  depending  on  the 
needs  of  the  organization.  Refer  to  S- 
808.3  for  a  discussion  of  external  equity 
considerations. 

c.  Job  Analysis.  Job  analysis  is  a  con¬ 
cept  of  collecting  and  anal^r^  data  to 
be  used  in  writing  job  descriptions.  Rec¬ 
ognizing  similanties  and  differences 
among  jobs  is  an  important  aspect  of 
achieving  internal  equity.  The  basic 
premise  underlying  job  analysis  is  that 
jobs  are  more  likely  to  be  described, 
differentiated;  and  valued  fairly  if  accu¬ 
rate  information  about  them  is  available. 
Job  analysis  priKedures  may  be  used  to 
evaluate  changing  jobs  and  to  establish 
new  jobs. 

(1)  Some  of  the  common  methods  of 
cowling  data  for  job  analysis  include 
questionnaires,  checklists,  diaries,  inter¬ 
views,  and  direct  observation.  Typical 
data  that  are  collected  for  job  analysis  fall 
in  the  following  four  eateries: 

Interpersonal 
Job  Content  Kctafionshi^ 

Duties  Supervisor 

Functirms  Other  Superiors 
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Tasks 

Activities 

Performance 

Criteria 

Working 

Conditions 

Work 

CBaracteristics 

Risk  or  Exposiue 
Constraints 
Dependence/ 
Independence 
Time  Pressure 
Conflicting 
Demands 
Pattern  or  Cycle 


Peers 

Suppliers 

Customers 

Union/Employee 

Group 


Worker 

Characteristics 

Professional/ 
Technical 
Knowledge 
Advanced  Degrees 
Manual  Sails 
Verbal  Skills 
Written  Skills 
Manj^rial  Skills 
Prior  Experience 


(2)  The  contractor’s  system  of  job 
analysis  should  include: 

(a)  An  established  method  of  collecting 
job  data  that  is  relevant  to  the  particular 
job  under  review. 

(b)  E)ocumented  policies  and  proce¬ 
dures  that  describe  the  methods  to  be 
used  and  the  data  collected. 

(c)  Procedures  to  perform  job  analysis 
for  established  as  well  as  new  jobs. 

(d)  Periodic  reviews  of  the  system. 

d.  Job  Descriptions.  Job  descriptions 

are  the  foundation  of  a  sound  compensa¬ 
tion  system.  They  have  a  variety  of  uses 
which  include  job  evaluation,  job  pricing, 
classification  control,  performance  ap¬ 
praisal,  and  third  party  defensibility.  Job 
descriptions  are  used  in  the  selection  and 
placement  of  new  hires  and  are  vital  to 
performance  evaluation  and  merit  ratings 
as  a  basis  for  relating  employee  perfor¬ 
mance  to  the  descriptions  and  spNifica- 
tions  for  each  job.  Job  descriptions  are 
used  to  assist  in  the  promotion  or  trans¬ 
fer  of  employees  and  provide  a  baus  to 
assign  tai^  and  to  combine  job  func¬ 
tions. 

(1)  A  job  description  should  be  current, 
accurate,  and  complete.  The  existence  of 
current,  accurate  and  complete  jt^  con¬ 
tent  based  documentation  such  as  job 
descriptions  can  enhance  a  contractor’s 
ability  to  defend  against  unwarranted 
charges  of  discriiniiMtory  personnel  prac¬ 
tices  and  programs  under  such  laws  as  the 


Equal  Pay  Act  of  1963  or  Title  VII  of  the 
Civil  Ri^ts  Act  of  1964. 

(2)  An  evaluation  of  the  contractor’s 
job  descriptions  should  determine  that: 

(a)  Job  descriptions  include,  at  a  mini¬ 
mum,  a  title,  major  duties  and  responsi¬ 
bilities,  and  specifications.  However,  the 
extent  that  job  specifications,  experience, 
and  education  required;  skill  levels  need¬ 
ed;  job  knowledge  required;  supervision 
given;  and  woricing  conditions  and  effort 
demands  are  listed  depend  upon  the 
particular  method  of  job  evaluation 
which  the  contractor  uses  (refer  to  S- 
808.2e).  Job  titles  should  be  descriptive 
of  job  duties. 

(b)  Job  descriptions  are  documented 
and  approved. 

(c)  New  job  descriptions  and  revisions 
are  street  to  approval. 

(3)  The  contractor  should  demonstrate 
that  job  descriptions  are  current,  accu¬ 
rate,  and  complete  and  those  used  for 
benchmarking  are  valid.  For  those  jobs 
that  are  administered  under  a  maturity 
curve  system  (see  5-808.3d),  job  descrip¬ 
tions  by  design  may  be  limited. 

e.  Job  Evaluation.  Job  evaluation  is  a 
formal  process  by  which  management 
determines  the  relative  value  to  be  placed 
on  jobs  within  the  organization.  It  in¬ 
volves  the  systematic  evaluation  of  the 
job  descriptions  that  result  from  job 
uudysis.  The  job  evaluation  process  com¬ 
pares  jobs  within  an  organization,  and 
assembles  these  jobs  in  a  hierarchy  based 
on  their  worth  i^ich  is  a  job  structure.  A 
formalized  job  evaluation  system  would 
be  expected  for  most  contractors  with 
over  100  employees. 

(1)  There  is  an  almost  limitless  variety 
of  evaluation  methods  emphasizing  job 
content,  but  virtually  all  of  them  are 
modifications  or  derivations  of  the  five 
nujor  job  evaluation  methods  listed  be¬ 
low. 

(a)  Ranking.  Ranki^  is  the  fastest  and 
simj^t  of  the  classic  methods  of  job 
evaluation.  Evaluators  rank  jobs  in  order 
of  their  overall  worth  or  value  to  the 
organization.  The  job  that  the  evaluators 
beueve  to  be  most  valuable  is  placed  first, 
the  one  that  they  perceive  as  being  worth 
least  is  ranked  last  and  so  on.  Minimal 
job  spedfleations  are  needed  to  use  this 
method.  These  include  the  educational 
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and  knowledge  or  other  qualities  re¬ 
quired  to  meet  the  demands  of  the  job. 

(b)  Classification.  A  number  of  grades 
or  levels  are  specified  beforehand,  and 
broad  descriptions  are  written  to  delin¬ 
eate  the  characteristics  of  the Jobs  to  be 
placed  in  each  of  the  grades.  Each  job  is 
then  evaluated  by  comparing  the  job 
documentation  to  the  grade  description, 
and  the  job  is  assi^ed  to  the  grade  that 
most  closely  describe  the  job  character¬ 
istics. 

(c)  Slotting.  Slotting  is  similar  to  the 
classification  procedure.  The  evaluator 
compares  new  job  descriptions  with  jobs 
already  in  the  structure,  and  slots  each 
job  into  the  mde  assigned  to  jobs  of 
similar  overall  worth.  A  matrix  is  often 
used,  with  grades  on  the  vertical  axis  and 
departments  or  job  families  on  the  hori¬ 
zontal  axis,  to  facilitate  comparisons 
across  organizational  lines. 

(d)  Factor  Comparison.  In  factor  com¬ 
parison,  key  (brachmarked)  jobs  are 
identify.  A  series  of  distinct  factors 
such  as  skill,  effort,  responsibility,  work¬ 
ing  conditions,  or  subfactors  thereof  are 
seized  and  set  forth  in  an  evaluation 
manual.  Each  key  job  is  ranked  within 
each  factor  listed  in  the  manual.  A  mone¬ 
tary  or  point  value  scale  then  is  assigned 
to  each  factor  and  apportioned  to  every 
job  ranked  within  a  factor.  Nonbench- 
mark  jobs,  or  new  jobs,  are  added  to  the 
system  by  finding  the  most  appn^riate 
moneti^  or  point  value  within  each 
factor.  Totaling  the  points  from  each  of 
the  factors  produces  the  final  job  rate. 
Job  description  specifications  are  derived 
from  the  job  factors  which  are  contained 
in  the  evaluation  manuals. 

(e)  Point  Factor.  The  point  factor 
method  is  the  most  commonly  employed 
job  evaluation  technique  for  exempt  jobs. 
A  number  of  factors  are  selected,  such  as 
those  mentitmed  in  factor  comparison. 
These  factors  are  weiglited  and  a  scale  of 
point  values  is  assigned  to  each  to  reflect 
this  weighting.  These  facton  are  often  set 
forth  in  an  evaluation  manual.  Each  job 
is  compared  to  descriptioiis  of  the  vari¬ 
ous  levels  or  degrm  within  each  factor. 
When  the  appng;>riate  degree  is  selected 
for  each  factor,  the  assigm  points  are 
combined  to  produce  a  total  score  for 
each  job.  Job  deaeription  specifications 


are  derived  from  the  factors  which  are 
contained  in  the  evaluation  manuals. 

(2)  An  evaluation  of  the  contractor’s 
job  structure  and  job  evaluation  methods 
used  for  established  or  new  jobs  should 
determine  that: 

(a)  There  are  written  pdicies  and  pro¬ 
cedures  which  describe  the  techniques 
and  methods  employed. 

(b)  There  are  qualified  personnel  pos¬ 
sessing  training  and  experience  in  job 
analysis  to  perform  or  supervise  the  eval¬ 
uation  process. 

(c)  There  are  updates  to  job  evaluations 
on  an  as  needed  basis. 

5-80SJ  Review  ot  Extenud  Equity  or 
Cmipetitiveiiess 

a.  External  equity  or  competitiveness 
refers  to  the  relationship  of  the  contrac¬ 
tor’s  pay  levels  relative  to  that  of  its  labor 
and  product  market  competitors.  This  is 
accomplished  by  obtaining  external  mar¬ 
ket  data  through  pay  survey  data  and 
comparing  pay  levels  for  common  jobs 
(benchmm  jobs).  Management  d^er- 
mines  the  extent  to  which  external  mar¬ 
ket  considerations  are  used  to  monitor 
and  influence  its  pay  levels  for  the  pur¬ 
poses  of  (i)  ensuring  that  pay  rates  are 
sufficient  to  attract  and  retain  employees 
and  (ii)  contndHng  labor  costs  so  that  the 
oiganization’s  piquet  prices  and  ser¬ 
vices  are  competitive. 

(1)  Various  factors  influence  external 
labor  maitet  competitiveness.  These  in¬ 
clude  (a)  the  extent  of  the  demand  for 
sought  after  skills  and  abilities,  (b)  the 
extent  of  the  competition  in  product  and 
service  maricets,  and  (c)  internal  factors 
such  as  ability  to  pay,  business  strat^es, 
productivity,  and  experience  of  its  work 
rorce.  These  factors  act  in  concert  to 
influence  pay  levels  set  during  the  deagn 
and  administration  of  a  compensation 
system,  and  therefore,  wmild  be  consid- 
oed  ^  managers  of  pay  systems  when 
establishing  the  external  comp^tiveness 
policy  and  determining  procedures  for 
puttiim  the  policy  into  {nactice. 

(2)  Since  Uie  external  competitiveness 
policies  and  resulting  pay  levels  have  a 
profound  consequence  on  the  contrac¬ 
tor’s  organization  objectives,  the  effect 
of  a  contractor’s  failure  to  adequately 
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t  consider  these  factors  would  constitute  a 
significant  system  deficiency. 

(3)  The  contractor  formulates  its  exter¬ 
nal  equity  polices  based,  on  competitive 
labor  and  product  market  data  (external 
pay  surveys).  Major  decisions  required 
include  (a)  determining  the  contractor’s 
pay  level  policies  and  market  definition, 
(b)  determining  the  source  of  pay  survey 
data,  and  (c)  interpreting  and  applying 
survey  results. 

I  (4)  The  results  of  the  evaluation  of  the 
contractor’s  external  equity  procedures 
should  provide  a  basis  for  drtermining 
the  necessity  or  the  extent  of  an  indepen- 
'  dent  assessment  of  the  contractor’s  com¬ 
pliance  with  FAR  31.20S-6(b).  Refer  to 
6-413.2. 

(5)  This  guidance  is  not  an>ropriate  for 
the  review  of  a  nonunion  pay  structure 
for  which  wajgc  increases  are  given  in 
accordance  with  those  paid  to  the  con¬ 
tractor’s  union  employees.  Acceptance  of 
I  these  practices  should  be  baaed  upon  the 
I  contractor’s  past  practices  and  estab¬ 
lished  policies  fdkiwed  consistently  to 
pay  Ukm  wages  in  accordance  with  that 
I  agreed  to  wiUi  its  union. 

I  b.  Pay  Policy.  The  contractor’s  pay 
I  policy  defines  its  objectives  for  setting  or 
revising  wages  and  pay  structures  for 
establishing  external  equity.  There  are 
i  three  classic  pay  level  policies:  to  lead, 
j  match,  or  lag  the  mafketpteoe.  The  ratio- 
I  nale  behind  a  lead  policy  is  to  maximize 
I  the  ability  to  attract  and  retain  quality 

1  employees.  A  pay  ptriicy  to  match  the 

I  marketplace  tries  to  ensure  that  a  con- 
I  tractor’s  labor  costs  are  about  equal  to 
those  of  its  competitors.  Settii^  a  lag  pay 
policy  is  to  foUow  competitive  market 
rates.  Policies  include  the  time  period, 
position,  or  grade  and  the  level  at  which 
!  the  contractor  decides  to  establish  market 
I  comparability. 

The  contractor’s  pay  policies  should: 

(1)  Include  a  de^ption  of  how  the 
contractor’s  pay  levels  relate  to  the 
market:  lead,  match,  or  la^ 

(2)  Address  what  internal  equity  fac¬ 
tors  were  considered  and  the  time 
period  established  to  adiieve  com- 

i  parability  with  maricet  (first  day  of 

the  year,  middle  of  the  year,  last 
day  of  the  year). 


(3)  Address  each  pay  structure  (i.e. 
hourly,  nonexempt,  exempt,  and 
executive),  if  the  contractor  has 
multiple  pay  structures  with  differ¬ 
ent  pay  policies. 

(4)  Identify  the  level  (position  or 
grade)  at  which  the  external  equity 
IS  to  be  establisdied. 

(5)  Identify  the  wage  or  salary  rates  at 
which  the  policy  will  be  established 
(i.e.,  minimum,  midpoint,  or  maxi¬ 
mum  of  the  pay  grade). 

(6)  Identify  which  of  the  following  the 
contractor  is  willing  to  p^  for  job 
content,  seniority,  perfomumce, 
skills,  cost  of  living,  or  a  combina¬ 
tion  thereof. 

c.  Relevant  Market.  Before  the  contrac¬ 
tor  can  select  an  appropriate  external  pay 
survey(s),  it  must  define  its  relevant 
markers).  Relevant  labor  markets  are 
generally  the  contractor’s  product  and 
employee  competitors.  Common  factors 
that  t^ically  define  relevant  market  in¬ 
clude  job  or  skill  required,  geogr^hic 
area  (distance  employees  are  willing  to 
commute  or  relocate),  size  of  the  compa¬ 
ny,  orgai^tional  structure,  technical  so- 
pmstication,  profitability,  and  industry. 

(1)  The  contractor’s  selected  key  or 
bendimark  jobs  ate  the  basis  for  defining 
its  relevant  labor  markets.  The  primary 
relevant  labor  nuuket  for  a  job  generally 
indudes  companies  that  the  contractor 
competes  with  for  similar  skilled  employ¬ 
ees  or  the  source  of  suf^ly.  This  market 
consists  of  the  geog^hic  area(s)  within 
which  it  would  ordiniarily  exp^  to  re¬ 
cruit  all  potential  employees  for  a  job  and 
the  geographic  area(s)  to  which  it  would 
ordiiuuily  expect  to  lose  employees  in 
that  job.  These  geogtaidiic  areas  may  be 
identical  but  nm  not  be.  This  market 
can  be  defined  within  a  geographic  area, 
^ich  consists  of  all  or  similar  companies 
in  the  local,  regional,  rtational,  or  intenu- 
tional  market  Typically,  the  contractor 
would  evaluate  yn»n  it  loses  and  finds 
employees  to  establish  the  initial  basis  of 
its  rd^ant  labor  market. 

(2)  The  relevant  maricet  will  vary 
amoaf  each  contractor  and  job  group 
dnending  on  pay  objectives  and  the 
skills  being  evaluated.  The  relevant  labor 
market  wiu  change  depoidingon  the  job 
fiimily  being  evaluated.  Fcm'  exam^ 
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exempt  jobs  (administrative,  profession¬ 
al,  and  managerial)  tend  to  compete  on  a 
regional  or  national  basis.  Whereas,  non¬ 
exempt  (clerical)  and  houriy  (production) 
are  most  likely  to  compete  in  local  and 
r^onal  markets.  However,  generaliza¬ 
tions  of  labor  markets  are  not  always 
correct.  In  large  cities  and  metropolitan 
areas,  hi^  concentrations  of  engineers 
will  translate  into  a  regional  labor  market 
instead  of  a  national  market. 

(3)  Wages  and  beneGts  tend  to  vary 
according  to  the  size  of  an  oig^ization. 
Accordin^y,  Grms  equal  in  size  to  the 
contractor  should  be  included  in  the 
relevant  mailcet.  Firms  in  the  contrac¬ 
tor’s  geogr^hic  markets  that  account  for 
a  substantial  number  of  incumbents 
should  be  selected.  The  factor  of  size  is 
most  relevant  in  influencing  pay  for 
executives  and  to  a  lesser  degree  exempt 
and  nonexempt. 

(4)  The  factor  of  industry  in  deflning 
the  relevant  market  of  a  job  relates  to  the 
company’s  competition  in  its  prod¬ 
uct/service  maricets.  This  is  important 
because  of  cost  control  and  ability  to  pay 
considerations.  Therefore,  where  possible 
companies  of  the  same  industry  Aould 
be  included  in  the  relevant  market  as 
located  in  the  same  geographic  area  se¬ 
lected  for  the  job.  The  factor  of  industry 
is  most  influential  on  the  pay  levels  of 
exemM  jobs.  Where  jobs  are  tied  to  a 
specific  mdustry,  as  aerospace  engineers 
are  to  the  aerospace  industry,  the  market 
for  those  jobs  should  be  defined  on  an 
industry  basis. 

(5)  Some  other  considerations  in  defln¬ 
ing  the  relevant  market  for  a  job  are 
compensation  systems  similarities,  com¬ 
pany  performance  (executive  pay),  sup¬ 
ply  of  labor,  and  Equal  Employment 
Opportunity  (EEO)  considerations. 

(o)  Evaluatitm  of  the  contractor’s  pro¬ 
cedures  for  deflniitt  the  relevant  labor 
markets  diould  inoude: 

Ji)  Adequ^  of  the  contractor’s  ratio- 
e  and  evidratial  data  sunwrting  the 
relevant  markets  for  its  setei^  bench¬ 
mark  jobs.  The  contractor  should  provide 
a  list  of  the  companies  perceived  as  its 
wage  and  benefit  oornpmitors  for  each 
wane  structure  such  as  hourly,  clerical 
ana  administrative,  managerud,  scientific 
and  engineering,  and  executives. 


(ii)  Propriety  of  the  contractor’s  selec¬ 
tion  of  participants  in  the  pay  surveys  as 
to  geographic  area  and  type  or  size  of 
industry.  For  instance,  the  selection  of  a 
geographic  area  beyond  which  a  contrac¬ 
tor  reidistically  competes  for  houriy  job 
employees  could  result  in  invalid  or  un¬ 
realistic  pay  decisions  and  unreasonable 
compensation  costs. 

d.  External  Pay  Surv^s.  External  pay 
surveys  provide  detailed  data  r^arcung 
market  pay  levels  for  specific  jobs  and  are 
the  primary  tools  used  by  the  contractor 
to  ensure  compliance  with  its  external 
^uity  pay  policy.  The  pay  survey  data 
identifies  rate  ranges  and  a  central  ten¬ 
dency  figure  such  as  a  mean,  median,  or 
mode  salary/wage  levels  for  each  job.  The 
contractor  uses  the  pay  survey  data  to 
recognize  and  evaluate  pay  trends  in  the 
marketplace,  hiring  and  retaining  compe¬ 
tent  employees,  promoting  woiker  pro¬ 
ductivity,  developing  an  adequate  and 
acceptable  pay  structure,  and  defending 
pay  practices  in  a  court  of  law.  In  addi¬ 
tion,  pay  surveys  can  be  conducted  to 
prepare  for  labor  nemtiations,  forecast 
markets  and  prqiare  budgets,  make  spe¬ 
cific  job  pay  recommendations,  deter¬ 
mine  the  hiring  range  for  new  jobs,  study 
turnover,  assess  recruitment  problems, 
give  special  pay  adjustments,  demon¬ 
strate  relevance  of  economic  decisions, 
signal  dangerous  pay  situations,  and 
maintain  pay  leadership. 

(1)  For  jobs  that  require  apparently 
similar  work  by  a  large  number  of  em¬ 
ployees,  maturity  curve  pay  surveys  are 
often  u^  to  set  pay  levels  by  an  employ¬ 
ee’s  years  since  <mtaining  a  scholastic 
degree  such  as  a  B.S.,  M.S.,  or  Ph.D. 
d^ree.  Although  pay  minimums  and 
maximums  are  constructed  around  a 
mid-point  value,  this  system  does  not 
recognize  that  there  are  rnffaeBoes  in  the 
ralue  of  work  performed  that  do  not 
relate  direcUy  to  the  number  of  yean 
since  an  emiHoyee  obtained  a  schotestic 
degree.  The  ^em  makes  no  direct  refer¬ 
ences  to  position  responsibilities  or  spe¬ 
cific  assignments.  It  is  often  used  as  a 
cost-^ective  means  of  dealing  with  huge 
numbers  of  employees  with  similar  for¬ 
mal  education  performing  similar  work 
such  as  engineen  in  a  researdi  and 
development  Arm.  Maturity  curve  sur- 
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veys  may  be  used  along  with  traditional 
job  evaluation  pay  plans  to  provide  a 
balance  between  the  two  methods. 

(2)  Maturity  curves  are  based  on  the 
assumption  that  as  a  person  gains  more 
experience,  the  level  of  pay  will  also 
progress.  Simply,  a  graph  of  maturity 
curves  shows  actual  salaries  of  employees 
according  to  age  group  and  profession 
using  internal  or  external  data.  The  con¬ 
tractor  may  use  maturity-curve  data  to 
make  comparisons  between  the  salary  of 
a  scientist  and  other  professionals  in  his 
or  her  age  group  within  a  department, 
among  departments,  within  an  organiza¬ 
tion,  or  outside  an  organization.  Many 
contractors  will  use  maturity  curves  to  set 
sal^  increase  budgets  or  to  determine 
their  position  relative  to  the  relevant 
labor  market. 

(3)  The  contractor  should  establish 
well-defined  written  policies  and  proce¬ 
dures  detailing  what  criteria  are  u%d  to 
select  the  pay  surv^  in  evaluating  its 
wages  (i.e.,  geographical  location,  compa¬ 
ny  size,  type  of  industry). 

There  are  three  sources  of  pay  surveys 
that  the  contractor  may  use  for  making 
market  comparisons: 

(a)  Published  surveys  which  are  avail¬ 
able  for  the  general  public  to  purchase 
r^rdless  of  participation  in  the  survey. 

(b)  Private  surveys  based  upon  data 
from  survey  company  clientele  and  which 
only  participants  may  purchase. 

(c)  Contractor  self-conducted  surveys. 

(4)  Contractors  generally  use  private 
surveys  and  self-ctmducted  surveys.  The 
contractor  can  tailor  these  surveys  to 
represent  its  selected  competitive  inarket 
by  including  tpecifle  companies  and  jobs. 
Evaluate  why  certain  companies  were 
excluded  from  a  survey  as  well  as  why 
entain  <mes  were  included. 

In  most  cases,  no  one  survey  is 
sutlicient  to  determine  the  benchinark 
for  ail  positions.  Most  companies  use 
several  surveys.  A  primary  survey  may  be 
selected  with  secondary  surveys  used  to 
corroborate  the  results  of  the  primary 
survey.  Request  infonnation  on  all  sur¬ 
veys  lued  by  a  contractor  in  bendimaik- 
ing  company  jabt. 

(6)  Consider  the  basis  for  the  contrac¬ 
tor’s  reliance  on  a  source  of  pay  survey 


data,  including  internal  sources.  Minimal 
information  ^ould  include: 

(a)  The  company  name,  society,  or 
group  that  collected  the  data. 

(b)  The  expertise  in  job  evaluation  and 
job  analysis  possessed  by  the  individuals 
collecting  the  data. 

(c)  The  names  of  the  companies  con¬ 
tributing  data  and  the  geographical  loca¬ 
tion  of  the  source  data.  Ihe  relation  to 
and  influence  of  these  companies  in  the 
contractor’s  labor  markets. 

(d)  The  size  of  the  sample  of  companies 
reporting  data  and  the  size  of  the  compa¬ 
nies  reporting  data  for  each  job. 

(e)  The  extent  that  the  data  is  based  on 
job  titles  and  job  descriptions. 

(0  The  number  of  years  that  the  survey 
has  existed. 

(7)  If  internally  developed  pay  surveys 
are  used  by  the  contractor,  determine  if 
the  contractor  independently  ensures  that 
they  are  unbiased  and  reliable. 

(8)  In  addition,  evaluation  of  the  con¬ 
tractor’s  selected  pay  surveys  should  con¬ 
sider  if: 

(a)  The  survey  provides  specifle  job 
classifleations  with  correspond]^  job 
content  survey  descriptions  that  identify 
duties,  responsibilities,  and  experience. 
An  acceptable  alternative  would  be  a 
maturity-curve  survey  because  of  diffi¬ 
culties  encountered  in  evaluating  profes¬ 
sional,  scientific,  or  engineering  jobs. 

(b)  Well-defined  written  policies  and 
procedures  are  established  detailing  what 
criteria  are  used  to  select  the  pay  surveys 
in  evaluating  its  wages  (i.e.,  gec^phit^ 
location,  company  size,  type  of  industry). 

(c)  The  pay  surveys  provide  the  weight¬ 
ed  average  rates  (going  maricet  rate  or 
mean)  by  job.  Also,  the  survey  should 
provide  siracient  range  values,  mini¬ 
mum  and  maximum  rates,  and/or  per¬ 
centile  and  quartile  data  to  validate  the 
average  rate  and  changes  to  pay  struc¬ 
tures. 

(9)  Deficiencies  in  the  contractor’s  se¬ 
lection  and  use  of  pay  surveys  include: 

(a)  Ladr  of  job  dracriptions  in  pay 
surveys  which  cause  the  contractor  to 
benchmark  jobs  based  tm  position  titles 
only.  The  use  of  job  titles  only  in  bench¬ 
marking  does  not  ensure  proper  compar¬ 
ability  of  jobs. 
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(b)  Lack  of  weighted  average  rate  in  the 
pay  survey.  Pay  surveys  may  provide 
only  the  minimum,  midpoint,  and  maxi¬ 
mum  pay  ranges  for  each  job  classifica¬ 
tion.  The  midpoint  of  the  range  would 
not  be  reflective  of  the  market  rate  be¬ 
cause  survey  participants  actually  pay 
employees  under  the  minimum  and  over 
the  maximum. 

(c)  The  contractor  is  unable  to  rational¬ 
ly  support  its  basis  for  relying  on  the 
survey  data  used  to  make  market  com¬ 
parisons. 

(d)  The  pay  survey  the  contractor  uses 
is  not  representative  of  its  labor  market 
and  there  is  no  supporting  data  for  the 
selection  criteria. 

(e)  The  contractor’s  compensation  data 
were  not  excluded  from  the  pay  survey 
weighted  average. 

e.  Market  Comparison.  Market  com¬ 
parison  or  job  pricing  is  the  process  of 
comparing  pay  rates  tor  jobs  that  reflect 
the  best  measure  of  what  is  being  paid  in 
the  market.  Pay  surv^s  and  bench- 
marked  jobs  are  the  primary  tools  used 
by  the  contractor  to  accomplish  this  task. 
Benchmarking  is  the  process  of  matching 
the  contractor’s  job  to  survey  positions 
based  on  job  content  contained  in  the  job 
descriptions.  A  specific  match  is  called  a 
benchmark.  Graerally,  only  key  or 
benchmarked  jobs  are  included  in  sur¬ 
veys.  Benchmariced  jobs  are  deflned  as 
reference  points  and  can  be  characterized 
as  follows: 

(1)  Job  contents  are  well-known  and 
relatively  stable. 

(2)  Supply  and  demand  for  these  jobs 
is  relatively  stable  and  not  subject 
to  recent  shifts. 

(3)  These  jobs  are  representative  of  the 
My  grade  under  review. 

(4)  Th^  jobs  are  lai|^,  incumbent 
jobs  representing  a  significant  d<rf- 
lar  amount  of  base  compensation. 

(a)  The  reason  for  benchmaildng  jobs 
is  to  establish  reference  points  that  assist 
in  the  development  or  adjustment  of  pay 
grades  and  pay  structures. 

(b)  An  adequate  market  comparison 
process: 

(i)  Documents  the  benchmarkir^  anal¬ 
yse,  whidi  identify  the  establi^ed 
benchmaited  jobs,  pay  surveyfs)  used 


(primary  and  any  secondary  source),  sur¬ 
vey  codes,  and  pay  levels  used. 

(ii)  Demonstrates  the  validity  of  bench¬ 
marked  jobs  to  be  appropriate  job 
matches  to  the  pay  survey  descriptions. 

(iii)  Establishes  at  least  40  percent  of 
jobs  assi^ed  to  a  pay  structure  as  bench¬ 
marked  jobs,  as  ^propriate. 

(iv)  Provides  the  basis  of  adjustments 
to  the  survey  data  such  as  escalation  and 
lump-sum  payments. 

(v)  Demonstrates  how  pay  survey  data 
is  integrated  with  pay  structure  design 
and  how  benchmarking  results  are  used 
in  the  formal  budgeting  process  (see  S- 
1014). 

S-808.4  Review  of  Employee  Benefits 
Programs 

a.  Employee  benefits  consist  of  com¬ 
pensation  other  than  pay  for  time 
worked.  Common  benefits  include  health 
and  life  insurance,  pensions,  worker’s 
comperrsation,  pay  for  time  not  worked, 
and  others.  The  contractor’s  benefit 
structure  should  complement  its  wage 
and  salary  structure(s).  Benefits  tend  to 
be  provided  by  an  organization  rather 
than  by  job,  except  for  executive  perqui¬ 
sites  and  certain  deferred  income  pro¬ 
grams. 

b.  Although  organizations  compete 
over  wage  and  salary  levels  more  than 
benefit  packages,  it  is  still  necessary  for 
the  contractor  to  consider  the  competi¬ 
tive  labor  market  when  establishing  bene¬ 
fit  levels.  As  an  essential  control  measure 
for  benefit  costs,  the  contractor’s  policies 
should  require  the  comparison  of  its 
absolute  levd  of  benefits  to  those  of  its 
labor  and  product  competitors.  The  con¬ 
tractor  may  decide  to  lead,  lag,  or  stay 
competitive.  This  requires  the  use  of 
benmt  survey  data. 

c.  Benefit  costs  are  allowable  to  the 
extent  that  they  are  reasoMUe  and  re¬ 
quired  by  law,  employer-employee  agree¬ 
ment,  or  an  established  ptdicy  of  the 
crmtractor  under  FAR  31.20S-^m). 

d.  The  contractor’s  benefit  m^cies 
should  estaUish  (1)  the  contractor  s  com¬ 
petitive  otqective  in  the  overall  value  of 
the  benefits  packaae  compared  to  that  of 
other  firms,  (2)  migibili^  requirements 
for  various  benmts  and  the  rationale  for 
different  probationary  periods  with  dif- 
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I  ferent  benefits,  (3)  the  flexibility  in  plan 
'  coverage  ofTer^  to  employees  (“cafete¬ 
ria-style”  plans  or  average  employee 
plans),  (4)  the  method  of  financing  the 
benefit  plans  by  either  noncontributory, 
contributory,  or  employee  financing. 

I  e.  As  a  means  to  control  costs,  the 
1  contractor  should  establish  procedures  to 

I  periodically  conduct  cost-benefit  analyses 

I  of  the  company’s  benefit  plans  in  total 

f  and  of  forecasts  of  future  years’  costs. 

I  These  may  be  performed  as  ^uncts  to 

the  yearly  budgeting  process.  The  analy- 
I  ses  should  include  determinations  of  the 

)  cost  commitments  for  existing  benefits 

;  programs  and  the  costs  of  alternate  or 

new  benefits.  If  projected  cost  contain¬ 
ment  is  prohibitive,  then  alternative  fi- 
1  nancing  such  as  employee  contribution 

I  may  be  necessary. 

i  5-90B3  Review  of  Merit  Pay  Progrun 

j  As  a  means  of  increasing  organization¬ 
al  productivity  and  controlling  compen- 
I  sation  costs,  the  contractor  may  adr^t 

I  pay  for  performance  programs  in  place 

I  of,  or  supplemental  to,  general  wage 

increases,  cost  of  living  allowances 
(COLA),  and  seniority  increases.  Pay  for 
performance  programs  include  incentive 
and  awards  directly  linked  to  desired 
employee  behavior,  contributions,  or  re¬ 
sults  achieved.  Merit  pay  programs  mea¬ 
sure  and  rate  employee  performance 
I  through  the  performance  appraisal  sys¬ 
tem. 

5-806,6  Perfbrauace  Appraisal  Systeai 
a.  The  performance  appraisal  system 

grovides  the  mechanism  by  which  the  job 
older’s  contribution  and  work  peifor- 
mance  during  a  specific  time  penod  are 
identified  and  documented.  A  formal 
appraisal  process  promotes  desired  orga¬ 
nizational  goal  attainment.  Without  a 
formal  appraisal  process,  employees’ 
achievements  may  not  be  directed  to 
desired  aoals  and  the  controls  and  feed¬ 
back  to  the  organization  ate  unlikely.  The 
performance  appraisal  system  provides 
an  ormmization  with  infomution  used 
for  (Q  human  resource  pluming,  (2) 
identification  of  employee  development 
and  training  needs,  (3)  compensation 
administration,  and  (4)  validation  of  pro¬ 
motional  sdection  procedures. 


(1)  Determine  the  adequacy  of  the 
contractor’s  methods  and  procedures  for 
evaluating  employee  performance  and 
the  pay  rewards  given  for  acceptable 
achievement  of  prescribed  goals. 

(2)  An  adequate  performance  appraisal 
system  should  include: 

(a)  Policies  that  outline  the  kinds, 
format,  and  sufficiency  of  documentation 
requir^  for  each  employee  performance 
appraisal. 

(b)  Established  evaluation  periods  and 
dates  for  completion  of  appraisal  forms. 

(c)  Standardized  appraisal  formats  for 
each  ^stem  or  type  of  appraisal  system. 

(d)  Performance  dimensions  of  a  job  to 
facilitate  accurate  and  objective  measure¬ 
ment  of  performance. 

(e)  An  established  rating  scale  with 
performance  intervals  such  as  unaccept¬ 
able,  acceptable,  good,  and  superior  per¬ 
formance  and  penormance  standards  for 
each  interval  of  performance. 

(0  Required  periodic  training  for  all 
raters  in  the  policies  and  procedures  of 
the  organization’s  appraistd  system  and 
in  rating  skills. 

(g)  Provisions  for  periodic  program 
maintenance. 

(h)  Monitoring  of  performance  ap¬ 
praisal  ratings  in  appropriate  ^upings 
to  evaluate  training  needs,  provide  feed¬ 
back  to  mam^ers  and  re^rts  to  senior 
management  on  the  adequacy  of  the 
system  and/or  what  needs  improvement. 

b.  Performance-based  pay  plans  in¬ 
clude  short-  and  long-term  incentive  pay 
plans  and  gain-shanng  plans.  Incentive 
pay  plans  establish  a  standard  of  accom¬ 
plishment  to  which  worker  performance 
IS  compared  to  determine  the  level  of 
increases.  It  can  be  a  group  or  organiza¬ 
tional  goal.  Incentive  and  gain-sharing 
plans  involve  three  forms  of  payment: 
base  pay,  commission,  and  bonus.  Re¬ 
view  CAM  6-414  for  applicable  guidance 
rnarding  compensation  for  empltwees 
who  pose  a  higher  risk  pursuant  to  FAR 
31.2()S-6(bX2). 

(1)  An  adequate  performance-based 
pay  plan  should  include: 

(a)  Documented  policies  and  proce¬ 
dures. 

(b)  Established  methods  of  rate  deter¬ 
mination  or  standard  performance  mea¬ 
sures  and  guidelines  on  the  relationship 
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between  the  performance  and  the  amount 
of  award  or  incentive  pay. 

(c)  The  rules  for  eligibility  for  partici¬ 
pation. 

(d)  An  incentive  fund  based  on  a 
documented  formula. 

(e)  Documentation  requirements  for 
the  basis  for  the  awards. 

(0  Established  timing  of  the  perfor¬ 
mance  evaluation  and  payment  of  award. 

c.  Allowability. 

(1)  Bonuses  and  incentive  compensa¬ 
tion  are  allowable  as  set  forth  in  FAR 
31.20S-6(0>(i),  and  (k)  provided  that  the 
basis  of  the  award  is  adequately  support¬ 
ed  and  the  award  is  paid  or  accrued: 

(a)  According  to  an  agreement  estab¬ 
lish^  between  the  contractor  and  the 
employee  before  the  services  are  ten¬ 
dered,  or 

(b)  In  conformity  with  an  established 
plan  or  policy  consistently  followed,  and 

(2)  Allowable  costs  limitations  regard¬ 
ing  stock  bonuses  (stock  options  and 
stock  appreciation  rights)  are: 

(a)  The  value  of  the  stock  equal  to  the 
fair  market  value  on  the  measurement 
date,  the  first  date  that  the  number  of 
shares  awarded  is  known.  If  the  stock 
option  or  stock  appreciation  price  is 
equal  to  or  greater  than  the  market  price 
on  the  measurement  date,  then  no  costs 
are  allowed  for  contracting  purposes. 

(b)  Phantom  stock  plans  differ  from 
stock  option  plans  in  that  no  stock  is 
transfened  to  the  emplwee  and  no  cash 
outlays  are  required.  Contingent  stock 
shares  are  attributed  to  the  employee. 
The  employee’s  account  may  be  in¬ 
creased  by  the  equivalent  dividends  is¬ 
sued  and  any  appreciation  in  the  maiiret 
price  of  the  stock  over  the  price  of  the 
stock  on  the  measurement  date.  Such 
increases  in  the  employee’s  account  are 
unallowable. 

c.  Deferred  Compensation  Awards. 
The  allowabUity  of  deferred  comimsa- 
tion  awards  are  subject  to  the  provisions 
0[  FAR  31.20S-d(k)  as  fdlows: 

(1)  Awards  in  periods  subse¬ 

quent  to  the  period  when  the  worir 
being  remunerated  was  performed 
arc  not  allowable.  Tbere^,  a 
and  the  amount  of  award  must  be 
determined  prior  to  the  period  of 
perfonnann. 


(2)  The  costs  of  deferred  compensa¬ 
tion  accruals  are  subject  to  the 
provisions  of  CAS  4  IS,  Accounting 
for  the  Cost  of  Deferred  Compen¬ 
sation. 

5-809  Training 

Pay  administration  employees  should 
receive  training  on  those  aspects  of  the 
compensation  system  which  impact  their 
resp^tive  duties  and  responsibilities. 
Adequate  training  is  an  important  factor 
in  the  effective  implementation  of  any 
system.  When  reviewing  the  contractor’s 
training  activities,  the  auditor  should 
evaluate  whether  or  not  the  contractor 
has  a  formal  plan  for  ensuring  that  pay 
administration  employees  are  kept  ap¬ 
praised  of  developments  within  the  pay 
administration  profession  as  well  as 
changes  in  the  contractor’s  compensation 
system. 

5-810  Audit  Findings  for  CSRs 

5-810.1  Preliminary  Findings 

Discuss  audit  findings  with  the  con¬ 
tractor  during  the  audit  to  confirm  factu¬ 
al  accuracy.  At  the  completion  of  the 
field  work,  summarize  all  tentative  find¬ 
ings  and  conclusions  and  coordinate  with 
the  ACO.  If  the  ACO  does  not  sui^rt 
the  audit  position,  immediately  inform 
the  regional  office. 

5-810.2  Exit  Conference 

a.  After  resolving  any  differences  with 
the  ACO,  hold  an  exit  conference  in 
accordance  with  4-304  to  discuss  the 
findings  with  the  contractor.  Include  the 
contractor’s  reactions  in  the  working  pa¬ 
pers  and  the  report. 

b.  During  these  discussions,  address 
the  total  variance  between  the  cost  of  the 
compensation  element  challenged  and 
that  of  the  comparison  point  of  the 
comparative  survey  data  us^  to  establish 
the  unreasonable  elements.  However, 
only  question  costs  to  the  extent  they 
exceed  the  point  of  significance  (10  per¬ 
cent)  (see  Ml 3.4). 

5-810 J  Cometive  Acthm  Plans 

a.  If  the  contractor  concurs  with  the 
findings,  request  that  it  submit  a  specific 
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time-phased  corrective  action  plan  for 
reducing  compensation  costs  to  reason¬ 
able  levels  and  correcting  related  system 
deficiencies.  If  the  contractor  disagr^ 
with  the  finding^,  request  that  it  provide 
documentation  justifying  the  reasonable¬ 
ness  of  the  compensation  elements  chal¬ 
lenged.  Send  the  contractor  a  letter  sum¬ 
marizing  the  conference  discussions  and 
request  either  the  time^hased  corrective 
action  plan  or  the  justification  documen¬ 
tation.  Send  the  ACO  an  information 
copy  of  the  letter. 

b.  Contractors  are  responsible  for  de¬ 
termining  corrective  action  plans  to  re¬ 
solve  system  deficiencies  and  unreason¬ 
able  compensation  levels.  The  contractor 
is  in  the  best  position  to  evaluate  and 
implement  action  plans.  Action  plans  are 
expected  to  correct  system  denciencies 
and  eliminate  trends  of  unreasonable 
compensation  within  a  reasonable  period 
of  time.  However,  contractors  are  expect¬ 
ed  to  initiate  corrective  action  as  quickly 
as  practicable.  A  contractor  is  normally 
expected  to  reduce  starting  salaries  and 
delay  within-grade  increases  almost  im¬ 
mediately  and  to  make  major  strides  to 
bring  compensation  costs  under  control 
within  12  months.  Auditors  are  expected 
to  advise  ACOs  of  the  adeqiuicy  and 
timeliness  of  action  plans  proposed  by 
the  contractor  to  resolve  system  deficien¬ 
cies  and  unreasonable  compensation. 

5-810.4  Mq|or  Compensatioa  Plan 
Revisions 

Challenge  increased  compensation 
costs  resulting  from  major  revisions  to 
existing  compensation  plans  introduced 
by  the  contractor  if  the  contractor  (I)  has 
not  notified  the  cognizant  ACO  of  the 
changes  either  before  their  implementa¬ 
tion  or  within  a  reasonable  period  after 
their  implementation  and  (2)  has  not 
fHOvided  tiie  government,  either  before 
implementation  or  within  a  reasonable 
period  after  it,  an  opportunity  to  evaluate 
the  reasonableness  of  the  changes.  See 
FAR  31.20S-6(aK4)  and  31.205- 
6(bK2Xii). 

5-810.5  Major  RcOetenaiBable  Contracts 

For  major  redeterminable  contracts, 
consider  reoommendii^  in  price  proposal 
reports  that  a  ceiling  be  placed  on  labor 
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escalation  and  frinu  benefit  costs.  An¬ 
other  approach  is  for  the  ACO  to  enter 
into  an  advance  agreement  with  a  con¬ 
tractor  limiting  labor  escalation  and 
fringe  benefit  costs  on  all  contracts. 

5-811  CSR  Audit  Reports 

5-811.1  General  Reportiiig 
Considerations 

a.  After  each  compensation  audit,  issue 
an  audit  report  to  the  ACO  following  the 
general  guidance  set  forth  in  S-100  and 
10-400,  as  amplified  below.  If  related 
audits  or  reviews  by  any  other  organiza¬ 
tion  have  recently  taken  place,  incorpo¬ 
rate  the  results  into  the  compensation 
audit  report,  if  feasible.  Auditors  should 
follow  the  guidance  in  4-1000  when  rely¬ 
ing  upon  the  work  of  others. 

b.  Because  FAR  31.20S-b  addresses 
some  compensation  elements  only  in 
general  terms  of  their  reasonableness  and 
others  in  specific  terms  of  allowability 
along  with  general  reasonableness,  the 
specific  subsections  referenced  in  the 
opinion  paragraph  should  relate  to  the 
scope  of  the  review. 

c.  The  puipose  paragraph  should  accu¬ 
rately  describe  the  systems  reviewed.  If 
the  contractor  has  more  than  one  com¬ 
pensation  system  or  pay  structure,  the 
puipose  paragraph  should  identify  which 
systems  or  structures  are  the  subject  of 
the  review.  All  subsequent  paragraphs 
should  address  each  of  the  systems  re¬ 
viewed.  If  one  system  has  a  deficiency 
not  shared  by  others,  that  deficiency 
should  be  separately  identified  to  the 
particular  system  or  pay  structure. 

d.  Each  CSR  serves  as  the  starting 
point  for  the  next  CSR  for  the  same 
compensation  system  or  pay  structure, 
and  establishes  the  basis  for  monetizing 
the  findings  of  the  next  CSR.  It  is  thoe- 
fore  critiral  for  system  control  deficien¬ 
cies  to  be  reported  even  if  the  current 
CSR  does  not  disclose  that  those  control 
weaknesses  are  causing  unreasonable 
costs. 

e.  For  compensation  paid  to  top  execu¬ 
tives,  owners,  and  Other  high  nsk  em¬ 
ploye  (see  CAM  6-41^  it  may  be 
apjmpriate  to  restrict  the  (^R  scc^  and 
reporting  of  results  solely  to  testing  the 
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reasonableness  of  comixnsation  paid  or 
proposed  for  those  individuals.  Such  an 
audit  would  specifically  exclude  an  opin¬ 
ion  on  the  adequacy  of  any  systems  in 
relation  to  the  high  risk  compensation  if 
there  is  not  adequate  control  within  the 
system  to  assure  that  it  is  consistently 
applied  to  such  employees. 

5-811.2  Reporting  on  CSR  Summary  of 
Audit  Results 

a.  If  the  contractor’s  compensation 
system  is  determined  generally  sound,  the 
following  statement  would  be  appropri¬ 
ate  in  the  summary  of  audit  results: 

In  our  opinion,  the  contractor’s  com- 
p^rasation  system  is  adequate  to  con¬ 
sistently  provide  reasonable  employee 
compensation  costs  to  government 
contracts  per  FAR  31,205-6  (a)  and 
(b). 

This  paragraph  should  be  appropriate¬ 
ly  modified  if  some  compensation  sub¬ 
systems  or  pay  structures  are  not  subject 
to  adequate  control  to  ensure  that  the 
compensation  produced  will  continue  to 
be  reasonable  in  the  future. 

b.  If  the  CSR  determines  that: 

(1)  some  systems  or  pay  structures 
within  the  contractors  compensa¬ 
tion  system  are  deficient, 

or 

(2)  some  positions  or  individuals  have 
inadequate  internal  controls  over 
their  compensation  to  assure  con¬ 
sistently  reasonable  compensation, 

then,  the  control  deficiencies  will  be 
report^  even  if  the  CSR  does  not  find 
unreasonable  costs  caused  by  those  defi¬ 
ciencies.  This  reporting  will  establish  that 
the  Mvemment  has  noted  the  potential 
problem  and  reserves  the  option  to  ques¬ 
tion  any  unreasonable  costs  caused  by 
those  deficiencies  in  the  future. 

c.  If  unreasonable  compenution  is 
found,  the  summuy  of  audit  results 
section  of  the  audit  report  may  state: 

In  our  opinion,  under  the  contractor’s 
current  compensation  system,  cost 
avoidance  in  tte  amount  of  $1.6  mil¬ 
lion,  of  which  $1  million  is  allocable 
to  government  programs,  was  deter¬ 
mine  for  pay  grades  identified  in 


[applicable  appendix  or  audit  report 
section].  These  costs  were  determined 
to  be  unreasonable  under  FAR 
31.205-6(b). 

d.  This  statement  should  be  followed 
by  briefly  describing  the  condition(s)  or 
system  deficiencies  that  resulted  in  the 
unreasonable  findings  and  how  the  cor¬ 
rection  of  the  deficiencies  could  result  in 
cost  avoidance  per  10-400. 

e.  When  unreasonable  costs  are  identi¬ 
fied  in  the  audit  report,  the  following 
should  be  included: 

(1)  A  listing  of  the  contractor’s  pay 
grades  and  jobs  or  executive  job  for 
which  compensation  levels  are  un¬ 
reasonable. 

(2)  An  estimate  of  the  unreasonable 
compensation  costs  for  each  pay 
made. 

(3)  The  methodology  used  and  basis 
for  determining  that  compensation 
costs  are  unreasonable  and  how  all 
of  the  relevant  factors  were  consid¬ 
ered. 

(4)  A  description  of  the  surveys  used 
for  making  the  FAR  comparison 
tests. 

(5)  The  contractor’s  response  to  the 
audit  findings  (and,  if  appropriate, 
the  auditor’s  rebuttal). 

(6)  A  copy  of  the  contractor’s  pro¬ 
posed  corrective  action  plan  along 
with  auditor  comments  on  its  ade¬ 
quacy  and  timelines.s. 

(7)  A  recommendation  that  the  ACO 
put  the  contractor  on  notice  of  the 
government’s  intent  to  disallow 
unreasonable  compensation  costs 
if  the  contractor  fails  to  take  timely 
corrective  action.  Such  a  notice  by 
the  ACO  should  identify  the  first 
period  during  which  it  would  be 
feasible  for  the  contractor  to  make 
^nificant  changes  to  its  system. 
The  notice  shoiud  also  state  that 
starting  with  that  period  unreason¬ 
able  compensation  costs,  both  ac¬ 
tual  and  projected,  will  be  ques¬ 
tioned  and  that  if  the  ACO  issues  a 
notice  of  intent,  we  will  question 
all  unreasonable  compensation 
costs,  actually  incurred  or  pro¬ 
posed,  for  pwiods  subsequent  to 
the  aforementioned  date(s). 


DCAA  CoBtract  Aaiit  Manaal 


January  1995 


f.  Audit  reports  issued  on  price  propos¬ 
als  and  rate  agreements  will  question  all 
unreasonable  compensation  costs  pro- 
TOsed  for  periods  subsequent  to  the  date 
for  completion  of  corrective  action. 

5-811 J  CSR  Reporting  Considerations 
for  Fringe  Benefits 

All  audit  reports  will  contain  the  fol- 
lowiiw  qualifications  relating  to  fringe 
benefits: 

a.  Scope:  Modify  this  {paragraph  to 
refer  to  paragraph  2,  “Circumstances 
Affecting  the  Audit.” 

b.  Circumstances  Affecting  the  Audit: 
Include  within  this  paragraph  a  statement 
to  the  effect  that  the  results  of  audit 
expressed  in  this  report  are  qualified  to 
the  extent  that  subsequent  audits  or  re¬ 
views  ^  DCAA,  the  contract  administra¬ 
tion  office,  or  others,  of  insurance,  pen¬ 
sion,  and  other  fringe  benefits  may  sup¬ 
plement  the  findings  of  this  audit.  When 
aware  that  specific  audits  or  reviews  are 
already  in  process  or  planned,  state  this 
information  and  identify  the  specific  ar¬ 
eas  to  be  covered.  In  addition,  determine 
if  a  recent  EKTAA  or  DCMC  insurance 
and  pension  audit  or  review  has  taken 
place.  If  so,  incorporate  the  results,  if 
feasible,  into  the  compensation  system 
audit  report.  If  incorporated,  state  this 
fact  and  reference  the  specific  DCAA  or 
DCMC  report  number  and  date.  (See  5- 
1 303  for  guidance  on  insurance/pension 
reviews.) 

c.  Summary  of  Audit  Results:  Always 
qualify  this  pan^ph  by  referring  to 
paragraph  2,  “Circumstances  Affecting 
the  Audit.” 

d.  If,  after  giviM  consideration  to 
offsets,  fringe  bmefits  in  total  and  by 
individual  element  are  within  the  range 
of  reasonableness,  include  the  following 
statement  in  the  “Summary  of  Audit 
Results”  paragraph: 

“Our  audit  disclosed  no  employee 

benefit  costs  considered  unreasonable 

under  FAR  31.20S-6  (a)  and  (b).” 

e.  If  a  contractor  cannot  justify  em¬ 
ployee  benefit  costs  that  significantly 
exc^  the  average  of  the  comparison 
data  by  more  than  10  percent  (after 
giving  consideration  to  appropriate  off¬ 


sets),  include  the  following  information 
in  the  report: 

(1)  A  statement  in  the  summary  of 
audit  results  paragraph  that  our 
audit  disclosed  that  compensation 
costs  for  employee  benefits  are 
unreasonable  under  FAR  31.203-6 
(a)  and  (b). 

(2)  A  recommendation  (in  the  summa¬ 
ry  of  audit  results  paragraph)  that 
the  ACO  issue  the  contractor  a 
written  notice  of  the  government’s 
intent  to  disallow  future  unreason¬ 
able  benefit  costs. 

(3)  A  listing  of  each  unreasonable  em¬ 
ployee  benefit  element,  identifying 
the  unreasonable  costs  for  each, 
and  a  listing  of  unreasonable  in¬ 
curred  employee  benefit  costs 
questioned  per  FAR  31.20S-6(aX4) 
and  31.20S-6(bK2Kii)- 

(4)  A  summary  or  copy  of  the  support¬ 
ing  documentation  or  action  plan 
provided  by  the  contractor. 

5-811.4  Foilow-up  Procedares  for  CSR 
Report  Findii^ 

When  a  CSR  results  in  findings,  recom¬ 
mendations,  and  costs  questioned  or  qua¬ 
lified  of  $100,(X)0  or  more,  follow  the 
procedures  in  DoD  Directive  7640.2, 
“Policy  for  Follow-up  on  Contract  Audit 
Reports.”  to  report  the  findings  to  DoD 
components  (see  13-600). 

5-8113  Dispositioniiv  CSR  Report 
Fiodiiws 

a.  Unreasonable  compensation  is  not 
questioned  for  periods  prior  to  a  date 
established  for  completion  of  corrective 
action  when  unreasonable  compensation 
costs  are  found  during  a  compensation 
system  review  and  a  prior  CSR: 

(1)  Reviewed  the  compensation  sys¬ 
tem  as  it  is  currently; 

(2)  Determined  that  the  compensation 
swtem  reviewed  was  accgjtable  at 
the  time  of  the  prior  review;  and, 

(3)  Determined  that  the  costs  pro¬ 
duced  by  that  system  were  accept¬ 
able  at  the  time  of  the  previous 
CSR. 

However,  cost  avoidance  estimated  for 
a  twelve  month  period  after  the  date  of 
expected  completion  of  corrective  action 
is  recorded.  Forward  pricing  rates  for 
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periods  after  expected  corrective  action 
should  also  be  adjusted.  [Refer  to  9-308, 
Incorporating  Cost  Avoidance  Recom¬ 
mendations  Into  Price  Proposal  Reviews, 
and  9-1200,  Forward  Pricing  Agree¬ 
ments,  for  further  guidance.] 

b.  If  prior  CSRs  identified  unreason¬ 
able  compensation  and  the  Contracting 
Officer  (CO)  issued  a  Notice  of  Intent  to 
Disallow  Costs  (FAR  42.801),  then  all 
compensation  costs  that  are  unreasonable 
after  the  allowed  i^riod  for  implement¬ 
ing  corrective  action  should  be  ques¬ 
tioned  in  forward  pricing  reviews,  pro¬ 
posals,  and  incurred  cost  audits.  If  the 
CO  has  not  made  a  final  determination 
on  the  unreasonable  costs  in  a  CSR, 
continue  to  question  any  unreasonable 
compensation  until  a  final  determination 
is  made.  If  a  CSR  report  discloses  unrea¬ 
sonable  compensation  and  the  CO  dispo¬ 
sitions  the  audit  report  without  support¬ 
ing  the  unreasonable  co.npensation,  sub- 
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sequent  unreasonable  compensation 
should  not  be  questioned. 

c.  Costs  should  be  questioned  for  all 
periods  of  incurred  costs  and  forward 
pricing  if  the  unreasonable  costs  are 
produced  by: 

(1)  Failure  to  adhere  to  the  previously 
reviewed  system; 

(2)  CThanges  to  compensation  swtems 
previously  reviewed  if  the  changes 
have  not  been  reviewed;  or, 

(3)  Pay  structures  or  portions  of  sys¬ 
tems  previously  reviewed  which 
were  found  to  be  unacceptable  or 
lacking  controls  at  the  time  of  the 
previous  CSR. 

d.  Some  contractors  will  have  some  pay 
straciures,  usually  for  executives  or  own¬ 
ers,  which  should  be  questioned  for  all 
periods  if  the  compensation  is  found  to 
be  unreasonable.  See  CAM  6-414  for 
additional  information  on  special  consid¬ 
erations  of  executives  and  owners. 
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I  5-900  Reviewing  Labw  System  Intenud  Controls 

5-901  Introduction  sure  that  all  employees  are  aware  of 

the  importance  of  proper  time 


a.  This  section  provides  guidance  for 
reviewing  contractor  labor  internal  con¬ 
trols  to  evaluate  the  adequacy  of  the 
contractor’s  labor  system  and  assess  con¬ 
trol  risk  related  to  the  allowability  and 
allocability  of  labor  costs  charged  to 
government  contracts.  The  reasonable¬ 
ness  of  labor  costs  is  addressed  in  S-800 
(compensation  system  reviews),  6-412 
(Evaluation  of  Quantitative  and  Qualita¬ 
tive  Utilization  of  Labor)  and  6-413 
(Reasonableness  of  Compensation 
Costs). 

b.  Refer  to  3-101  for  the  auditor’s 
fundamental  r^uirements  on  obtaining 
and  documenting  an  understanding  of  a 
contractor’s  internal  control  structure 
and  assessing  control  risk. 

5-902  Backgrooud  Infonnation 

a.  Labor  costs  are  usually  the  most 
significant  costs  charged  to  government 
contracts,  and  usually  compnse  the  base, 
or  the  hugest  element  in  the  base,  used 
for  allocating  indirect  costs.  Historical 
labor  costs  are  often  used  to  estimate 
labor  for  follow-on  or  similar  item  gov¬ 
ernment  contracts.  Unlike  other  cost 
items,  labor  is  not  supported  by  third 
party  documentation  such  as  an  invoice, 
purchase  order,  or  receipt.  Contractor 
personnel  have  complete  control  over  the 
documents  or  devices  of  original  entry, 
whether  th^  consist  of  timecards,  elec¬ 
tronic  media,  or  some  other  means.  Re¬ 
sponsibility  for  accuracy  is  diffused 
throughout  the  contractor’s  otiganization. 
Consequently,  the  risks  associated  with 
the  accurate  recording,  distribution,  and 
pament  of  labor  are  almost  always  sig¬ 
nificant. 

b.  To  assess  control  risk  on  the  labor 
accounting  system  as  tow  and  reduce 
substantive  testing,  the  contractor’s  sys¬ 
tem  should  have: 

(1)  An  effective  method  to  monitor  the 
overall  intcjgrity  of  the  la¬ 
bor/timekeeping  system. 

(2)  An  effective  employee  awareness 
training  program  to  reasonably  as- 


charging. 

(3)  Effective  procedures  for  labor  au¬ 
thorizations/  approvals  to  facilitate 
the  proper  accumulation  and  re¬ 
cording  of  labor  costs  to  cost  objec¬ 
tives. 

(4)  Effective  procedures  for  timekeep¬ 
ing  to  reasonably  assure  that  labor 
hours  are  accurately  recorded  and 
that  corrections  to  timekeeping 
records  are  documented,  author¬ 
ized,  and  approved. 

(5)  Effective  proradures  for  labor  dis¬ 
tribution  to  reasonably  assure  the 
proper  recording  of  labor  costs  to 
cost  objectives. 

(6)  Effective  procedures  for  labor  cost 
accounting  to  reasonably  assure 
that  labor  charges  to  the  govern¬ 
ment  are  in  compliance  with  pro¬ 
mulgated  Cost  Accounting  Stan¬ 
dards,  generally  accepted  account¬ 
ing  principles,  and  contract 
terms/clauses. 

(7)  Effective  procedures  for  payroll 
preparation  and  payment  to  rea¬ 
sonably  assure  independent  prepa¬ 
ration  of  the  payroll,  and  that  pay 
rates  are  appropriately  authorized 
and  accurate. 

(8)  Effective  procedures  for  labor 
transfers  and  adjustments  to  rea¬ 
sonably  assure  that  they  are  docu¬ 
mented  and  approved. 

5-903  General  Audit  Policy 

a.  Refer  to  5-103  for  DCAA’s  general 
audit  policy  for  the  review  of  contractor 
accounting  and  management  systems  and 
related  internal  controls. 

b.  Once  a  detailed  review  of  a  contrac¬ 
tor’s  entire  labor  accounting  s^tem  has 
been  performed,  it  should  serve  as  a 
baseline  for  establishing  the  scope  of 
subsequent  labor  system  reviews.  Subse¬ 
quent  reviews  would  normally  be  limited 
to  periodic  reviews  of  transations  and 
compliance  based  on  the  assessment  of 
risk  (e.g.,  floorchecks),  labor  accounting 
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system  changes  and  other  areas  identifled 
as  high  risk. 

5>904  Audit  Objectives 

a.  The  purpose  of  the  audit  is  to 
evaluate  the  adequacy  of  and  the  contrac¬ 
tor’s  compliance  with  the  labor  account¬ 
ing  system’s  internal  controls.  The  objec¬ 
tive  is  to  assess  control  risk  for  the 
allowability  and  allocability  of  labor  costs 
charged  and  billed  to  government  con- 
trflcts 

b.  Refer  to  5-104  for  DCAA’s  primary 
objectives  for  auditing  the  contractor’s 
accounting  and  management  systems. 

5-905  Scope  of  the  Audit 

a.  While  the  nature  and  extent  of  audit 
effort  depends  upon  contractor  size, 
amount  of  government  business,  and 
audit  risk  (materiality  and  sensitivity), 
the  audit  scope  should  be  consistent  with 
the  guidance  in  S-105. 

b.  Controls  for  interrelated  audit  con- 

Icems  regarding  the  adequacy  of  the  con¬ 
tractor’s  other  major  systems  (e.g.,  EDP, 
estimating,  etc.)  will  be  audited  under 
separate  assignments.  While  the  contrcrfs 
for  these  areas  are  not  part  of  this  audit, 
the  results  of  all  audits  of  these  interrelat¬ 
ed  controls  must  be  considered  in  form¬ 
ing  an  overall  audit  conclusion  on  fhe 
labor  system  internal  control  structure 
and  also  commented  on  in  the  related 
audit  report. 

c.  In  many  instances,  control  proce¬ 
dures  may  be  embedded  in  the  contrac¬ 
tor’s  EDP  system.  In  these  cases,  the 
auditor  should  adequately  document  and 
test  the  automated  portions  of  the  system 
and  give  proper  consideration  to  the  use 
,  of  Computer  Assisted  Audit  Techniques 
I  (CAATs)  (see  5-1080- 

d.  The  extent  of  audit  effort  should  also 
be  influenced  by: 

(1)  the  typM  of  government  contracts 
and  their  materiality 

(2)  sensitive  audit  issues 

(3)  deficiencies  noted  in  ongoing  au¬ 
dits  (audit  leads) 

(4)  input  from  the  contracting  officer 

(5)  contract  provisions 
These  areas  are  discussed  in  3-104  and 
the  auditor  should  document  the  impact 
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of  these  considerations  on  the  scope  of 
this  audit  in  the  working  papers. 

e.  The  following  paragraphs  describe 
speciflc  control  procedures  considered 
signiflcant  for  an  adequate  labor  account¬ 
ing  system. 

5-906  Management  Compliance 
Reviews 

a.  The  existence  of  strong  self-controls 
increases  the  reliance  that  can  be  placed 
on  the  cost  representations  from  that 
system.  Therefore,  the  contractor  should 
have  policies  and  procedures  for  moni¬ 
toring  its  labor  accounting  system,  in¬ 
cluding  regular  compliance  reviews  to 
ensure  the  timely  and  accurate  recording, 
distribution,  and  payment  of  labor  costs. 
These  policies  and  procedures  should  be  I 
well  deflned,  reasonable  in  concept,  and 
effectively  implemented  by  contractor 
personnel. 

b.  As  a  minimum  the  contractor  should 
conduct  regular  internal  control  compli¬ 
ance  reviews.  These  compliance  reviews  I 
should  address  the  following  areas:  the 
adequacy  of  written  procedures,  employ¬ 
ee  Imowledge  and  compliance  with  poli¬ 
cies  and  procedures,  consistency  with 
which  the  policies  and  procedures  are 
applied  and  by  whom,  and  timely  follow¬ 
up  action  on  deficiencies. 

(1)  Types  of  Reviews.  The  contractor 
may  perform  internal  compliance  audits 
by  monitoring  in  the  form  of  physical 
observation  (floorchecks),  by  testing  la¬ 
bor  charges  for  accuracy,  by  reviews  of 
performance  or  exception  reports,  by 
requesting  external  audits,  or  by  using  a 
combination  of  techniques. 

(2)  Adequacy  of  Compliance  Review 
Prot^ures.  Whatever  the  form  of  the  I 
compliance  reviews,  there  should  be  pro¬ 
cedures  which  identify  the  intervals  of 
performance  of  the  reviews,  the  person¬ 
nel  responsible  for  performance  of  the 
reviews,  the  areas  to  be  covered  during 
the  review^  the  sprafic  steps  to  be 
performed  in  the  reviews,  the  documen¬ 
tation  needed  to  demonstrate  the  proce¬ 
dures  have  been  performed,  and  the 
requirements  for  follow-up  action. 

(3)  Overall  Adequacy  of  CkimpliaiiM  I 
Reviews.  The  adequacy  of  the  oompli-  I 
ance  reviews  should  be  assessed  in  aocor- 
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dance  with  the  criteria  in  4-l(XX}.  The 
reviews  should  be  performed' in  accor¬ 
dance  with  written  procedures  and  by 
personnel  possessing  the  level  of  compe¬ 
tence,  independence,  and  objectivity  re¬ 
quired  of  a  reviewer.  The  scope  and 
depth  of  audit  should  be  consistent  with 
the  contractor’s  risk  assessment  level  and 
sufficient  to  identify  outdated  written 
procedures,  inconsistent  application  of 
the  procedures,  lack  of  employee  knowl¬ 
edge  or  compliance  with  the  written 
procedures,  or  untimely  follow-up  ac¬ 
tions. 

5-907  Review  of  Employee  Awarraess 
Training 

I  a.  Policies  and  Procedures.  The  con¬ 
tractor  should  have  policies  and  proce¬ 
dures  for  training  employees  to  reason¬ 
ably  assure  that  all  employees  are  aware 
of  the  importance  of  proper  time  charg¬ 
ing.  The  training  should  cover  indoctn- 

I  nation  for  new  hires,  management’s  re¬ 
sponsibility  for  accuracy  of  labor  ac¬ 
counting,  refresher  courses  for  existing 
employees,  explanations  of  penalties  for 
mischaiging,  and  the  importance  of  s^- 
regation  of  duties.  When  evaluating  con¬ 
tractor  policies  and  procedures  for  em¬ 
ployee  awareness  training,  the  auditor 
should  consider  whether  there  is  formal 
compwy-wide  timekeeping  and  labor 
chaipng  training,  and  whether  there  is 
documentation  to  verify  that  the  training 
has  occurred  (e.g.,  presentation  and 
handout  material,  sign-in  logs,  and  me¬ 
moranda  of  attendance.). 

b.  New  Hire  Training.  New  hires 
should  be  trained  on  proper  time  keying 
shortly  after  being  hin^.  The  training 
should  include  proper  timekeeping  proce¬ 
dures  and  the  penalties  associate  with 
the  statutes  on  false  claims  and  false 
statements  (see  S-907.d).  Fiulher,  those 
employees  with  contractual  responsibili¬ 
ties  should  be  made  aware  of  the  FAR, 
DFARS,  CAS,  and  contract  provisions. 
Specific  responsibility  should  be  placed 
on  an  individual  or  group  to  perform  the 
trainiiA 

c.  Manuement’s  Responsibility.  It  is 
critical  to  labor  charging  internal  control 
systems  that  management  continues  to 
emphasize  the  employees  independant 
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responsibility  for  accurately  recording  I 
time  charges.  The  contractor  should  have  i 
training  progr^s  stressing  manage¬ 
ment’s  responsibility  to  provide  for  the 
accurate  recording  of  labor  hours. 

d.  Refresher  Courses.  The  contractor 
should  have  periodic  refresher  courses  on 
proper  timekeeping  and  labor  charging 
practices,  as  shown  in  S-907.a.  above, 
especially  for  employees  found  not  to  be 
complying  with  company  labor  charging 
proi^ures. 

e.  Penalties  for  Mischaiging.  Individu¬ 
al  employees  must  be  constantly,  al¬ 
though  unobtrusively,  made  aware  of 
controls  which  act  as  an  effective  deter¬ 
rent  against  violations.  There  should  be 
an  explanation  of  the  penalties  for  know¬ 
ingly  mischaiging  time.  This  would  in¬ 
clude  penalties  imposed  by  the  company 
and  those  by  the  government  (i.e..  False 
Claims  Act).  Many  businesses  accom¬ 
plish  this  by  emphasizing  the  importance 
of  timecard  preparation  m  staff  meetings, 
emplwee  orientation,  and  through  post¬ 
ing  of  signs  throughout  the  woi^lace,  I 
which  remind  employees  of  the  impor¬ 
tance  of  accurate  and  current  timecards. 

f.  Segregation  of  Duties.  The  contrac¬ 
tor  should  have  training  programs  vriiich 
stress  the  importance  of  maintaining  a 
s^iegation  of  duties  for  labor-related 
activities  to  prevent  the  appearance  of 
and  opportunities  for  improprieties.  For 
example,  the  responsibility  for  timekeep¬ 
ing  and  payroll  accounting  should  be 
separated.  In  addition,  supervisors  vriio 
are  accountable  for  meeting  contract 
budgete  should  not  have  the  oj^rtunity 
to  initiate  or  change  employee  time 
charges. 

5-908  Review  (rf  Labor 
AnthorizatioBs/Avprovab 

The  contractor  should  have  procedures 
to  facilitate  the  accumulation  and  record¬ 
ing  of  labor  costs  to  cost  objectives  for 
the  purpose  of  determining  proper  cost 
reimbursement  on  government  contrwts. 
These  procedures  should  address  the  con¬ 
trol  and  issuance  of  woric  authorizations, 
as  wdl  as  the  detail  descriptums  required 
for  labor  documentation.  When  evmuat- 
ing  the  contractor’s  policies  for  labor 
authorizatkms/approvals,  the  auditor 
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should  consider  whether  the  policies  and 
organizational  structure  provide  for  ade¬ 
quate  control  over  work  authorizations  to 
assure  the  integrity  of  labor  recording. 

5-908.1  Control  and  Issnance  of  Work 
Authorizations 

The  contractor  should  have  procedures 
to  ensure  the  segr^tion  of  duties  for 
work  authorizations  and/or  job  assign¬ 
ments,  to  the  extent  practical.  The  work 
authorizations/job  assignments  should  be 
controlled  and  issued  by  individuals  in¬ 
dependent  of  those  rro^nsible  for  per¬ 
forming  the  work.  A  critical  control  is  the 
procedure  used  to  open  and  close  woric 
authorizations.  These  controls  decrease 
the  potential  for  circumventing  cost  tar¬ 
gets  or  ceilings. 

5-908.2  Work  Descriptions 

The  contractor  should  have  procedures 
for  the  preparation  of  labor  documenta- 
tion/wofk  descriptions  which  require 
clear  identification  of  the  nature  of  the 
woik  performed.  The  worii  descriptions 
should  provide  enough  detail  to  be  track- 
able  to  the  intermraiate  or  final  cost 
objective,  and  describe  if  the  effort  is 
allowable  or  unallowable/direct  or  indi¬ 
rect.  Work  descriptions  should  be  suffi¬ 
ciently  detailed  to  determine  the  alloca- 
bility  of  the  labor  charges  to  government 
contracts. 

5-909  Review  trf  Timekeeping 

The  contractor  should  have  procedures 
to  assure  that  labor  hours  are  accurately 
recorded  and  that  any  corrections  to 
timdteeping  records  are  documented,  in¬ 
cluding  apmrqjiiate  authorizations  and 
approvals,  when  evaluating  the  contrac¬ 
tor’s  tiradceeiriiig  procedures,  the  auditor 
should  consider  whether  the  procedures 
are  adequate  to  maintain  the  integrity  of 
the  timekeqinng  system. 

5-909.1  Maanai  TIiMkfephu  Syataw 

Procedures  for  manual  timekeeping 
systems  should  provide  for  the  accurate 
and  complete  rectnding  of  labor  hours,  as 
well  as  appropriate  contreris  to  ensure 
corrections  to  labor  records  ate  accurate 
and  authorized.  Generally,  they  may  be 
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categorized  as  procedures  which  pertain 
to: 

a.  Supervisory  observation  of  employee 
arrival  and  d^Miture  to  prevent  improp¬ 
er  clock-in/clock-out. 

b.  Employee  possession  of  time- 
card/time^eet. 

c.  Employees  prq;>are  their  timecards 
in  ink,  as  work  is  performed. 

d.  Otaly  one  card/sheet  is  prepared  per 
employee  per  period;  cards/sheets  are 
preprinted  with  employee  name  and 
identification  number,  and  cards/sheets 
are  turned  in  to  the  designated  timekeep¬ 
ing  office  or  collected  by  an  authorize 
person. 

e.  Precoded  data  is  printed  on  the  job 
cards  for  identification  purposes.  I 

f.  Direct  labor  employees  record  their 
time  no  less  often  than  daily.  Sufficient 
formal  subsidiary  records  are  main¬ 
tained,  if  necessary,  to  assure  accurate 
time  recording  and  allocating  of  labor 
costs  to  intermediate  and  final  cost  objec-  I 
fives  when  multiple  jobs  are  worked  in  a 
day. 

g.  Corrections  are  made  in  ink,  init¬ 
ialled  by  the  employee,  properly  author¬ 
ized,  and  provide  a  sufficient  and  rele¬ 
vant  explanation  for  the  correction. 

h.  Employees  and  supervisors  sign  the 
timecards/  timesheets  in  accordance  with 
procedures,  certifying  the  accuracy  of  the 
recorded  effort. 

5-909.2  Aulomaled  Timekeepiag  Systems 

Procedures  for  automated  timekeeping 
systems  should  provide  for  the  accurate 
and  current  recording  of  labor  hours  by 
authorized  employees,  as  well  as  appro¬ 
priate  controls  to  ensure  corrections  to 
labor  charges  are  accurate  and  author¬ 
ized.  C^erally,  they  may  be  categorized 
as  procedures  whiai  pertain  to: 

a.  Only  the  employee  uses  their  labor 
charging  instrument  to  access  the  labor 
system. 

b.  Employee  badge  issuance  is  suffi¬ 
ciently  controlled  so  that  no  number  is 
dupUiroted  and  badges  are  not  isroed  to 
unauthorized  persons. 

c.  Procedures  are  in  iriace  udiich  re¬ 
quire  the  employee  to  report  lost  badges 
promptly. 
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Id.  Changes  are  initialled  and  dated  by 
the  employee  and  supervisor  and  include 
a  desription  of  the  reason  for  the  change. 

e.  A  veriflable  audit  trail  process  is  in 
place  that  collects  all  initial  entries  and 
subsequent  changes. 

5-910  Review  of  Labor  Distribotioo 

The  contractor  should  have  policies  to 
reasonably  assure  the  proper  recording  of 
i  labor  costs  to  cost  objectives.  These  poli¬ 
cies  should  address  me  reconciliation  of 
labor  hours  between  labor  distribution 
summaries  and  timekeeping/payroll  sys¬ 
tems,  recording  of  both  compensated  and 
uncompensated  hours  worked,  and  main¬ 
tenance  of  an  audit  trail. 

5-910.1  KecoodliatioBS 
The  contractor  should  have  procedures 
which  require  that  the  total  labor  hours 
I  reflected  in  labor  distribution  summaries 
I  agrees  with  the  total  labor  charges  as 
!  entered  into  the  timekeepii^  and  payroU 
systems.  This  reconciliation  attests  that 
the  labor  charges  to  contracts  represent 
actual  paid  or  accrued  costs  and  that  such 
costs  are  appropriately  recorded  in  the 
accounting  records.  Each  employee’s 
time  cha^  should  be  distributed  as 
recorded. 

5-910.2  Rccoidteg  Ho«n  Worked 

The  contractor  should  have  procedures 
to  ensure  that  all  hours  worl^  are  re¬ 
corded,  whether  they  are  paid  or  not,  to 
assure  the  proper  distribution  of  labor 
costs.  This  is  necessary  because  labor 
rates  and  labor  overhead  costs  can  be 
affected  by  total  hours  worked,  not  just 
paid  hours  woriced  (also  see  MIO). 

5-910 J  Aadit  TraU 

The  contractor  should  have  procedures 
which  require  the  generation  of  an  audit 
trail  which  documents  distribution  of 
direct  and  indirect  labor  charges  to  the 
appropriate  cost  objectives  (e.g.,  a  labor 
distribution  report.).  When  evaluating 
the  contractor’s  procedure^  the  auditor 
should  consider  whether  direct  and  indi¬ 
rect  labor  charges  are  supported  by  suffi¬ 
cient  evidentiu  matter  to  verify  the  allo- 
cability  to  final  cost  objectives,  and  that 


they  are  traceable  to  time  cards  and  I 
approved  work  authorizations.  I 

5-911  Review  of  Labor  Cost 
Accoontii^ 

The  contractor  should  have  procedures 
to  reasonably  assure  that  labor  costs 
charged  to  the  government  are  in  compli¬ 
ance  with  promul^ed  Cost  Accounting 
Standards,  generally  accepted  accounting 
principles,  and  contract  terms/clauses. 
The  procedures  should  address  concerns 
such  as:  sensitive  labor  accounts,  briefing 
of  contract  terms,  directly  associated  un¬ 
allowable  labor  costs,  lump-sum  wages, 
overtime  authorization,  uncompensated 
overtime,  and  records  retention. 

5-911.1  Sensitive  labor  Accoonts 

The  contractor  should  have  procedures  | 
to  review  significant  increases  and  de-  I 
creases  in  sensitive  labor  accounts  for  I 
reasonableness  and  allocability.  These 
procedures  should  also  address  changes 
in  labor  cha^ng  practices  to  assure 
consistency  with  CAS  and  FAR.  Audit 
effort  in  this  area  may  help  satisfy 
MAAR  7  (chan^  in  direct/indirect 
charging)  and  MAAR  8  (comparative 
analysis-sensitive  labor  accounts). 

5-911.2  Briefing  of  Contract  Terms 

The  contractor  should  have  policies 
and  procedures  which  address  briefing  of 
special  contract  terms  and  advance  agree¬ 
ments  relative  to  allowability  and  alloca- 
bility  of  labor  costs  (See  3-200).  The  I 
contractor  should  identify  all  contract 
terms  with  government  costing  implica¬ 
tions  such  as  milit^  standards,  over¬ 
time,  and  skill  mix  requirements,  to 
ensure  compliance  with  those  terms.  I 

5-911 J  Directly  Associated  UnaDomMe 
Labor  Costs 

The  contractor  should  have  procedures 
which  require  that  direct  and  indirect 
labor  costs  directly  associated  with  unal¬ 
lowable  costs  be  identified  and  segregat¬ 
ed.  When  reviewing  the  contractor's  pro¬ 
cedures  for  unallomble  labor  costs,  the 
auditor  should  consider  whether  the 
chart  of  accounts  and  the  contractor’s 
disclosure  statement  adequately  identify 
and  describe  the  treatment  of  these  costs. 
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5-911.4  Lnp-S«  Wates 
The  contractor  should  have  procedures 
to  ensure  that  lump-sum  wages  resuiti^ 
from  union  contracts  are  accounted  for  in 
accordance  with  EITFIS  88-23  (see  7- 
1919).  The  matching  concept  r^uires 
that  lump-sum  payments  benefitting  fb- 
ture  penods  should  be  deferred  and 
amortized  over  the  period  benefitted 
(i.e.,  the  period  cove^  by  the  union 
contract). 


5-911.5  Overtfane  Aathorizations 

I  The  contractor  should  have  procedures 
that  address  overtime  authorization  re- 

§uirements  prescribed  by  FAR  22.103. 
uch  procedures,  if  applicable,  ensure 
that: 

(1)  overtime  is  necessary  to  meet  de¬ 
livery  requirements, 

(2)  overtime  is  necessary  to  meet  per¬ 
formance  requirements,  or 

(3)  overtime  is  necessary  to  make  up 
for  delays  beyond  the  control  or 
without  the  fault  or  ne^igence  of 
the  contractor  (see  6-409  and  6- 
410). 

5-911.6  Records  Retention 
The  contractor  should  have  policies 
and  procedures  which  address  retention 
of  labor  records  to  comply  with  current 
FAR  requirements.  These  procedures 
should  address  the  retention  of  labor 
records  such  as  payroll  records,  labor 
distribution  records,  work  authoriza¬ 
tions,  and  timecards. 


5-912  Review  of  Payroll  Preparntioa 
and  PayawBt 

The  contractor  should  have  procedures 
to  provide  reasonable  assurance  that  pay¬ 
rolls  are  prepared  by  persons  indepen¬ 
dent  of  those  responsible  for  the  time¬ 
keeping  operation  and  actual  payroll  pay¬ 
ment,  and  pay  rates  and  labor  hours  are 
appropriately  authorized  and  accurate. 
(Sm  ^7). 

5-912.1  Scgroiathw  of  Doties 
The  contractor  should  have  procedures 
to  ensure  that  there  is  a  sn^ation  of 
responsibilities  between  timelceeping  and 
I  payrdl.  These  procedures  are  necessary 


to  reduce  the  opportunity  for  any  person  I 
to  be  in  a  position  to  both  perpetrate  and  I 
conceal  errors  or  irregu^ties  such  as 
fictitious  employees,  improper  time 
charges,  etc. 

5-912.2  Accvacy  of  Labor  Costs 

The  contractor  should  have  policies 
and  procedures  which  address  the  accura¬ 
cy  of  the  labor  costs,  particularly  that  pay 
rates  in  effect  are  supported  by  written 
authorization  from  the  personnel  depart¬ 
ment  or  other  authorized  source,  i^en 
evaluating  the  contractor’s  policies,  the 
auditor  should  also  consider  whether 
cross-checks  are  required  (either  manual 
or  automated)  for  verifying  the  accuracy 
of  names,  rates  of  pay,  hours  worked, 
extensions,  and  accounting  distributions. 
Labor  hours  used  in  the  payroll  process 
should  be  based  on  the  lalx>r  distribution 
records. 

5-913  Review  of  Labor  Transfers  and 
Adjustments 

The  contractor  should  have  procedures 
to  provide  reasonable  assurance  that  la¬ 
bor  transfers  or  adjustments  of  the  labor 
distribution  are  documented  and  ap¬ 
proved.  These  procedures  should  address 
management  review  and  approval  of  la¬ 
bor  transfers,  labor  distribution  edit  er¬ 
rors,  and  review  and  correction  of  labor 
errors.  Particular  attention  should  be 
given  to  EDP  assisted  “on-line”  adjust¬ 
ments.  In  these  cases,  controls  should  be 
in  place  to  ensure  that  unauthorized  or 
undocumented  adjustments  are  prevent¬ 
ed  or  detected  in  a  timely  manner. 

5-913.1  Review  and  Anroval  of  Labor 
Tianafera 

The  contractor  should  have  procedures 
which  provide  for  a  system  of  document¬ 
ing,  approving,  and  reviewing  the  trans¬ 
fer  of  labor  costs  from  one  cost  objective 
to  another  by  prc^r  numagement  offi¬ 
cials.  Written  justification  should  be  re¬ 
quired  for  any  such  transfer,  to  ensure  the 
proper  allocation  of  labor  costs  to  finid 
cost  objectives.  Audit  effort  in  this  area 
may  help  satisfy  MAAR  10  reguding 
labor  adjusting  entries/exception  reports. 


i 
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5^13.2  Labor  Dtetribotioo  Edit  Errors 

The  contractor  should  have  procedures 
to  ensure  that  labor  distribution  edit 
errors  are  processed  into  a  suspense  ac¬ 
count  and  billed  to  customers  only  after 
correction. 

5-913J  Review  and  Correcdoa  of  Labor 
Emm 

The  contractor  should  have  procedures 
to  ensure  that  reports  of  suspense  labor 
and  edit  errors  are  generated  and  provid- 
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ed  to  the  appropriate  personnel  for  re¬ 
view  and  corrective  action.  These  correc¬ 
tions  should  be  adequately  explained, 
and  endorsed  by  both  the  employee  and 
supervisor. 

5-914  Latcful  Coatrol  Reportii^ 

The  auditor  should  follow  the  guidance  , 
in  S-110,  10-200,  and  10-400  for  report-  I 
ing  on  internal  controls  relative  to  the 
contractor’s  accounting  and  management 
systems. 


i 

i 
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I  5-1000  Indirect  and  Other  Direct  Cost  System  Review 

I  5-1001  Introduction 


a.  Refer  to  5-101  for  the  auditor’s 
fundamental  r^uirements  on  obtaining 
and  documenting  an  understanding  of  a 
contractor’s  internal  control  structure 
and  assessing  control  risk. 

b.  This  section  piv  v  its  guidance  for 
reviewing  a  a.  nctot  s  internal  controls 
of  both  a  mas  and  automated  nature 
over  indirect/o.  ^er  direct  cost.  The 
guidelines  relate  to  the  assessment  of 
control  risk  based  on  a  review  of  the 
contractor’s  policies,  procedures,  and  in¬ 
ternal  control  structure. 

5-1002  Bsckgroond  Information 

a.  An  indirect  cost  is  any  cost  which  is 
not  directly  identified  with  a  single  final 
cost  objective,  but  is  identified  with  two 
or  more  final  cost  objectives  or  an  inter¬ 
mediate  cost  objective  (FAR  31.203(a)). 
Indirect  costs  are  to  be  accumulated  by 
logical  groups  and  distributed  on  the 
basis  of  benefits  accruing  to  the  several 
cost  objectives.  The  number  and  compo¬ 
sition  of  cost  groupings  should  be  go¬ 
verned  by  practical  considerations. 

b.  Other  direct  costs  are  costs  which 
are  in  addition  to  direct  labor  and  mate¬ 
rial  and  can  be  readily  identified  with  a 
spedflc  job.  Examples  are;  (1)  special 
tooling,  dies,  jigs,  and  fixtures;  (2)  plant 
rearrangement;  (3)  packaging  and  pack¬ 
ing  (4)  consultant’s  fees;  (5)  outbound 
freight;  (6)  expediting;  (7)  royalties;  (8) 
travel;  and  (9)  computer  center  and  other 
service  center  costs.  Costs  of  this  nature 
may  be  charged  direct  to  jobs,  allocated 
on  some  representative  basis,  or  charged 
IMilially  direct  and  partially  by  alloca¬ 
tion. 

c.  Generally,  a  contractor’s  indi¬ 
rect/other  direct  cost  system  should  have; 

(1)  Contractor  compliance  reviews  to 
provide  reasonable  assurance  that 
the  policies  and  procedures  relat¬ 
ing  to  indirect/other  direct  cost 
submissions  are  established,  cur¬ 
rently  in  pr^ice,  understood,  and 
effectively  implemented  by  con¬ 
tractor  employees. 


(2)  Policies  and  procedures  estab¬ 
lished  and  maintained  to 
charge/allocate,  directly  or  indi¬ 
rectly,  allowable  costs  in  billings, 
claims,  or  proposals  applicable  to 
U.S.  Government  contracts  in  ac¬ 
cordance  with  FAR  31.2  and  CAS. 

(3)  Policies  and  procedures  to  ensure 
indirect/other  direct  costs  are  prop¬ 
erly  classified  as  allowable  or  unal¬ 
lowable  in  accordance  with  FAR 
and  contract  terms,  including  di¬ 
rectly  associated  costs,  and  unal¬ 
lowable  costs  are  identified  and 
excluded  from  proposals,  billings, 
and  claims  submitted  to  the  gov¬ 
ernment. 

(4)  Policies  and  procedures  to  ensure 
indirect/other  direct  costs  are  prop¬ 
erly  cba^^ed/allocated  to  cost  ob¬ 
jectives  in  accordance  with  FAR 
and  CAS. 

5-1003  Genend  Audit  Policy 

a.  Refer  to  5-103  for  DCAA’s  general 
audit  policy  for  the  review  of  contractor 
accounting  and  management  systems  and 
related  internal  contnris. 

b.  In  the  absence  of  indicators  of 
widespread  risk  as  documented  by  a 
current  audit  risk  assessment,  the  need 
for  a  comprehensive  review  of  a  contrac¬ 
tor’s  indirect/other  direct  cost  system 
would  normally  be  limited  to  certain 
situations.  Such  situations  mi^t  include; 

(1)  Cbntractor  locations  with  signifl- 
cant  rovemment  business  where  a 
detailed  indirect/other  direct  cost 
system  review  has  never  been  per¬ 
formed  or  has  not  been  recoitly 

rformed  and  where  the  auditor’s 
owledge  of  the  indirect/other  di¬ 
rect  cost  system  is  limited. 

(2)  New  government  contractor  loca¬ 
tions  where  anticipated  or  actual 
nvemment  business  is  significant. 

c.  FAOs  with  audit  cognizance  over 
corporate  and/or  group  offices  allocating 
substantial  costs  to  other  s^ments  for 
ultimate  allocation  to  government  con¬ 
tracts  are  remnsible  for  p^orming  in¬ 
direct/other  direct  cost  reviews  at  these 
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offices  and  providing  the  results  to  the 
segment  auditor.  S^ment  auditors  are 
responsible  for  requesting  such  reviews  as 
ne^ed. 

d.  Once  a  comprehensive  review  of  a 
contractor’s  entire  indirect/other  direct 
cost  system  has  been  performed,  it  should 
serve  as  a  baseline  for  establishing  the 
scope  of  subsequent  indirect/other  direct 
cost  s\«tem  reviews.  Subs^uent  reviews 
would  normally  be  limited  to  indi¬ 
rect/other  direct  cost  system  changes  and 
other  areas  identified  as  high  risk.  Refer 
to  6-604.1,  Effect  of  Changed  Condi¬ 
tions,  which  addresses  the  risk  for 
changes  in  procedures  and  practices  for 
charging  direct  or  indirect  costs. 

5-1004  Audit  Objectives 

The  purpose  of  this  audit  is  to  evaluate 
the  adequacy  of  and  the  contractor’s 
compliance  with  the  indirect  and  other 
direct  cost  system’s  internal  controls. 
Refer  to  5-104  for  DCAA’s  primary  ob¬ 
jectives  for  auditing  the  contractors  ac¬ 
counting  and  management  systems.  The 
objectives  of  reviewing  the  indirect/other 
direct  cost  system  are  to: 

a.  Gain  an  understanding  of  the  con¬ 
tractor’s  indirect/other  direct  cost  system 
and  related  internal  control  structure  to 
provide  reasoiuble  assurance  that  indi- 
rect/other  direct  cost  in  billiim,  claims, 
or  proposals  applicable  to  U.S.  Govern¬ 
ment  contracts  are  properly  classified  as 
allowable,  allocable  and  reasonable  in 
accordance  with  FAR  31.2  and  CAS. 

b.  Document  the  understanding  of  the 
indirect/other  direct  cost  system  internal 
control  structure  in  working  pmrs  and 
permanent  files  (see  CAM  S-1(X)). 

c.  Test  the  oiierational  effectiveness  of 
indirect/other  direct  cost  system  internal 
controls. 

d.  Assess  control  risk  as  a  basis  to 
identify  factors  relevant  to  the  (toign  of 
substantive  tests. 

e.  R^rt  <m  the  understanding  of  the 
internal  control  structure,  assessment  of 
control  risk  and  adequacy  of  the  system 
for  government  contracts. 

f.  The  discovery  of  fraud  or  other 
unlawful/improper  activity  is  not  the 
primary  audit  objective,  but  the  auditor 
must  be  attentive  to  any  condition  rMikb 
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suggests  that  such  a  situation  may  exist. 
If  such  activity  is  suspected,  the  circum¬ 
stances  should  be  reported  in  accordance 
with  4-7(X). 

5-1005  Scope  of  Audit 

a.  The  nature  and  extent  of  audit  effort 
depends  upon  contractor  size,  amount  of 
government  business,  and  audit  risk.  In 
general,  the  audit  scope  should  be  consis¬ 
tent  with  the  ^idance  in  S-IOS. 

b.  In  many  instances,  control  proce¬ 
dures  will  be  embedded  in  the  contrac¬ 
tor’s  EDP  system.  In  these  cases,  the 
auditor  should  adequately  document  and 
test  the  automated  portions  of  the  sys¬ 
tem,  and  give  proper  consideration  to  the 
use  of  Computer  Assisted  Audit  Tech¬ 
niques  (CAATs). 

c.  The  extent  of  audit  effort  should  also 
be  influenced  by  (1)  the  types  of  govern¬ 
ment  contracts  and  their  materiality,  (2) 
deficiencies  noted  in  ongoing  audits  (au¬ 
dit  leads),  (3)  input  from  the  contracting 
officer,  (4)  contract  provisions,  and  (5) 
the  d^ree  of  system  automation,  espe¬ 
cially  where  new  or  existing  EDP  systems 
have  been  revised  to  better  identify, 
extract,  and  record  indirect  and  other 
direct  costs.  General  information  r^ard- 
ing  these  scope  areas  is  provided  in  3-104 
and  additional  considerations  specific  to 
the  indiiect/other  direct  cost  system  are 
discussed  below.  A  risk  assessment  docu¬ 
menting  conclusions  reached  regarding 
the  impact  of  the  above  areas  on  the 
scope  of  this  review  should  be  document¬ 
ed  in  the  working  papers. 

d.  Whenever  practicable,  expand  the 
scope  of  audit  for  indirect  costs  to  in¬ 
clude  other  direct  costs.  The  audit  should 
provide  assurance  that  when  items  ordi¬ 
narily  chargeable  as  indirect  costs  are 
charged  to  government  work  as  direct 
costs,  the  costs  of  like  items  applicable  to 
other  work  of  the  contractor  are  treated 
in  the  same  manner. 

5-1006  OMapUaBce  Reviews 

Contractor  compliance  reviews  should 
provide  reasonable  assurance  that  poli¬ 
cies  and  procedures  relatin|  to  indi¬ 
rect/other  direct  cost  claims,  billings,  and 
proposals  applicable  to  U.S.  Government 
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contracts  are  established,  currently  in 
practice,  understood,  and  effectively  im¬ 
plemented  by  contractor  employees.  The 
existence  of  strong  internal  controls  in¬ 
creases  the  reliance  that  can  be  placed  on 
the  cost  representations  from  that  sys¬ 
tem.  Therefore,  the  contractor  should 
have  written  policies  and  procedures  for 
monitoring  its  indirect/other  direct  cost 
systems,  including  regular  compliance 
reviews. 

5-1006.1  Internal  Audit  Function 

The  auditor  should  ascertain  the  effec¬ 
tiveness  of  the  internal  audit  staff  and 
consider  the  manner  in  which  the  inter¬ 
nal  audit  '‘un.tion  is  utilized  by  manage¬ 
ment.  Occasionally  contractors  use  man¬ 
agement  teams  in  lieu  of  internal  auditors 
to  perform  compliance  reviews.  The  au¬ 
ditor  should  evaluate  the  competence, 
independence,  and  objectivity  of  the 
management  teams.  (Refer  to  4-l(X)0). 

5-1006.2  Scope  of  Con^iance  Reviews 

a.  Adequacy  of  Procedures.  The  con¬ 
tractor’s  TOlicies  and  procedures  should 
provide  ror  regular  internal  compliance 
reviews.  These  compliance  reviews 
should  address  the  following  areas:  (1) 
adequacy  of  written  policies,  procedures, 
and  controls  for  indirect  and  other  direct 
costs;  (2)  employee  knowledge  and  com¬ 
pliance  with  policies  and  procedures;  (3) 
composition  of  indirect  cost  pools  and 
the  bases  over  which  they  are  allocated; 
(4)  periodic  sampling  of  expense  accounts 
to  ascertain  if  unallowable  costs  are  prop¬ 
erly  identified  and  sq^regated;  (3)  period¬ 
ic  sampling  to  determine  that  when  items 
ordinarily  chargeable  as  indirect  costs  are 
charged  to  government  work  as  direct 
costs,  the  costs  of  like  items  applicable  to 
other  work  of  the  contractor  are  treated 
in  the  same  manner,  (6)  consistency  with 
which  the  policies  and  procedures  are 
applied;  and  (7)  treatment  of  miscella¬ 
neous  income,  credits,  rebates,  and  dis¬ 
counts. 

b.  Adequ^  of  Reviews.  The  adequacy 
of  the  reviews  should  be  assessed  in 
accordance  with  the  criteria  in  4-1000. 
Tlie  reviews  should  be  performed  in 
accordance  with  the  written  procedures 
and  by  personnel  possessing  a  level  of 
competed,  independence,  and  objectiv¬ 


ity  required  of  a  reviewer.  The  scope  and 
depth  of  audit  should  be  consistent  with 
the  contractor’s  risk  assessment  level  and 
sufficient  to  identify  outdated  written 
procedures,  inconsistent  application  of 
the  procedures,  and  lack  of  employees’ 
knowledge  or  compliance  with  the  writ¬ 
ten  procraures.  The  auditor  should  con¬ 
sider  and  rely  on,  if  appropriate,  contrac¬ 
tor  internal  audit  control  tests  already 
performed.  The  auditor  should:  (1) 
identity  and  review  the  documentary 
evidence  and  the  frequency  of  the  inter¬ 
nal  and  external  reviews  to  determine 
whether  the  scope  of  such  reviews  are 
appropriate,  the  conclusions  are  sound, 
and  appropriate  follow-up  actions  recom¬ 
mended,  and  (2)  determine  if  the  meth¬ 
odology  used  to  select  sensitive  accounts 
to  be  reviewed  is  consistent  with  the  risk 
assessment  level  as  documented  by  the 
contractor.  If  the  contractor  has  volun¬ 
teered  for  the  indirect  Contractor  Risk 
Assessment  Guide  (CRAG)  chapter,  the 
policies  regarding  risk  assessment  and 
test  methowloOT  may  have  already  been 
reviewed  for  adequacy. 

5-10063  FoUow-up  Procedures 

There  should  be  policies  and  proce¬ 
dures  for  tracking  responses  to,  and  reso¬ 
lution  of,  required  corrective  actions. 
The  policies  and  procedures  should  pro¬ 
vide  that  corrective  actions  are  commu¬ 
nicated  to  management  responsible  for 
action,  and  that  corrective  actions  are 
documented  and  verified. 

5-1007  Trained  Employees 

A  well  trained  staff  results  in  accurate 
submissions  to  the  Government.  Con¬ 
tractor  personnel  should  be  aware  of  the 
certification  requirements  and  potential 
penalties  associated  with  submissions; 
therefore,  they  require  special  training  in 
the  preparation  and  submittal  of  billings, 
claims,  and  propmals. 

a.  Typm  of  training.  The  contractor 
may  provide  internal  courses  or  opportu¬ 
nities  for  personnel  to  take  outside  edu¬ 
cation  courses.  The  contractor  may  also 
provide  detailed  on-the-job  training 
and/or  detailed  <tedc  procedures.  In  some 
instances,  the  contractor  may  require  that 
personnel  assigned  to  the  preparation. 
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approval  and/or  review  process  have  spe¬ 
cial  qualifications  prior  to  their  being 
hired. 

b.  Adrouac^  of  Procedures.  Procedures 
should  identify  the  minimum  required 
course  topics,  the  frequen<^  of  the  train¬ 
ing  (periodic  training  should  be  given  as 
neraed,  e.g.  issuance  of  new  and  revised 
regulations,  evidence  of  internal  control 
weaknesses,  etc.),  and  the  criteria  for 
documentation  of  completion.  If  specific 
procedures  are  not  available,  have  the 
contractor  identify  its  practice  in  the 
above  areas  for  later  verification  with 
employees.  The  procedures  should  re¬ 
quire  that  the  training  program  be  updat¬ 
ed  to  cover  current  ^vernment  rules  and 
regulations,  and  adjusted  to  comply  with 
revisions  to  the  contractor’s  systems. 
These  areas  may  be  covered  under  more 
than  one  class,  and  some  may  be  covered 
by  memorandums,  bulletins,  or  pam¬ 
phlets. 

c.  Adequacy  of  Training  Topics.  The 
contractor  should  have  policies  and  pro¬ 
cedures  requiring  an  emplOTee  awareness 
training  progrm  which  informs  employ¬ 
ees  of  the  special  requirements  that  apply 
when  a  business  contracts  with  the  gov¬ 
ernment.  The  training  should  include 
procedures  for  reporting  and  identif^ng 
false  claims  and  the  penalties  associated 
with  the  statutes  on  false  claims  and  false 
statements.  Further,  those  employees 
with  contractual  responsibilities  related 
to  costs  should  be  made  aware  of  the 
FAR,  DFARS,  CAS,  and  applicable  con¬ 
tract  provisions.  The  contractor’s  proce¬ 
dures  shpuld  provide  instruction  in  claim 
prroaration  that  provides  for  compliance 
with  the  following  clauses:  (1)  FAR 
52.21 6.7,  Allowable  Cost  and  Payment 
clause,  which  r^uires  that  the  contractor 
submit  a  final  indirect  cost  rate  propo^ 
reflecting  actual  cost  experience  during 
the  covered  period,  tog^er  with  sup¬ 
porting  dau  (see  E>CAAP  7641.90  sec¬ 
tion  on  IncurriKl  Cost  Proposals  for  sam¬ 
ple  illustration  of  what  it  considered  an 
adeq^e  submission);  and  (2)  DFARS 
242.770  which  requires  that  the  submis- 
sioiu  include  a  signed  “Certiflcate  of 
Indirect  Costs.”  Pmicies  and  procedures 
should  also  require  that  employees  be 
trained  in  contract  briefing,  reconcilia- 
tiof»  of  cimms  to  accounung  records. 
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year-end  adjustments  of  direct  and  indi¬ 
rect  costs,  and  other  related  procedures. 

d.  The  auditor  should  review  the  ade¬ 
quacy  of  the  training  policies  and  proce¬ 
dures  to  determine  if  they  cover  the 
appropriate  topics,  contain  ir’^-rpretation 
of  the  Government  rules  an.  ,^ations 
on  the  allowability  of  indirevi/'other  di¬ 
rect  costs,  and  that  there  are  provisions 
to  assure  course  materials  are  adjusted  to 
comply  with  revisions  to  government 
rules  and  relations,  llie  contractor 
may  have  training  records  or  attendance 
sheets  that  document  employee  training. 
If  the  contractor  does  not  provide  formal 
training,  evaluate  alternative  procedures 
that  ensure  that  employees  and  manage¬ 
ment  involved  in  the  approval  process 
and/or  preparation  of  indirect/direct 
costs  submissions  have  the  required 
knowledge.  The  auditor  may  consider 
making  inquiries  of  employees  who  per¬ 
formed  a  procedure  and  inspecting  docu¬ 
ments  and  reports  to  ensure  that  employ¬ 
ees  are  knowledgeable. 

5-1008  Preparation  of  Indirect/Other 
Direct  Costs  Submissions 

a.  The  contractor  should  establish  and 
maintain  written  policies  and  procedures 
for  preparing  submissions  (billings, 
claims,  or  proposals),  aiqilicable  to  U.S. 
Government  contracts  that  include  onW 
allowable  costs  in  accordance  with  FAR 
31.2  and  CAS. 

b.  The  contractor’s  policies  and  proce¬ 
dures  should  require  that  claimed  indi¬ 
rect/other  direct  costs  be  reconciled  with 
actual  costs  as  recorded  in  the  books  and 
r^rds.  Qaimed  costs  may  often  be 
different  from  actual  costs  incurred;  how¬ 
ever,  there  should  be  a  clear  identifica¬ 
tion  of  all  adjustments  and  an  explana¬ 
tion  that  describes  why  such  adjustments 
are  necessary. 

c.  In  addition,  the  contractor  should 
have  sufficient  documentation  for  the 
auditor  to  assess  the  reasonableness  (k 
the  contractor’s  interpretations  of  allowa¬ 
bility.  This  documentation  can  be  in  the 
form  of  policies  and  procedures,  d^ 
instructions,  preprinted  forms,  etc.,  and 
should  provide  enough  detail  for  employ¬ 
ees  to  determine  the  allowability  of  costs. 
Documentation  supporting  the  allowabil- 
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ity  of  costs  per  advance  agreements 
should  also  be  provided.  There  should  be 
documentation  supporting  the  segrega¬ 
tion  and  control  of  data  rejections,  cor¬ 
rections,  and  adjustments,  e.g.,  year-end 
accruals,  variances,  and  suspense  ac¬ 
counts. 

5-1009  Identification  and  Segregation 
of  Unallowable  Costs 

Policies  and  procedures  should  provide 
for  the  identification  and  exclusion  of 
unallowable  costs  from  Government  con¬ 
tract  costs  as  required  by  FAR  31.201-6 
and  CAS  40S. 

a.  Certain  costs  are  rendered  unallowa¬ 
ble  by  provisions  of  pertinent  laws  and 
regulations.  Examples  of  costs  declared 
expressly  unallowable  by  federal  statute 
or  regulations  are:  (1)  contingent  fees 
(except  payments  to  bona  fide  represen¬ 
tatives  (FAR  31.205-7),  (2)  entertain¬ 
ment  expenses  (FAR  31.205-14),  (3)  fines 
and  penalties  (FAR  31.205-15),  (4)  costs 
of  organiziM  or  reorganizing  a  business 
enterprise  (FAR  31 .205-27),  (5)  contribu¬ 
tions  (31.205-8),  (6)  interest  (FAR 

31.205- 20),  (7)  losses  on  other  contracts 
(FAR  31.205-23),  ^8)  certain  types  of 
advertising  and  business  meetings  (FAR 

31.205- 1),  (9)  bad  debts  (FAR  31.205-3), 
and  (10)  federal  income  taxes  (FAR 

31.205- 41).  A  description  of  these  and 
other  items  and  the  criteria  for  a  determi¬ 
nation  of  allowability  are  provided  in 
FAR  Part  31  (see  Appendix  A)  and 
Chapter  7. 

b.  Other  costs  may  be  mecifically  iden¬ 
tified  in  the  contract  as  being  unallowa¬ 
ble.  In  these  instances,  the  contract  terms 
may  also  provide  specific  criteria  that 
most  be  met  before  a  cost  is  considered 
allowable,  or  there  may  be  ceiling  limita¬ 
tions  on  certain  types  of  costs.  For  exam¬ 
ple,  the  contract  may  state  that  subcon¬ 
tracts  or  travel  must  be  approved  by  the 
contracting  officer  prior  to  the  incurrence 
of  the  cost,  or  it  may  state  that  overtime 
is  unallowable  over  a  niecific  dollar 
amount.  Contract  brieft  should  be  pre¬ 
pared  to  identify  these  clauses. 

c.  Stilt  other  costs  or  portions  of  cost 
may  be  identified  as  unallowable  based 
on  advance  agreements  negotiated  by  the 
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ACO,  such  as  IR&D  and  B&P  Advance 
Agreements. 

d.  In  addition,  all  costs  which  are 
directly  associated  with  unallowable  costs 
are  alro  considered  to  be  unallowable. 
For  example,  travel  costs  associated  with 
an  unallowable  business  activity  (e.g., 
business  reorganization)  are  also  consid¬ 
ered  to  be  unallowable. 

5-1009.1  Screening  oi  Unallowable  Costs 
a.  General  Policies  and  Procedures. 
The  contractor’s  accounting  procedures 
should  be  in  writing  and  shoidd  provide 
ttot  indirect/other  direct  costs  are  prop¬ 
erly  classified  as  allowable  or  unallowa¬ 
ble,  including  directly  associated  costs, 
and  unallowwle  costs  are  identified  and 
s^r^ted  for  U.S.  Government  contract 
costing,  billing,  and  pricing  purposes  as 
requir^  by  31.201-6  and/or  CAS 
405,  if  applicable.  When  evaluating  the 
contractor  s  policies  and  procedures,  the 
auditor  tiiould  consider  whether  they: 
(1)  Address  all  major  duties  and  re¬ 
sponsibilities  in  the  indirect/other 
direct  cost  system.  The  procedures 
should  be  comprehensive  and  easi¬ 
ly  understood  in  order  to  minimize 
the  risk  of  errors  arising  from 
causes  such  as  misunderstood  in¬ 
structions,  and  mistakes  in  judge¬ 
ment.  The  procedures  should  re¬ 
quire  management/supervisory  re¬ 
view  and  approval  at  appropriate 
control  levels.  Management  review 
should  be  evidenced  by  the  proper 
approval  signature  on  the  docu¬ 
mentation  and  records  in  accor¬ 
dance  with  the  contractor’s  policy. 
Electronic  signature  proMdiues 
should  be  implemented  for  auto¬ 
mated  cost  records.  There  should 
be  sepuation  of  key  duties  such  as 
authorizing,  processing,  recording, 
and  reviewing;  and  accountability 
over  access  to  and  use  of  assets  and 
records.  The  auditor  should  be 
alert  for  aspects  of  the  indi- 
rect/other  direct  cost  system  pro¬ 
cess  whidi  are  not  covered  by 
policies  and  procedures.  Addition¬ 
ally,  the  auditor  should  nme  any 
instances  where  actual  practices 
are  inccmsistent  with  established 
policies  and  procedures.  In  these 
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instances,  the  auditor  should  con* 
sider  the  underlying  cause  for  these 
inconsistencies  (e.g.,  failure  to  ade¬ 
quately  communicate  changes  in 
established  policies  and  proce¬ 
dures).  When  testing  the  critical 
control  points  outlined  in  the  pro¬ 
cedures,  the  auditor  should  review 
evidence  on  adjustments  as  well  as 
on  regular  transactions.  If  applica¬ 
ble,  the  auditor  should  compare 
relevant  parts  of  the  contractor’s 
CAS  disclosure  statement  to  the 
policies  and  procedures. 

(2)  Are  approved  by  an  appropriate 
level  of  management  to  signiiy  the 
delegation  of  authority  and  to  ef¬ 
fectively  convey  management’s 
commitment  to  adhering  to  estab¬ 
lished  policies  and  procedures,  and 
complying  with  FAR  31.2  and 
CAS. 

(3)  Provide  for  the  design  and  use  of 
adequate  documents  and  records. 
Records  should  be  kept  on  all  as¬ 
pects  of  a  procedure  to  ensure  the 
proper  recording  of  transactions. 
Records  should  tdso  be  classified  in 
a  way  that  permits  easy  access  for 
audit  trail  (e.g.,  chart  of  accounts 
could  be  imbedded  in  the  applica¬ 
ble  systems  internal  edit  schedules 
which  segr^tes  and  identifies  un¬ 
allowable  accounts  at  point  of  ori¬ 
gin).  Supporting  documentation 
should  be  complete  (i.e.,  include 
purpose),  accurate  (e.g.  include 
credits  if  applicable),  and  readily 
available  for  examination.  Various 
FAR  clauses  require  specific  docu¬ 
mentation  in  order  for  allowability 
to  be  established.  The  contractor’s 
procedures  should  provide  for  doc¬ 
umentation  that  contracts  have 
been  briefed  and  express¬ 
ly/mutually  agreed  to  be  unallowa¬ 
ble  costs,  and  directly  associated 
costs  have  been  identified  and  ex¬ 
cluded. 

(4)  Were  communicated  to  those  indi¬ 
viduals  vdthin  the  organization 
who  are  responsible  for  executing 
them.  This  communication  in¬ 
volves  not  only  making  sure  that 
appropriate  employees  ate  aware 
of  estwlished  policies  and  proce¬ 


dures  but  providing  the  necessary 
training  to  ensure  that  they  under¬ 
stand  how  to  interpret  and  execute 
them.  If  the  training  for  employees 
who  approve,  process,  and  screen 
costs  is  separate  from  that  provid¬ 
ed  to  employees  who  prepare  cost 
submissions,  follow  the  guidance 
in  5-1006.2. 

b.  Controls  for  Selected  Sensitive  Ac¬ 
counts.  The  following  are  examples  of 
sensitive  costs  that  warrant  special  con¬ 
sideration  to  comply  with  the  regulations 
(refer  to  FAR  31.2  for  complete  list  of 
sensitive  areas  and  their  requirements): 

(1)  Entertainment  costs.  Procedures 
and  controls  should  be  established 
that  distinguish  entertainment 
costs,  as  denned  in  FAR  31.205- 
14,  from  allowable  costs,  such  as 
public  relations  cost;  travel  cost; 
employee  morale,  health  and  wel¬ 
fare  cost;  and  trade,  business,  tech¬ 
nical  and  professional  activity  cost. 

(2)  Independent  Research  and  Devel¬ 
opment  (IR&D)  and  Bid  and  Pro¬ 
posal  (B&P)  cost.  Procedures  and 
controls  should  be  established 
which  provide  that  IR&D  and  B&P 
are  classified  and  allocated  to  U.S. 
Government  contracts  in  accor¬ 
dance  with  FAR  31.205-18  and 
CAS  420.  Specifically,  procedures 
should  require  that: 

(a)  ^ch  IR&D  and  B&P 

n'ect  should  be  separately  identi- 
if  material  in  amount.  When 
not  material  in  amount,  these  costs 
may  be  accumulated  in  one  or 
more  projectfs)  within  each  of  these 
two  types  of  effort. 

(b)  The  B&P  projects  should  be 
descnbed  and  identified,  as  appro¬ 
priate,  with  a  specific  procurement 
objective  and/or  applicable  request 
for  proposal  (WT),  request  for 
quotation  (RFQ),  or  invitation  for 
bid  (IFB). 

(c)  Effort  such  as  production 
engineering,  p|roductivity  improve¬ 
ment,  industrial  modernization  in¬ 
centives  program  (IMIP),  etc. 
should  not  be  confiised  with  IR&D 
and/or  B&P  effort.  Effort  of  this 
type  and  the  related  cost  accounts 
should  be  described  in  sufficient 
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detail  and  specificity  that  distin¬ 
guishes  it  from  IR&D  and  B&P 
effort  so  as  to  preclude  misclassifi- 
cation  of  these  costs. 

(3)  Legislative  lobbying  costs.  Proce¬ 
dures  and  controls  should  be  estab¬ 
lished  to  provide  that  all  allowable 
and  unallowable  costs  under  FAR 

31.205- 22  are  properly  classified 
and  documented. 

(4)  Professional  and  consultant  service 
costs  should  be  supported  as  pre¬ 
scribed  in  FAR  31.205-33. 

(5)  Relocation  costs.  Procedures  and 
controls  should  be  established  to 
require  that: 

(a)  Payments  be  in  accordance 
with  an  established  policy  or  prac¬ 
tice  that  is  consistently  followed. 

(b)  Amounts  claimed  as  allow¬ 
able  costs  under  government  con¬ 
tracts  be  in  accordance  with  the 
requirements  stated  in  FAR 

31.205- 35. 

(6)  Selling  costs.  Procedures  and  con¬ 
trols  should  be  established  which 
provide  that  selling  costs  are  classi¬ 
fied  in  accordance  with  FAR 

31.205- 38  and  that: 

(a)  Allowable  direct  selling  and 
market  planning  costs  should  be 
separately  identified  from  unallow¬ 
able  costs. 

(b)  Allowable  selling  costs 
should  be  distinguished  from  B&P 
costs  with  respect  to  Government 
business. 

(c)  The  method  selected  and 
analysis  used  to  allocate  selling  and 
marketing  costs  should  be  docu¬ 
mented  and  in  compliance  with 
FAR  and  CAS,  as  appropriate. 

(d)  Direct  selling  and  market 
planning  costs  should  be  segr^ted 
^  class  of  customer  (i.e.,  U.S. 
Government,  FMS/foreign  sales  of 
militan  products,  and  commer¬ 
cial).  The  method  of  segregation 
should  be  verifiable  through  docu¬ 
mentation. 

(7)  Travel  costs.  Procedures  and  con¬ 
trols  should  be  established  which 
provide  that: 

(a)  Allowable  and  unallowable 
travel  costs  in  accordance  with 
FAR  31.205-46  are  appropriately 
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classified  at  some  point  between 
incurrence  of  the  cost  and  the  time 
when  claimed  as  a  contract  cost. 

(b)  Routines  are  in  place  to 
identify  material  amounts  of  unal¬ 
lowable  labor  activity  based  on  the 
purpose  of  the  travel. 

(c)  Records  required  to  substan¬ 
tiate  and  justify  contractor-owned, 
leased,  or  chartered  aircraft  costs 
are  maintained  in  accordance  with 
FAR  31.205-46. 

(8)  Trade,  business,  technical,  and 
professional  activity  costs.  Proce¬ 
dures  and  controls  should  be  estab¬ 
lished  which  provide  that  an  ade¬ 
quate  description  of  the  business 
purpose  of  meetings  and  confer¬ 
ences  is  either  contained  in  or 
referenced  in  the  reimbursement 
voucher. 

c.  Screening.  Point  of  entry  screening  is 
inherently  more  effective  than  after-the- 
fact  screening/scrubbing  for  the  identifi¬ 
cation  and  segregation  of  unallowable 
costs.  As  a  point  of  entry  control,  the 
contractor  can  use  its  chart  of  accounts  to 
identify  and  segregate  allowable  and  un¬ 
allowable  accounts  (refer  to  the  account¬ 
ing  system  internal  control  structure). 
The  contractor’s  failure  to  establish  point 
of  entry  controls  places  an  added  risk  on 
after-the-fact  screening  (refer  to  compli¬ 
ance  reviews  in  5-1006).  Contractor  fol¬ 
low-up  on  unclear  or  questionable  costs 
can  become  ineffective  with  the  passage 
of  time.  This  added  risk  would  translate 
into  higher  required  confidence  levels 
and  precision  than  would  otherwise  be 
required,  thereby  impacting  the  nature 
and  extent  of  audit  enbrt.  As  a  result  of 
the  required  certification  process,  some 
contractors  have  incurred  extraordin^ 
costs  for  screening  overhead  costs  prior 
to  certifying  their  proposal.  This  extraor¬ 
dinary  effort  is  often  the  result  of  the 
contractor’s  earlier  negligence  in  estab¬ 
lishing,  maintaining,  and/or  implement¬ 
ing  an  adequate  system  of  internal  con¬ 
trol,  and  may  not  be  subject  to  reim¬ 
bursement  (see  7-1909.2).  Deficiencies 
should  be  reported  in  accordance  with  8- 
302.7  if  they  are  noncompliances  with 
CAS  405,  or  in  accordance  with  FAR 
31.201-6  if  they  are  not  CAS-related. 
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5-1010  AUocability  Policies, 
Procednies,  and  Controls 

Policies  and  procedures  should  assure 
that  indirect  and  other  direct  costs  are 
properly  charged/allocated  to  cost  objec¬ 
tives  in  accordance  with  FAR  and  CAS  as 
appropriate. 

a.  The  contractor’s  accounting  proce¬ 
dures  should  ensure  that  items  of  the 
same  nature  as  those  charg^  as  direct 
costs  are  not  included  in  the  indirect  cost 
pools.  The  auditor  should  be  alert  to  the 
possibility  of  inconsistencies  in  the  treat¬ 
ment  of  direct  and  indirect  costs,  espe¬ 
cially  between  cost  reimbursable  and 
other  contracts  or  between  government 
and  other  contracts.  Such  inconsistencies 
may  result  in  inequitable  charges  to  the 
government.  For  example,  the  auditor 
should  ensure  that  costs  charged  to  gov¬ 
ernment  work  as  direct  costs  are  to  be 
treated  in  the  same  manner  on  the  con¬ 
tractor’s  other  work,  as  required  by  FAR 
31.202,  FAR  31.203,  and/or  CAS  402. 
Therefore,  the  contractor  should  have 
policies  and  procedures  for  adequately 
describing  and  classifying  costs  as  direct 
or  indirect. 

b.  For  CAS-covered  contractors,  such 
policies  and  procedures  are  a  require¬ 
ment  of  CAS  418.40(a).  They  should 
include  provisions  for  justification  and 
approval  of  chan^  in  the  direct  or 
indirect  classification  of  costs.  Effective 
procedures  will  minimize  the  amount  of 
testing  needed.  The  extent  of  required 
testing  may  be  further  reduced  by  evi¬ 
dence  of  thorough  contractor  internal 
audit  coverage  of  this  area. 

c.  The  contractor  should  have  account¬ 
ing  policies  and  procedures  which  pro¬ 
vide  that  all  items  of  other  direct  costs 
are  readily  identifiable  with  the  contract 
to  which  they  have  been  charged.  When 
an  item  is  purchased,  documents  such  as 
the  purchase  requisition,  purchase  order, 
receiving  report,  and  inspection  report 
should  identify  the  contract  for  which  the 
cost  was  incurred.  When  the  contractor 
manufactures  components  or  parts,  the 
work  orders  and  all  documents  serving  as 
a  basis  for  charges  to  the  work  order,  such 
as  requisitions  and  job  tickets,  should  be 
identif’^td  with  the  contract. 


d.  Procedures  should  provide  that  indi¬ 
rect  costs  be  accumulated  by  logical  (ho¬ 
mogeneous)  cost  groupings  (pools),  with 
due  consideration  of  the  reasons  for 
incurring  such  costs,  and  allocated  to  cost 
objectives  in  reasonable  proportion  to  the 
beneficial  or  causal  relationship  of  the 
pool  costs  to  the  final  cost  objective 
(FAR  31.203(b)).  To  satisfy  MAAR  No. 
18,  the  auditor  should  determine  that  the 
allocation  bases  used  by  the  contractor 
for  the  allocation  of  indirect  costs  are 
equitable  and  consistent  with  any  appli¬ 
cable  CAS  requirements,  gener^y  ac¬ 
cepted  accounting  principles,  and  appli¬ 
cable  provisions  of  the  contract. 

(1)  Procedures  and  controls  should  be 
established  to  provide  that  all  costs  (al¬ 
lowable  and  unallowable)  properly  in¬ 
cludable  in  an  indirect  cost  allocation 
base  bear  a  pro  rata  share  of  indirect 
(x>sts  irrespective  of  their  acceptance  as 
government  contract  costs  in  accordance 
with  FAR  31.203(c). 

(2)  Procedures  and  controls  should  be 
established  to  provide  that  expressly  un¬ 
allowable  costs  and  costs  mutually  agreed 
to  be  unallowable  are  excluded  from  any 
indirect  cost  pool  which  is  allocated  to 
U.S.  Government  cost  objectives.  Direct¬ 
ly  associated  costs  should  be  handled  in 
the  same  manner,  unless  the  cost  with 
which  it  is  associated  is  included  in  the 
base  over  which  the  indirect  cost  pool  is 
allocated.  In  such  instances,  the  directly 
associated  cost  should  remain  in  the 
indirect  cost  pool. 

e.  The  auditor  should  determine  if  the 
contractor’s  policies  and  procedures  re¬ 
quire  a  thorough  study  of  the  indirect 
cost  activity,  including  the  activity  bases 
used  for  allocation  and  the  costs  to  be 
allocated,  to  determine  whether  the  activ¬ 
ity  base  chosen  is  appropriate  for  cost 
allocation  and  results  in  a  reasonable 
measure  of  the  activity.  The  base  should: 
(1)  be  a  reasonable  measure  of  the  activi¬ 
ty,  (2)  be  measurable  without  undue 
expense,  and  (3)  except  for  the  residual 
G&A  expense,  fluctuate  concurrently 
with  the  activity  which  is  the  source  of 
the  costs. 

f.  Part  IV  of  the  contractor’s  disclosure 
statement  provides  information  on  the 
contractor’s  bases  and  pools,  including  a 
functional  or  departmental  breakdown  of 
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indirect  expenses.  A  review  of  the  disclo¬ 
sure  statement  (or  equivalent  data  from 
non-CAS-cover^  contractors)  will  fre¬ 
quently  assist  in  determining  whether 
cost  allocations  described  in  the  policies 
and  procedures  are  suitable.  Any  differ¬ 
ences  or  inadequacies  should  be  identi¬ 
fied  and  reported  to  the  ACO  in  accor¬ 
dance  with  8-200. 


5-1011  Internal  Control  Reporting 

The  auditor  should  follow  the  guidance 
in  5-1 10,  10-200,  and  10-400  for  report¬ 
ing  on  internal  controls  relative  to  the 
contractor’s  accounting  and  management 
systems. 
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I  5-1100  Section  5  —  Review  of  Contractor’s  Billing  System 


5-1101  Introduction 

a.  This  section  provides  guidance  for 
reviewi^  contractor  billing  systems  and 
related  internal  controls  of  both  a  manual 
and  automated  nature.  Refer  to  S-101  for 
the  auditor’s  fundamental  requirements 
for  obtaining  and  documenting  an  under¬ 
standing  of  a  contractor’s  internal  control 
structure  and  assessing  control  risk. 

b.  Reviews  of  contractor  billing  sys¬ 
tems  addressed  in  this  guidance  rehte  to 
incurred  cost  reviews  of  interim  and  final 
public  vouchers  (6-1000),  progress  pay¬ 
ments  (14-200)  and  other  incurred  cost 
presentations  (Terminations  12-000,  FPI 
closings,  interim  cost  reviews). 

5-1102  Background  Information 

Billings  on  public  vouchers,  requests 
for  progress  payments,  contract  closing 
propt^s,  and  related  cost  statements 
submitted  by  contractors  do  not  normally 
reflect  contract  costs  as  recorded  in  the 
basic  accounting  records.  Normal  recon¬ 
ciling  items  include  both  timing  differ¬ 
ences  and  permanent  differences  and 
special  controls  and  processes  must  be 
established  to  assure  that  these  differ¬ 
ences  are  properly  removed  from  billings 
on  public  vouchers  and  prr^ess  pay¬ 
ments.  The  contractor’s  billing  system 
should  include  processes  fon 

a.  Segregating  and  excluding  unallowa¬ 
ble  costs  as  required  by  FAR,  DFARS 
and/or  contract  terms. 

b.  Segregating  incurred  costs  that  must 
be  paid  before  submission  for  reimburse¬ 
ment,  or  before  inclusion  in  progr^ 
payment  requests  (e.g.,  unpaid  material 
costs). 

c.  Withholding  costs  that  are  appropri¬ 
ate  adjustments  to  the  submission  or 
request  (e.g.,  costs  in  excess  of  ceilings,  or 
liquidated  progress  payments). 

d.  Adjusting  submissions  for  final  rates 
or  indirect  billing  rates  that  differ  from 
the  contractor  current  applied  rates. 

e.  IdentifyiM  costs  that  require  specific 
contracting  officer  approval  (special  pur¬ 
chases,  overtime  authorizations,  etc.). 


5-1103  General  Audit  PoUcy 

a.  Refer  to  5-103  for  DCAA’s  general 
audit  policy  for  the  review  of  contractor 
accounting  and  management  systems  and 
related  internal  controls. 

b.  Once  a  comprehensive  review  of  a 
contractor’s  entire  billing  system  has 
been  performed,  it  should  serve  as  a 
baseline  for  establishing  the  scope  of 
subsequent  billing  system  reviews.  Subse¬ 
quent  reviews  would  normally  be  limited 
to  billing  system  changes  and  other  areas 
identified  as  high  risk. 

c.  The  auditor  should  be  alert  to 
changes  in  the  contractor’s  EDP  environ¬ 
ment  or  changes  in  application  software 
that  may  affect  the  billing  system.  A 
partial  list  of  such  changes  includes: 

(1)  automation  of  a  manual  billing 
system 

(2)  automation  of  any  billing  system 
activities  that  were  previously  per¬ 
formed  manually 

(3)  changes  in  other  systems  (e.g.,  la¬ 
bor,  material,  indirect  and  ODC, 
etc.)  that  may  affect  the  data  files 
used  by  the  billing  system 

5-1104  Audit  Objectives 

a.  The  purpose  of  this  audit  is  to 
evaluate  the  adequacy  of  and  the  contrac¬ 
tor’s  compliance  with  the  billing  system’s 
internal  controls.  Refer  to  5-104  for 
DCAA’s  primary  objectives  for  auditing 
the  contractor’s  accounting  and  manage¬ 
ment  systems. 

b.  The  contractor  billing  system  should 
provide  reasonable  assurance  that  bill¬ 
ings  applicable  to  government  contracts 
are  prepared  in  accordance  with  applica¬ 
ble  laws  and  regulations,  and  contract 
terms;  and  that  material  misstatements 
are  prevented,  or  detected  and  corrected 
in  a  timely  manner. 

5-1105  Scope  of  Audit 

a.  While  the  nature  and  extent  of  audit 
effort  depends  upon  contractor  size, 
amount  of  government  business,  and 
audit  risk  (materiality  and  sensitivity). 
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the  audit  scope  should  be  consistent  with 
the  guidance  in  5-lOS. 

b.  The  auditor  should  review  the  con¬ 
tract  mix  to  determine  the  materiality 
and  sensitivity  of  certain  aspects  of  the 
contractor’s  billing  system  (see  6-10S2) 

(1)  Identify  those  contract  types  which 
are  sufHciently  immaterial  to  justify  sub¬ 
stantive  testing  only  and  delete  steps 
covering  their  unique  billing  controls. 
T&M  and  labor  hours  contracts  generally 
require  a  unique  set  of  billing  controls 
because  it  is  quite  common  for  the  con¬ 
tract  to  specify  labor  categories  which  do 
not  coincide  with  the  contractor  estab¬ 
lished  labor  classiHcations.  Similarly,  due 
to  security  requirements,  classified  con¬ 
tracts  may  have  a  unique  set  of  billing 
controls. 

(2)  Areas  of  emphasis  may  be  deter¬ 
mined  by  contract  type.  Cost  reimburse¬ 
ment  type  contracts  generally  contain 
many  more  special  contract  provisions 
than  FFP  and  FPI  contracts;  therefore 
more  risk  may  be  associated  with  the 
contract  briefing  systems  when  this  type 
of  contract  is  in  the  majority.  The  con¬ 
tractor  may  also  use  the  billiim  system  to 
provide  incurred  cost  data  for  forward 
pricing  proposals,  FPI  closings,  and  ter¬ 
minations.  The  other  uses  of  the  system 
may  affect  materiality  considerations. 

(3)  Sensitive  audit  issues  can  have  a 
significant  impact  on  audit  scope.  For 
example,  congressional  interest  in  con¬ 
tractor  overbillii^  would  necessitate  in¬ 
creased  emphasis  on  contrdttor  proce¬ 
dures  to  prevent  overbilling  on  public 
vouchers  or  progress  payments.  The  audi¬ 
tor  should  be  alert  to  recognize  and  take 
appropriate  action  on  matters  of  a  sensi¬ 
tive  nature. 

(4)  Other  Related  Systems — ^Billings 
are  generally  prepared  from  accounting 
records  either  manually  or  by  computer 
applications.  The  major  critical  controls 
and  system  reviews  related  to  the  billing 
system  are; 

(a)  Management’s  Philost^^  and  Op¬ 
erating  Style.  Review  and  briefly  summa¬ 
rize  the  overall  management  philosophy 
and  operating  style  baaed  on  information 
in  the  permanent  file  regarding  the  con¬ 
trol  environment.  Determine  whether 
management  endorses  the  philosophy  of 
written  policies  and  procedures  including 
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the  currency  and  frequency  of  updates, 
advocates  employee  training  and  aware¬ 
ness,  funds  needed  equipment  and  com¬ 
puter  programming,  encourages  internal 
and  external  audits  and  develops  perfor¬ 
mance  controls. 

(b)  Accounting  System  and  CAS  Com¬ 
pliance  Reviews  (5-300  and  8-0(X)).  The 
contractor  should  have  ad^uate  controls 
to  ensure  costs  recorded  in  the  official 
cost  accounting  records  used  to  bill  costs 
are  allowable,  allocable  and  reasonable 
under  FAR  31.2.  (and  CAS  as  appropri¬ 
ate) 

(c)  General  EDP  Systems  (S-400).  EDP 
systems  should  provide  reliable  data  and 
the  data  should  be  properly  secured. 

(d)  Budget  and  Plaiming  System  (S- 
500).  Estimates  of  cost  to  complete  con¬ 
tracts  used  for  progress  payment  pur¬ 
poses  should  be  current,  accurate,  com¬ 
plete,  realistic,  reasonable,  and  consider 
all  relevant  information. 

(e)  Material  and  ODC  Systems  (S-7(X) 
and  5-1000). 

(i)  Charges  from  material  issued 
from  contractor  inventory  for  use  on 
contracts  should  be  identifiable  on  the 
billing  record  and  supported  by  journal 
vouchers  recording  issuance  of  contrac¬ 
tor-owned  material;  individual  items  of 
material  should  be  traceable  to  the  issue 
document;  and,  item  pricing  should  con¬ 
form  to  an  acceptable  practice  and  con¬ 
tractor  established  policy. 

(ii)  Billed  material  should  be  issued 
for  current  use  on  the  contract  and  not 
merely  issued  to  an  intermediate  holding 
area  for  the  purpose  of  obtaining  reim¬ 
bursement.  The  contractor  should  not  be 
purchasing  material  and  charging  it  to 
common  inventory  (when  it  ^ould  be 
charged  directly  to  the  contract)  to  cir¬ 
cumvent  the  actual  payment  require¬ 
ment. 

(Q  Labor  and  ODC  Systems  (5-900  and 
5-1(100).  Weekly  and/or  biweekly  direct 
labor  entries  in  the  billing  record  should 
be  baaed  on  the  source  documents  for  the 
journal  vouchers  distributing  salaries  and 
wages  for  the  accounti^  period.  Any 
labor  adjustments  appearing  in  the  billing 
record  uiould  be  supported  by  correction 
or  reclassification  journal  vouchers.  For 
TAM  or  labor  Imur  contracts  in  the 
contractor  labor  distribution  system,  in- 


DCAA  CoBtnct  Aadit  Manal 


5110 

15-11050. 

curred  labor  hours  should  be  input  by 
contract  eatery  to  the  billing  system, 
and  the  controls  preventing  miscla^ifica- 
tion  of  employees  should  be  reviewed  as 
a  part  of  the  labor  controls. 

Jl^  Indirect  and  ODC  Systems  (5- 
1000).  The  contractor  should  have  con¬ 
trols  to  provide  for  developing,  approv¬ 
ing.  and  applyini  proper  indirect  expense 
rates  in  the  billings  (see  6-700). 

(h)  Financial  Capability.  The  contrac¬ 
tor  should  have  controls  to  assess  on  a 
periodic  basis  if  it  has  sufficient  financial 
resources  to  complete  its  contracts. 

(5)  The  auditor  should  consider  the 
following  possible  audit  leads  in  deter¬ 
mining  scope  of  the  billi^  system  audit: 

M  billing  ^em  audit  leads 

(b)  outstanding  internal  control  defi¬ 
ciencies  in  other  relevant  account¬ 
ing  sterns 

(c)  material  misstatements  found  in 
incurred  cost  audits,  i.e.,  public 
vouchers,  progress  payment  re¬ 
quests,  contract  closing  statements 
or  other  incurred  c(^  reviews. 

(6)  Contractor’s  Organization— ron- 
tract  billings  or  portions  of  the  billing 
information  may  be  the  responsibility  of 
different  sections  of  the  contractor  orga¬ 
nization.  For  instance,  because  of  their 
unique  nature  T&M  or  labor  hour  bill¬ 
ings  may  have  an  entirely  different  mp- 
cess  flow  than  cost  type  billings,  lire 
number  of  processes  to  be  revien^  and 
the  consistency  of  the  processes  vrUl  in¬ 
fluence  the  scope  of  the  review. 

c.  Assessing  control  ridi — ^To  assess 
control  risk  on  the  billing  ^tem  as  low 
and  reduce  substantive  testing,  the  audi¬ 
tor  should  determine  if  the  internal  con¬ 
trol  pdicies  and  procedures  in  contrac¬ 
tor’s  billing  system  accomi^ish  the  fol¬ 
lowing  control  objectives  providii^ 

(1)  Effective  methods  or  monitoring 
the  biUing  system  and  performing 
management  compliance  reviews 
to  assure  that  the  companies  poli¬ 
cies  and  procedures  are  adequate 
and  current,  are  disseminated  to  all 
araropriate  personnel,  and  are  im- 
pkmenled  in  a  timely  and  consis¬ 
tent  manner. 

(2)  Ader^e  written  billing  system 
policies  and  procedures  miefa  ad- 
drem  emph^^  training,  how  to 
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determine  billing  requirements, 
billing  approvals,  recommiations  of 
billed  cost  to  the  cost  accounting 
records,  adjustments  of  direct  and 
indirect  costs  to  year-end  actual 
allowable  rates,  exclusions  of  un- 
piud  cost,  that  is  not  eligible  for 
reimbursement  until  paid,  esti¬ 
mates  of  costs  attribute  to  items 
deliveied/invoiced,  adjustments  of 
billings  on  potentid  loss  contracts, 
title  to  assets  whose  costs  are 
billed,  and  the  development  of 
estimates  at  completion. 

(3)  Adequate  and  effective  implemen¬ 
tation  plan  for  the  billing  system  to 
assure  that  policies  and  procedures 
are  executed  including  dissemina¬ 
tion  of  policies  and  procedures  to 
employees,  training  of  employees 
and  management  review  of  bill- 
ings. 

(4)  Effective  general  EDP  controls 
over  data  center  operations  and 
adeqtute  physical  and  logical  secu¬ 
rity  over  relevant  systems  like  la¬ 
bor,  material,  and  indirect  and 
ODC. 

d.  The  following  paragraphs  contain 
general  guidance  for  the  review  and  eval¬ 
uation  of  the  contractor’s  billing  system. 
This  guidance  gives  the  auditor  a  frame¬ 
work  for  the  audit,  but  it  is  not  a  substi¬ 
tute  for  professional  judgment.  The  audi¬ 
tor  should  adapt  this  guidance  to  fit  their 
individual  circumstances. 

5-1106  Manageoient  CompUance 
Reviews 

Systems  that  rely  on  external  controls 
only  increase  the  of  cost  mischarging 
or  misallocation.  The  existence  of  strong 
sdformtrois  increases  the  reliance  that 
can  be  placed  on  the  cost  rqiresentations 
from  that  system.  Therefore,  the  ctmtrac- 
tor  should  have  policies  and  procedures 
for  monitoring  its  billing  systm,  indud- 
ing  r^ular  compliance  reviews.  These 
comidiance  reviews  should  address  the 
following  areas:  the  adequacy  rtf'  written 
procedures,  employee  knowledte  and 
compliance  with  policies  and  procures, 
consistency  with  whidi  the  policies  and 
procedures  are  applied  and  by  unborn. 
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and  timely  corrective  action  on  deficien¬ 
cies. 

a.  Types  of  Reviews.  The  contractor 
may  penorm  internal  compliance  audits 
usi^  auditors  or  nonauditors,  that  in¬ 
volve  physical  observation,  reviews  of 
performance  or  exception  reports,  exter¬ 
nal  audits,  or  use  a  combination  of  tech¬ 
niques.  Because  billing  is  ^erally  per¬ 
formed  in  the  accounts  receivable  area 
and  this  function  is  consistently  audited 
by  both  internal  and  external  auditors, 
some  or  all  of  the  compliance  reviews 
may  be  performed  by  them.  The  contrac¬ 
tor  may  also  have  various  performance 
criteria  and  reporting  requirements  to 
upper  management  which  relate  to  in¬ 
curred  cost  billings.  For  example,  exces¬ 
sive  numbers  of  vouchers  returned  by 
paying  offices  or  excessive  number  of 
days  to  process  vouchers,  may  indicate 
noncompliance  with  control  procedures. 

b.  Ad^uacy  of  Procedures.  Whatever 
the  form  of  the  reviews,  there  should  be 
procedures  which  identify  the  intervals  of 
performance  of  the  reviews,  the  person¬ 
nel  responsible  for  performance  of  the 
reviews,  the  areas  to  be  covered  during 
the  reviews,  the  documentation  requited 
to  evidence  the  reviews  have  been  per¬ 
formed  and  the  requirements  for  follow¬ 
up  action.  The  pror^utes  should  address 
coverage  of  the  following  areas: 

(1)  review  of  the  aderiuacy  and  consis¬ 
tency  of  application  of  the  written 
procraures  for  the  billing  person¬ 
nel 

(2)  employee  knowledjie  and  compli¬ 
ance  with  these  wntten  procedures 

(3)  responsiveness  to  required  correc¬ 
tive  actions. 

In  addition,  procedures  for  inputting 
billing  relate  data  and  procedures  for 
the  correction  of  erroneously  enteral 
data  should  be  available. 

c.  Adequacy  of  Reviews.  The  adequi^ 
of  the  reviews  should  be  assessed  in 
accordance  with  the  aiteria  in  4-1000. 
Hie  reviews  should  be  performed  in 
accordance  with  written  procedures  and 
by  peisonnel  possessing  the  levd  of  com¬ 
pete^,  independence  and  objectivity 
required  of  a  reviewer.  The  scope  and 
de^  of  audit  should  be  consistent  with 
the  contractor  ride  assessment  level  and 
sufficient  to  identify  outdated  written 


procedures,  inconsistent  application  of 
the  procedures,  lack  of  employee  knowl¬ 
edge  or  compliance  with  the  written 
procedures,  or  untimely  corrective  ac¬ 
tions. 

5-1107  Pnlides  and  Procedures 

A  formal  written  statement  of  policies 
and  procedures  rather  than  an  informal 
one  based  on  established  customs  of  the 
orgai^tion  should  exist  at  all  contractor 
locations  with  substantial  government 
business.  Therefore,  the  contractor 
should  have  adequate  written  policies 
and  procedures,  and  training  on  the  prep¬ 
aration  and  submission  of  billing  re¬ 
quests  in  accordance  with  applicable  reg¬ 
ulations  and  contract  provisions.  Written 
policies  and  procedures  help  ensure  that 

(1)  directions  for  performing  both  au¬ 
tomated  and  manual  tasks  are 
clearly  defined 

(2)  delegated  duties  and  responsibili¬ 
ties  are  formally  documented  and 
communicated  to  employees 

(3)  processes  are  performed  consis¬ 
tently  from  billing  to  billing. 

5-1107.1  Trainiug  of  Employees 

A  well  trained  staff  results  in  current 
and  accurate  billings  to  the  government. 
Because  of  the  unique  requirements  asso¬ 
ciated  with  government  contracts,  certain 
contractor  certifications,  and  potential 
penalties  associated  with  billings,  con¬ 
tractor  personnel  need  to  be  specially 
trained  to  prepare  and  submit  govern¬ 
ment  billing  requests.  Therefore,  the  con- 
tractm’  dioiild  assure  that  all  appropriate 
liersonnel  have  training  in  the  prepara¬ 
tion  and  submission  of  billing  requests. 

a.  Types  of  Training.  The  contractor 
may  require  that  personnel  assigi^  to 
the  processing  of  government  billings 
have  special  qualifications  prior  to  their 
being  hired.  Tlie  contractor  may  provide 
opportuiiities  fOT  personnd  to  tidee  out¬ 
side  educational  courses  or  provide  inter¬ 
nal  courses.  The  contractor  may  also 
provide  detailed  on-the-job  training 
and/or  detailed  desk  procedures. 

b.  AdemuK^  of  Proc^ures.  Procedures 
should  identify  the  minimum  required 
course  topics,  the  frequency  of  the  train¬ 
ing  and  the  criteria  for  documentation  of 
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completion.  If  speciflc  procedures  are  not 
available,  have  the  contractor  identify  its 
practice  in  the  above  areas  for  later 
verification  with  employees.  The  proce¬ 
dures  should  require  the  training  pro¬ 
gram  be  updated  to  cover  current  govern¬ 
ment  rules  and  reg^tions  and  adjusted 
to  comply  with  revisions  to  the  contrac¬ 
tor  system.  These  areas  may  be  covered 
under  more  than  one  class  and  some  may 
be  covered  by  memorandums,  bulletins, 
or  pamphlets. 

c.  Adequacy  of  Training  Topics.  Train¬ 
ing  programs  may  include: 

(1)  an  overview  of  the  contractor’s 
accounting  system 

(2)  information  on  specific  billing  pro¬ 
cedures  (automated  or  manual) 

(3)  an  overview  of  written  policies  and 
procedures  , 

(4)  instructions  on  briefing  contracts 

(5)  a  description  on  the  review  and 
approval  process 

(6)  information  on  penalties  associ¬ 
ated  with  the  statutes  on  false 
claims  and  false  statements  acts 

(7)  guidance  on  applicable  FAR, 
DFARS,  CAS  and  contract  clauses 

(8)  information  on  the  contract  close¬ 
out  process. 

EDP  worlatation  procedures  relative  to 
billing  system  transaction  activity  should 
be  covered  as  well  as  procedures  for 
correcting  erroneously  entered  billing 
data. 

5-1107.2  Contract  Briefiafi 

Government  contracts  sometime  have 
very  unique  documentation  require¬ 
ments,  withhold  criteria  and  cost  exclu¬ 
sions  associated  with  interim  and  final 
payment  approvab.  An  effective  billing 
^tem  identifies  these  requirements  and 
includes  them  in  the  process.  Therefore, 
procedures  and  controls  should  be  estab¬ 
lished  to  ensure  that  contracts  are  re¬ 
viewed  to  identify  all  billing  require¬ 
ments  and  that  these  requirements  are 
documented  either  in  a  contract  brief 
and/or  directfy  input  into  an  automated 
system.  Policies  and  procedures  should 
address  the  foUowing: 

a.  IdentiMi^  Requirements.  Proce¬ 
dures  should  clearly  identify  the  types  of 
information  requirra  on  the  brid'  (see  3- 
200  for  examples  cX  requirements). 


b.  Clompiling  Data.  Procedures  should 
identify  the  process  for  briefing  con¬ 
tracts.  The  contractor  may  have  a  form 
(automated  or  manual)  with  blanks  for 
various  types  of  contractual  require¬ 
ments,  or  check  marks  to  indicate  the 
inclusion  of  FAR,  DFARs  and  other 
r^ulatory  mandatory  clauses.  Training 
manuals  may  also  provide  a  handy  refer¬ 
ence  for  briefing  personnel. 

c.  Frequency  of  Briefs.  Procedures 
should  identify  the  frequency  criteria  for 
briefing  contracts.  As  a  minimum  briefs 
should  be  updated  as  soon  as  modifica¬ 
tions  are  received  or  prior  to  the  start  of 
the  next  billing  interval. 

d.  Responsibility  for  Briefing.  Proce¬ 
dures  should  identify  those  responsible 
for  briefing  contracts.  Briefs  are  most 
often  prepared  by  billing  personnel  but 
may  be  prepared  by  contracts  or  other 
personnel  as  long  as  there  is  appropriate 
segregation  of  duties  and  the  personnel 
are  trained. 

e.  Manner  of  Updating.  To  facilitate 
updating,  verification,  and  review,  the 
contractor  may  include  the  latest  modifi¬ 
cation  number  on  the  billing.  If  an  auto¬ 
mated  system  is  used,  exception  reports 
may  identify  contracts  not  briefed,  or 
ones  that  have  not  been  updated  in  excess 
of  certain  specified  intervals.  The  billing 
swtem  may  not  allow  processing  unless 
the  briefing  has  been  completed  or  ap¬ 
proved.  Manual  systems  may  require 
attachment  of  the  brief  or  mcmification 
to  document  auditor  and/or  supervisor 
review. 

f.  Method  of  Inputtiw  If  applicable, 
the  procedures  should  identify  how  the 
briefed  requirements  will  be  included  in 
the  billing. 

5-1107J  Maaageant  Review  and 
Apfioval 

The  contraaor  should  have  procedures 
which  require  supervisory  or  manage¬ 
ment  review  and  approval  of  billings 
prior  to  submission.  Formal  require¬ 
ments  for  management  approval  help 
ensure  compliance  with  qiecifk  contract 
provisions.  Progress  payment  requests  in 
fact  require  some  numagement  certificar 
tions.  ^en  evaluating  the  adequacy  of 
the  contractor  pdkies  and  procedures 
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for  manaMment  reviews  of  billings,  the 
auditor  should  consider  whether. 

(1)  contract  brieflngs  require  manage¬ 
ment  review  and  ai^roval 

(2)  manners  review  billings  prior  to 
submission 

(3)  items  or  elements  are  identified  for 
specific  review 

(4)  established  thresholds  and  manage¬ 
ment  approval  levels  are  appropri¬ 
ate 

(5)  mana^rs  have  sufficient  time  to 
effectively  review  billings  prior  to 
approval. 

5-1107,4  Rccoaciliatloa  of  Recorded  aad 
Billed  Coot 

a.  The  contractor  should  be  able  to 
demonstrate  that  billing  requests  are  [ire- 
pared  directly  from  the  cost  accounting 
records  or  from  other  records  which  are 
reconciled  to  the  cost  accounting  records. 
Billings  prepared  from  subsidiary  ledgers 
and/or  memorandum  reports  must  be 
reconciled  to  the  general  ledger  by  ele¬ 
ment  of  cost. 

b.  The  contractor  may  identify  normal 
reconciling  differences  and  require  any 
other  differences  to  be  subject  to  manas^ 
ment  review.  Contractor  identified  dif¬ 
ferences  (rther  than  those  identified  in  S- 
1 101b  above  should  be  subject  to  addi¬ 
tional  auditor  review.  The  contractor 
procedures  and/or  flowcharts  should 
identify  appropriate  sources  of  inputs, 
internal  control  points,  anciUary  EDP 
applications,  related  transactions,  and 
any  documentation  requirements.  In 
manual  systems  the  contractor  may  re¬ 
quire  the  attachment  of  a  copy  of  the  job 
cost  ledpn  or  verification  to  the  billing  as 
a  condition  to  the  pre^ubmission  ap¬ 
proval  process.  In  modem  automat^ 
billing  systems  the  billing  data  may  be 
simultaneously  posted  to  the  cost  and 
billing  led^  or  posted  at  qjecified  inter¬ 
vals.  However,  the  system  should  have 
the  capabili^  to  inj^t  such  things  as 
billing  ceilings,  withholding  require¬ 
ments,  or  automatically  code  items  which 
are  not  bill^le  and  then  identify  such 
cost  suspennons  or  reconciling  differ¬ 
ences,  on  the  face  of  the  voucher  or  in  a 
separate  attadunent  (see  also  5-1 107.6, 
Exclusion  of  Unpaid  Costs). 


c.  Periodic  reconciliations  of  contract 
costs,  as  identified  by  the  accounting 
system,  to  costs  billed  provides  manage¬ 
ment  necessary  contract  status  informa¬ 
tion  (e.g.  cash  flow,  profit/loss,  etc.),  and 
allows  the  contractor  to  prepare  timely 
final  vouchers  which  detail  allowable 
costs  by  contract  by  year. 

5-11073  Adjustment  (rf  Cost  and  Rates 

Interim  billings  of  cost  generally  in¬ 
volve  several  contractor  years.  The  status 
of  incurred  cost  reviews  changes  as  time 
passes,  particularly  with  regard  to  indi¬ 
rect  rates.  Initially,  billings  may  be  based 
on  projected  rates  for  the  year,  which 
may  change  during  the  year  as  projec¬ 
tions  change;  these  rates  should  be  moni¬ 
tored  (FAR  52.2I6-7(e)  and  FAR  42.704) 
throu^out  the  year  and  if  significant 
deviations  between  billing  rates  and  in¬ 
curred  rates  occur  during  the  vear,  or  at 
year  end,  adjustments  to  the  billing 
should  be  i^uested  from  the  contracting 
officer.  This  process  ensures  that  at  year 
end  the  amount  of  indirect  costs  reim¬ 
bursed  is  as  close  to  the  certified  as 
possible.  Similarly,  direct  costs  may  be 
subject  to  adjustments  based  on  year-end 
procedures,  audits  and  n^tiations.  In¬ 
curred  cost  billings  are  cumulative,  and 
therefore,  should  reflect  the  impact  of 
any  of  these  adjustments  as  soon  as  they 
are  known.  The  contractor  should  have 
procedures  and  controls  in  place  to  en¬ 
sure  the  prompt  adjustment  of  billings  to 
reflect  these  adjustments  in  indirect  rates 
and  direct  costs. 

a.  The  contractor  system  should  pro¬ 
vide  for  the  segregation  of  cost  by  year  so 
that  rate  adjustments  can  be  easily  made 
and  the  rates  used  can  be  identified. 
Controls  over  who  authorizes  rate 
changes,  or  how  unauthorized  rate 
changes  to  contracts  can  be  prevented 
should  be  clearly  identified.  Rate  coinpu- 
tatims  should  be  subject  to  easy  verifica¬ 
tion. 

b.  To  assure  rates  are  current,  the 
contractor  should  have  a  procedure 
which  requires  reapproval  of  rates  at 
stated  intervals  (at  least  annually)  or 
revision  upcm  the  occurrence  of  the 
events  mentioned  in  S-I107.S  above. 
These  procedures  should  identify  the 
organization  responsible  for  estabhshing 
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billing  rates,  both  projected  and  actual,  as 
I  well  as  any  adjustments  to  billing  rates. 

c.  For  tracking  and  documentation 
purposes,  the  contractor  should  nuintain 
a  rate  folder  or  deck  which  identifies  tite 
date  of  rate  changes  and  includes  the 
supporting  documentation  (ACO  or  audi¬ 
tor  approvals).  Overtiead  and  G&A  ex¬ 
penses  should  be  calculated  on  the  basis 
of  billing  rates,  quick  close-out  or  final 
overhead  rates.  Billing  rates  should  be 
properly  certified  as  stated  in  FAR 

I  42.704  and  DFARS  242.770  (6-70S  and 
‘  6-706). 

d.  Generally,  direct  cost  adjustments 
are  identified  as  suspensions  or  withholds 

:  on  the  face  of  the  voucher  or  on  a 
separate  attachment. 

j  5-11074i  Exclnshm  of  Unpaid  Costs, 
j  As  discussed  in  the  introduction,  one 
of  the  primary  differences  between  basic 
I  accounting  records  and  billed  ^vem- 
{  ment  contract  cost  is  the  exclusion  of 
j  unpaid  or  ineligible  costs.  It  is  essential 
!  that  procedures  and  controls  are  estab- 
i  lished  requiring  the  exclusion  from  bill¬ 
ings  of  the  following  unpaid  costs:  (1) 

I  Accrued  costs  of  duect  materials  and 
!  subcontract  costs,  (2)  accrued  costs  that 
I  the  contractor  is  delinquent  in  paying  in 
I  the  normal  course  of  business;  and,  (3) 

I  accrued  costs  of  pensions,  retire- 
i  ment  benefits,  and  profit  sharing  or  em¬ 
ployee  stock  ownership  plans  that  have 
not  been  paid  at  least  quarterly  (costs  not 
paid  within  30  days  after  the  end  of  Um 
quarter  are  not  eligible  for  reimburse¬ 
ment).  The  specific  clauses  identi^ng 
reimbursable  costs  are  in  FAR  32.21 6-7b 
for  vouchers  and  FAR  32.232- l^aK2) 
for  progress  payments.  The  criteria  are 
the  same  for  bom  types  of  billings.  When 
evaluating  the  adequacy  of  the  contractor 
procedures,  the  auditor  should  deter¬ 
mine: 

a.  Potentially  nonbillable  direct  costs 
are,  when  possible,  automatically  cocted 
and  identified  as  such  in  the  accounting 
or  billiiu  ledger  data  bued  on  pro¬ 
grammed  criteria  applied  to  cost  ledger 
source  codes.  This  would  include  ui^- 
lowable  direct  costs,  unpaid  accrued 
costs,  and  costs  subject  to  special  approv¬ 
al  requiremenu  or  other  contract  umito 
such  as  overtime  premium. 


b.  The  billing  system  should  identify 
and  segregate  any  nonbillable  direct  costs 
that  cannot  be  identified  to  a  program  or 
job  order.  Such  costs  should  be  reclassi¬ 
fied  as  billable,  only  when  required  con¬ 
ditions  have  b<»n  met.  For  example, 
another  input  may  be  needed  when  sub¬ 
contract  accruals  have  been  paid. 

5-1107.7  Subcoutractor  Progress 
Payments 

FAR  32.232-16(j)  requires  the  contrac¬ 
tor  to  exclude  costs  of  progress  payments 
made  to  subcontractors  on  terms  less 
favorable  to  the  government  than  the 
progress  payment  clause  contained  in  the 
prime  contract.  When  evaluating  the  ade¬ 
quacy  of  the  contractor  policies  and 
proc^ures  for  subcontracts,  the  auditor 
should  determine  udiether  ^e  contractor 
has  purchasing  policies  and  procedures 
which  are  adequate  to  assure  that  the 
terms  of  subcontracts  or  interdivisional 
fixed  price  orders  are  the  same  as  FAR 
32.232-160)  (CPSRs  may  be  used  to 
determine  the  adequacy  of  this  area).  In 
addition,  the  contractor  should  have  poli¬ 
cies  and  procedures  to  ensure  monitoring 
of  performance  and  expected  profitabili¬ 
ty  under  subcontracts,  review  and  ap¬ 
proval  of  the  subcontract  progress  pay¬ 
ments  and  resultant  reductions  in  upper 
tier  progress  payments,  or  reductions  or 
suspensions  of  subcontractor  progress 
payments,  as  necessary  to  protect  against 
overpayment  and  losses. 

5-1107B  Estimates  to  Complete, 
Estiiastes  of  Costs  of  OeUvmd/Invoked 
Item 

a.  Estimates  to  Complete.  For  progress 
payment  purposes  the  amount  on  line 
12b  on  the  SF  1443,  Contractor’s  Ro- 

auest  for  Progress  Payment,  is  critical  in 
le  determination  of  the  reasonableness 
of  the  request  because  it  is  used  in  the 
computation  of  the  various  critical  limi¬ 
tations  of  reimbursable  cost  as  discussed 
below.  Because  it  is  a  critical  factor,  the 
FAR  requires  that  the  contractor  keep 
these  estimates  to  complete  current  (not 
more  than  6  months  <4d).  The  contractor 
should  have  policies  and  procedures  to 
assure  the  most  current  estimates  are 
used  in  progress  payments,  that  these 
estimates  reconcile  with  other  external 
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reporting  requirements  such  as  C/SCSC 
and  the  FPI  limitation  on  payment  re¬ 
quests,  and  other  contractor  inter- 
nal/extemal  reports.  Based  on  the  ade¬ 
quacy  of  the  contractor  budgetary  sys¬ 
tem,  these  estimates  should  be  taken 
directly  from  those  systems  used  to  re¬ 
port  status  to  contractor  upper  manage¬ 
ment.  The  contractor  may  have  EDP 
controls  or  tickler  files  that  identify  in 
some  manner  when  the  estimates  exceed 
the  6  month  requirement.  However,  con¬ 
tractor  procedures  should  also  require 
significant  changes  in  the  estimate  to  be 
included  in  the  progress  payment  even  if 
they  occur  prior  to  the  6  month  update. 

b.  Estimates  of  Costs  of  Deliv¬ 
ered/Invoiced  Items.  Because  costs  by 
individual  deliverable  item  are  not  gener¬ 
ally  available  from  cost  accounting  rec¬ 
ords,  the  contractor  ^erally  computes 
the  costs  of  items  delivered  by  applying 
the  estimated  cost/price  ratio  to  the  con¬ 
tract  price  of  items  delivered.  The 
cost/price  ratio  is  computed  by  dividing 
the  estimate  of  costs  to  complete  (line 
12a  plus  line  12b)  by  the  contract  price 
(line  5).  The  contractor  should  have 
policies  and  procedures  which  describe 
how  the  estimated  cost  for  delivered 
items  is  computed  or  how  actual  costs  are 
determined. 

5-1107.9  Loss  Contract  Procedures 

a.  The  contractor  should  have  policies 
and  procedures  to  provide  for  the  compu¬ 
tation  of  loss  ratios  and  adjustments  of 
billings  on  potential  loss  contracts  for  the 
contractual  coverages  that  have  resulted 
in  the  loss.  FAR  32.503-6(g)  loss  con¬ 
tracts,  CAM  14-200  and  the  progress 
payment  audit  program  provide  exam¬ 
ples  of  these  loss  computations.  The 
estimate  at  completion  (line  12a  plus 
12b)  is  used  to  determine  the  loss  ratio  to 
be  applied  to  incurred  costs  to  adjust  for 
loss  contracts. 

b.  Alternate  Liquidation  Rates.  The 
estimate  at  completion  is  also  used  to 
verify  the  continued  applicability  of  li¬ 
quidation  and  alternate  liquidation  rates 
which  impact  the  unliquidated  balance  of 
progress  payments. 


5-1107.10  Title  to  Assets 

When  the  contracting  officer  has  given 
the  contractor  consent  to  dispose  of  prop¬ 
erty  under  the  progress  payment  clause 
(FAR  S2.232-1^(Q),  the  procedures 
should  assure  that  the  contractor  disposes 
of  the  property  systematically  over  the 
life  of  the  contract,  and  appropriate  cred¬ 
it  is  applied  against  the  contract  for  the 
dispo^  proceeds.  The  contractor’s  fail¬ 
ure  to  dispose  of  the  property  before 
contract  completion  could  cause  the  gov¬ 
ernment  to  lose  the  credits,  since  title  to 
all  property  not  delivered  to  and  accepted 
by  the  government  is  vested  in  the  con¬ 
tractor  upon  completion  of  aU  obligations 
under  the  contract.  The  contractor 
should  have  policies  and  procedures 
which  require  prompt  disposal  of  proper¬ 
ty  charged  to  fixed  price  contracts  that 
are  not  deliverable  end  items. 

5-1108  Implementatioii  of  Policies 
and  Procedures 

Written  policies  and  procedures  help 
ensure  that  internal  control  objectives  are 
documented.  The  contractor  should  en¬ 
sure  that  these  written  policies  and  proce¬ 
dures  are  executed  to  assure  only  billable 
costs/prices/fees  applicable  to  govern¬ 
ment  contracts  are  included  in  billings  in 
accordance  with  applicable  regulations 
and  contract  terms.  In  addition,  the  con¬ 
tractor  should  have  policies  and  proce¬ 
dures  to  ensure  that  all  changes  which 
impact  how  billings  are  prepared  are 
promptly  disclosed  to  the  government. 

M108.1  DissemiuatiBg  Policies  and 
Procedures 

In  order  for  policies  and  procedures  to 
be  effective  th^  must  be  communicated 
to  the  employees  responsible  for  imple¬ 
menting  them.  Employees  should  be 
made  aware  of  the  existence  of  the  poli¬ 
cies  and  procedures  and  they  should  have 
readv  access  to  them.  The  auditor  should 
be  alert  for  aspects  of  the  billii^  process 
that  are  not  covered  by  policies  and 
procedures,  especially  dmuing  with  exter¬ 
nal  data  entry,  data  correction,  and  su¬ 
pervisory  approvals.  Additionally,  the 
auditor  should  note  any  instances  where 
actual  practices  are  inconsistent  with 


DCAA  Coatract  Aadit  Mamud 


5116 

15-1106.1 


January  1995 


fonnal  policies  and  procedures.  In  these 
instances,  the  auditor  should  consider  the 
underlying  cause  for  these  inconsisten¬ 
cies. 

5-1108.2  Training  Applicable  Employees 

Merely  making  employees  aware  of 
policies  and  procedures  and  providing 
access  to  them,  does  not  assure  employ¬ 
ees  know  how  to  interpret  and  execute 
them.  Therefore,  the  contractor  should 
provide  training  to  the  applicable  em¬ 
ployees.  This  training  should  include  the 
topics  described  in  3-1 107.1c  above.  The 
contractor  should  have  training  rec¬ 
ords — course  materials  and  attendance 
sheets  that  document  employee  training. 
If  the  contractor  does  not  provide  formal 
training,  evaluate  alternative  procedures 
that  ensure  that  employees  and  manage¬ 
ment  involved  in  the  billing  process  have 
the  t^uired  knowledge.  The  auditor  may 
consider  making  inquiries  of  employees 
who  performed  a  procedure  and  inspect 
documents  and  reports  to  ensure  that 
employees  are  knowledgeable. 

5-1 108  J  Meflng  Contract  Requirements 

Contract  briefings  should  reflect  con¬ 
tract  requirements  and  these  contract 
rrauirements  should  be  reflected  in  the 
billings.  The  requirements  may  be  docu¬ 


mented  either  in  a  contract  brief  or 
directly  into  an  automated  system.  Poli¬ 
cies  and  procedures  should  ensure  that 
contracts  are  adequately  briefed  and  up¬ 
dated  as  modifications  are  received. 
When  evaluating  the  adequacy  of  the 
contractor  briefings,  contract  require¬ 
ments  in  the  briefing  matrix  at  3-202 
should  be  used. 

5-1108.4  Management  Review  and 
Approval 

Effective  procedures  require  that  all 
billing,  including  final  billings,  are  sub¬ 
jected  to  management  review  prior  to 
their  submission.  The  contractor  should 
have  procedures  and  controls  in  place  to 
ensure  that  vouchers  and  invoices  are 
accurate  and  have  the  appropriate  level 
review  and  approval  prior  to  their  sub¬ 
mission.  The  review  should  be  evidenced 
by  approval  on  the  billing  in  accordance 
with  contractor  policy.  Vi^en  evaluating 
the  reviews  the  auditor  should  use  the 
guidance  in  4-1000. 

5-1109  Internal  Control  Reporting 

The  auditor  should  follow  the  guidance 
in  5-1 10, 10,200  and  10-400  for  reporting 
on  internal  controls  relative  to  the  con¬ 
tractor’s  accounting  and  management 
systems. 
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I  5-1200  Section  12  —  Surveys  of  Contractor  Estimating  Systems 


5-1201  Introdnction 

a.  Refer  to  S-101  for  the  auditor’s 
fundamental  r^uirements  for  obtaining 
and  documenting  an  understanding  of  a 
contractor’s  internal  control  structure 
and  assessing  control  risk. 

b.  This  section  provides  guidance  for 
conducting  surveys  of  contractor  estimat¬ 
ing  systems  and  discusses  the  require¬ 
ments  of  DFARS  215.811  and  252.215- 
7002. 

5-1201.1  Definitkms 

a.  “Estimating  System’’  is  a  term  used 
to  describe  a  contractor’s  policies,  proce¬ 
dures,  and  practices  for  generating  cost 
estimates  which  forecast  costs  based  on 
information  available  at  the  time.  It 
includes  the  organizational  structure;  es¬ 
tablished  lines  of  authority,  duties,  and 
responsibilities;  internal  controls  and 
managerial  reviews;  flow  of  work,  coordi¬ 
nation,  and  communication;  and  estimat¬ 
ing  methods,  techniques,  accumulation 
of  historical  costs,  and  analyses  used  by  a 
contractor  to  generate  cost  estimates  and 
other  data  included  in  proposals  submit¬ 
ted  in  the  expectation  of  receiving  con¬ 
tract  awards  (DEARS  215.81 1-7()). 

b.  “Simificant  Estimating  System  De¬ 
ficiency’^  means  a  shortcoming  in  the 
estimating  system  which  is  likely  to  result 
in  prop9sal  estimates  for  either  total  cost 
or  a  major  cost  element  which  are  consis¬ 
tently  unacceptable  as  a  basis  for  ne^ti- 
ating  fair  and  reasonable  prices  (DFARS 
215.811-70). 

NOTE:  Whenever  significant  deficiencies 
are  outstanding,  the  overall  opinion  on 
the  estimating  system  should  be  either 
inadequate  or  inadequate  in  some  re¬ 
spects.  Further,  a  recommendation 
should  be  made  to  disapprove  the  p^  of 
the  estimating  system  that  is  deficient  - 
see  9-1114.3g  and  10-408a(z). 

5-1202  Background 

DFARS  21 5.8 1 1  requires  all  DoD  con¬ 
tractors  to  have  adequate  estimating  sys¬ 
tems,  requires  certain  large  businesses  to 
disclose  their  estimating  systems  in  writ¬ 


ing,  provides  guidelines  concerning  the 
characteristics  of  an  adequate  estimating 
system,  and  provides  guidance  for  con¬ 
ducting  team  estimating  system  surveys. 

5-1202.1  Applicability  of  DFARS 
215  Jll 

a.  It  is  DoD  policy  that  all  contractors 
have  estimating  systems  that  consistently 
produce  well  supported  proposals  accept¬ 
able  as  a  basis  for  negotiating  fair  and 
reasonable  prices.  Estimating  systems 
should  be  consistent  and  integrated  with 
a  contractor’s  related  man^ement  sys¬ 
tems,  and  be  subject  to  applicable  finan¬ 
cial  control  systems  (DFARS  215.811- 
70).  To  be  considered  adequate,  an  esti¬ 
mating  system  must  be  established,  main¬ 
tained,  reliable,  and  consistently  applied. 
It  must  also  produce  verifiable,  supporta¬ 
ble  and  documented  cost  estimates 
(DFARS  215.811-70). 

b.  Any  business  contractor  which  in  its 
preceding  fiscal  year  received  DoD  prime 
contracts  or  subcontracts  of  at  least  $50 
million  requiring  certified  cost  or  pricing 
data  is  subject  to  the  requirements  of 
DFARS  215.811-70  and  paragraphs  (d) 
and  (e)  of  DFARS  252.215-7002  (see  5- 
1202.2,  5-1203.2,  5-1204.1  and  5- 
1204.2). 

c.  Any  business  contractor  which  in  its 
preceding  fiscal  year  received  DoD  prime 
contracts  or  sul^ntracts  of  at  least  $10 
million  requiring  certified  cost  or  pricing 
data  may  also  subject  to  the  require¬ 
ments  01  DFARS  215.811-70  and  para¬ 
graphs  (d)  and  (e)  of  DFARS  252.215- 
7002.  Such  coverage  is  required  if  the 
PCO,  with  the  concurrence  or  at  the 
request  of  the  ACO,  determines  it  to  be 
in  the  best  interest  of  the  government 

significant  estimating  problems  are 
believed  to  exist  or  the  contractor’s  sales 
are  predominantly  to  the  government). 
The  additional  coverage  ^  apply  if 
during  contract  performance  the  con¬ 
tracting  officer  provides  written  notifica¬ 
tion  to  the  contractor. 

d.  The  disclosure,  maintenance  and 
review  requirements  of  DFARS  215.81 1- 
70  do  not  apply  to  small  businesses. 
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educational  institutions,  or  other  non¬ 
profit  oiganizations. 

5-1202.2  System  Disclosnre  and 
Maintenance  Reqniiements 

Contractors  subject  to  OFARS 
215.811-70  or  notified  in  writing  by  the 
contracting  officer  that  paragraph  (d)  of 
DEARS  252.215-7002  applies  (see  5- 
1202.1b  and  c),  are  required  to  establish 
and  maintain  an  ad^uate  estimating 
system  and  disclose  it  in  writing  to  the 
contracting  officer  responsible  for  con¬ 
tract  administration.  Disclosure  is  con¬ 
sidered  adequate  when  the  contractor  has 
provided  the  cognizant  AGO  with:  docu¬ 
mentation  accurately  describing  the  poli¬ 
cies,  procedures,  and  practices  that  are 
currently  used  in  prepiffing  cost  propos¬ 
als,  and  sufficient  detail  for  the  govern¬ 
ment  to  reasonably  make  an  informed 
judgment  regarding  the  adequacy  of  the 
contractor’s  estimating  practices.  Signifi¬ 
cant  changes  to  the  cost  estimating  sys¬ 
tem  must  be  disclosed  to  the  cc^izant 
ACO  on  a  timely  basis.  If  disclosed 
information  contains  commercial  or  fi¬ 
nancial  information  which  the  contractor 
regards  as  privileged  and  confidential, 
such  information  will  be  protected  and 
not  released  outside  the  government 
without  the  permission  of  the  contractor. 

5-1203  General  Audit  Policy 

a.  Refer  to  5-103  for  DCAA’s  general 
audit  policy  for  the  review  of  contractor 
accounting  and  management  systems  and 
related  internal  controls. 

b.  The  auditor  is  responsible  for  evalu¬ 
ating  contractor  estimating  methods  and 
procedures.  This  is  accomplished  by  esti¬ 
mating  system  surveys  designed  to  deter¬ 
mine  the  reliability  of  a  contractor’s 
estimates,  identifying  areas  requiring  spe¬ 
cial  emphasis  in  the  audit  and  negotia¬ 
tion  of  individual  price  proposals,  and 
recommending  improvements  when  defi¬ 
ciencies  are  noted  in  a  contractor’s  esti¬ 
mating  system.  Estimating  system  sur¬ 
veys  provide  knowledge  of  the  strengths 
and  weaknesses  in  a  contractor’s  estimat¬ 
ing  system.  Effective  reporting  on  the 
existence  and  impact  of  estimating  sys¬ 
tem  deficiencies  can  stimulate  contractor 
corrective  action.  Corrective  action  can 
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substantially  reduce  the  incidence  of  de¬ 
fective  pricing  and  the  time  and  effort 
required  to  audit  individual  price  propos¬ 
als. 

c.  It  is  DCAA’s  policy  that  contractor 
estimating  system  reviews  be  performed 
every  three  years  unless  past  experience 
and  current  audit  risk  is  considered  to  be 
low.  A  determination  of  low  risk  must  be 
fully  documented.  In  addition  to  a  cur¬ 
rent  audit  risk  assessment  and  document¬ 
ed  past  experience,  the  documentation 
must  also  include  evidence  of  coordina¬ 
tion  with  the  ACO,  and  a  written  waiver 
from  the  Regional  Audit  Manager.  If  the 
audit  risk  is  considered  to  be  high,  esti¬ 
mating  system  reviews  should  be  per¬ 
formed  more  frequently.  These  reviews 
should  also  be  considered  at  non-major 
contractor  locations  where  there  are  indi¬ 
cations  of  significant  estimating  system 
problems.  Such  reviews  may  be  per¬ 
formed  in  conjunction  with  other 
planned  contract  audit  activity. 

5-1203.1  Comprehensive  Estimating 
System  Surveys 

a.  Most  estimating  system  surveys  are 
conducted  as  comprehensive  surveys. 
Comprehensive  surveys  pertain  to  effort 
accomplished  primarily  by  auditors,  al¬ 
though  techni^  specialist  assistance  is 
recommended  for  the  quantitative  and 
qualitative  aspects  of  the  survey.  (See 
Ajmndix  D  for  guidance  on  the  use  of 
technical  specimists.)  Comprehensive 
surveys  are  conducted  at  contractor  loca¬ 
tions  not  requiring  a  team  review  (see  5- 
1203.2).  Auditors  assigned  should  in¬ 
clude  individuals  normally  involved  in 
the  evaluation  of  the  contractor’s  propos¬ 
als.  A  regional  office  representative 
should  also  be  available,  if  r^uired,  to 
provide  advice  and  assistance  in  planning 
and  conducting  the  survey. 

b.  The  guidance  contained  in  5-1204 
through  5-1212  forms  the  basis  for  evalu¬ 
ating  a  contractor’s  estimating  system. 
Although  much  of  the  guidance  refers  to 
team  reviews,  it  may  also  serve  as  the 
basis  for  performing  comprehensive  sur¬ 
veys. 

5-1203.2  Team  Reviews 

a.  Definition.  Team  reviews  pertain  to 
effort  accomplished  as  a  DCAA  and 
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contract  administration  ofllce  team  efTort 
in  accordance  with  DFARS  215.811-70. 

b.  Selection  of  Contractors  for  Team 
Reviews. 

(1)  Team  reviews  apply  to  contractors 
subject  to  DFARS  215.811-70  (see  5- 
1202. lb  and  c).  DCAA  and  the  cognizant 
contract  administration  activities  are  to 
establish  and  manage  regular  programs 
for  reviewing  selected  contractor  estimat¬ 
ing  systems  (DFARS  215.811-70).  Fac¬ 
tors  to  consider  in  selecting  contractors 
for  a  team  review  follow: 

(1)  The  annual  DoD  sales  under  prime 
contracts  and  subcontracts  in  the  preced¬ 
ing  fiscal  year  requiring  certifled  cost  or 
pricing  data  (should  normally  be  at  least 
$50  million). 

(ii)  The  frequency  of  proposals  subject 
to  price  analysis  and  audit. 

(lii)  The  date  of  the  last  team  review. 

(iv)  Any  special  pricing  problems. 

(2)  Team  reviews  are  to  be  conducted 
at  least  every  three  years  at  applicable 
contractors,  except  where  the  auditor  and 
ACO  determine  that  recent  past  experi¬ 
ence  has  not  found  significant  deficien¬ 
cies  and  the  current  audit  risk  is  low.  a 
determination  of  low  risk  must  be  fully 
documented.  In  addition  to  a  current 
audit  risk  assessment  and  documented 
past  experience,  documentation  must 
also  include  evidence  of  auditor  and 
ACO  coordination,  and  a  written  waiver 
from  the  R^onal  Audit  Manager.  Some 
examples  of  low  risk  indicators  follow; 

(i)  No  significant  contractor  reorgani¬ 
zation  has  occurred  which  could  affect  its 
estimating  or  accounting  functions. 

(ii)  The  contractor  has  not  adopted 
major  changes  in  its  estimating  methods 
or  procedures. 

(lii)  The  contractor  has  carried  out  and 
submitted  to  the  government  periodic 
self-assessments  of  its  estimating  prac¬ 
tices  and  procedures  using  the  Contractor 
Risk  Assessment  Guide  (CRAG)  or  simi¬ 
lar  self-governance  programs,  which  sub¬ 
stantiate  the  reliability  of  its  system  (see 
3-104.4e). 

(iv)  There  is  no  other  evidence  indicat¬ 
ing  the  estimating  system  contains  a 
mqjor  deficiency. 

(3)  If  the  auditor  and  ACO  determine 
that  the  government  is  subject  to  high 
risk,  estimating  system  surveys  should  be 


done  more  fr^uently.  However,  the  au¬ 
ditor’s  objective  should  be  to  work  with 
the  ACO  and  contractor  to  correct  the 
deficiencies  rather  than  perform  more 
frequent  reviews  of  the  estimating  sys¬ 
tem. 

(4)  At  the  beginning  of  each  fiscal  year, 
regional  offices  will  coordinate  a  list  of 
contractors  selected  for  a  team  review 
with  the  responsible  contract  administra¬ 
tion  office  (regional  or  other  supervisory 
office). 

c.  Team  Makeup  and  Responsibilities. 

(1)  The  team  will  consist  of  members 
of  the  cognizant  audit  office,  and  techni¬ 
cal  specialists  designated  by  the  responsi¬ 
ble  contract  administration  office.  The 
contract  auditor  will  be  designated  as  the 
team  leader  and  is  to  be  assigned  respon¬ 
sibility  for  survey  planning,  direction  of 
the  work,  and  report  finalization.  De¬ 
pending  upon  the  nature  of  the  contrac¬ 
tor’s  activities,  the  contract  administra¬ 
tion  office  will  designate  quality  control, 
production,  engineering,  packaging, 
transportation,  and/or  other  sp<»;ialists. 
Both  offices  are  to  assign  sufficient  per¬ 
sonnel  to  permit  completion  of  the  re¬ 
view  and  issuance  of  the  report  within  a 
reasonable  time.  If  technical  specialist 
assistance  cannot  be  provided,  inform 
the  regional  audit  manager  so  the  region 
can  elevate  the  matter  to  appropriate 
acquisition  management  officials.  If  tech¬ 
nical  assistance  is  still  not  provided,  the 
region  should  elevate  the  matter  to 
DCAA  Headquarters  (Attn:  OPD). 
DCAA  Headquarters  will  attempt  to  ob¬ 
tain  the  technical  support.  In  those  in¬ 
stances  where  DCAA  Headquarters  is  not 
successful  and  believes  that  further  reso¬ 
lution  is  required.  Headquarters  will  di¬ 
rect  the  request  to  the  attention  of  the 
Assistant  Swretary  of  Defense  (Produc¬ 
tion  and  Logistics).  DCAA  will  not,  in 
any  case,  use  its  own  resources  to  per¬ 
form  these  specialist  functions. 

(2)  To  provide  for  an  efficient  and 
effective  audit,  auditors  and  technical 
specialists  assi^ed  as  team  members 
should  include  individuals  normally  in¬ 
volved  in  the  evaluation  of  the  contrac¬ 
tor’s  price  proposals. 

d.  Regional  Office  Assistance.  Regional 
offices  are  to  assist  in  resolving  problems 
relating  to  the  scheduling  of  specific  team 


DCAA  Contract  Andit  Mannal 


5120 

15-1203.2d. 


January  1995 


surveys,  the  participation  of  technical 
specialists  on  survey  teams,  and  disputes 
between  a  team  member  and  the  team 
leader  on  survey  findings  and  recommen¬ 
dations  (see  5-120S.2c).  Regional  offices 
will  also  provide  advice  and  assistance  in 
planning  and  conducting  the  survey,  as 
required. 

5-1204  Audit  Objectives 

a.  The  purpose  of  this  audit  is  to 
evaluate  the  adequacy  of  and  the  contrac¬ 
tor’s  compliance  with  the  estimating  sys¬ 
tem’s  internal  controls.  Refer  to  S-104  for 
IDCAA’s  primary  objectives  for  auditing 
the  contractor’s  accounting  and  manage¬ 
ment  systems. 

b.  There  is  a  clear  interrelationship 
between  estimating  system,  price  propos¬ 
al,  and  defective  pricing  audits.  It  is 
important  that  the  auditor  recognize  that 
the  results  in  one  or  more  of  these  areas 
will  have  a  direct  relationship  on  the 
sco[w  of  audit  in  the  other  area(s).  In 
addition  to  meeting  the  DFARS  require¬ 
ment  for  review,  an  estimating  system 
survey  serves  as  the  fundamental  basis 
for  determining  audit  risk  and  scope  for 
future  price  proposal  and  defective  pric¬ 
ing  audits.  The  primary  objectives  of  the 
survey  are  to:  (1)  evaluate  the  adequacy 
of  a  contractor’s  system  for  developing 
cost  estimates  for  price  proposal  pur¬ 
poses,  (2)  evaluate  a  contractor’s  compli¬ 
ance  with  its  written  estimating  proce¬ 
dures  and  disclosed  estimating  system  (if 
applicable),  (3)  identify  areas  of  a  con¬ 
tractor’s  estimating  system  requiring  spe¬ 
cial  emphasis  or  attention  during  the 
audit  and  negotiation  of  individual  price 
proposals,  and  (4)  inform  interested  gov¬ 
ernment  activities  on  the  reliability  of  a 
contractor’s  estimating  system,  and  of 
actions  necessary  to  correct  existing  defi¬ 
ciencies. 

5-1204.1  Characteristics  of  an  Adequate 
Estimating  System 

The  adequacy  of  an  estimating  system 
depends  on  the  successful  interrelation¬ 
ship  of  many  variables.  The  relative 
importance  or  necessity  of  each  is  larpely 
determined  by  the  particular  conditions 
existing  at  each  contractor  location.  In 
general,  adequate  estimating  systems 


should  provide  for  the  use  of  appropriate 
source  data,  utilize  sound  estimating 
techniques  and  appropriate  judgment, 
maintain  a  consistent  approach,  and  ad¬ 
here  to  established  policies  and  proce¬ 
dures.  Although  it  is  not  possible  to  list 
all  characteristics  that  should  be  present 
in  an  adequate  estimating  system, 
DFARS  215.811-70  states  that  in  evalu¬ 
ating  the  adequacy  of  an  estimating  sys¬ 
tem,  the  AC(3  should  consider  whether 
the  contractor’s  estimating  system: 

a.  establishes  clear  responsibility  for 
the  preparation,  review,  and  approval  of 
cost  estimates 

b.  provides  a  written  description  of  the 
organization  and  duties  of  personnel  re¬ 
sponsible  for  preparing,  reviewing,  and 
approving  cost  estimates,  and  the  various 
functions  contributing  to  the  estimating 
process  such  as  accounting  and  planning 

c.  ensures  that  relevant  personnel  have 
sufficient  training,  experience,  and  guid¬ 
ance  to  perform  estimating  tasks  in  ac¬ 
cordance  with  the  contractor’s  estab¬ 
lished  procedures 

d.  identifies  sources  of  data  and  the 
estimating  methods  and  rationale  used  in 
developing  cost  estimates 

e.  provides  for  appropriate  supervision 
throughout  the  estimating  process 

f.  provides  for  consistent  application  of 
estimating  techniques 

g.  provides  for  detection  and  timely 
correction  of  errors 

h.  protects  against  cost  duplication  and 
omissions 

i.  provides  for  the  use  of  historical 
experience  where  appropriate 

j.  requires  use  of  appropriate  analytical 
methods 

k.  integrates  information  available 
from  other  management  systems  as  ap¬ 
propriate 

l.  requires  management  review  includ¬ 
ing  verification  that  the  company’s  esti¬ 
mating  policies,  procedures,  and  prac¬ 
tices  comply  with  DFARS  215.811 

m.  provides  for  internal  review  of  and 
accountability  for  the  adequacy  of  the 
estimating  system,  including  the  compar¬ 
ison  of  projected  results  to  actual  results 
and  an  analysis  of  any  differences 

n.  provides  procedures  to  update  cost 
estimates  in  a  timely  manner  throughout 
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the  negotiation  process  (Also  see  14- 
120.4  on  defective  pricing  sweeps.) 

o.  addresses  responsibility  for  review 
and  analysis  of  the  reasonableness  of 
subcontract  prices 

5-1204.2  Indicators  of  Potentially 
Significant  Estimating  Deficiencies 

Some  indicators  of,  or  conditions  that 
may  cause,  significant  estimating  defi¬ 
ciencies  as  discussed  in  DEARS  21S.81 1- 
70  are  listed  below.  These  indicators  or 
conditions  are  not  intended  as  a  compre¬ 
hensive  checklist.  They  may,  however, 
suggest  the  need  for  further  analysis  or 
evaluation.  Since  estimating  is  not  an 
exact  science  and  is  partly  based  on 
judgment,  differences  between  individual 
estimates  and  subs^uent  actual  data  are 
not  necessarily  indicators  of  a  significant 
estimating  system  deficiency. 

a.  Failure  to  ensure  that  relevant  his¬ 
torical  experience  is  available  to  and  used 
by  cost  estimators  as  appropriate. 

b.  Continuing  failure  to  analyze  mate¬ 
rial  costs  or  failure  to  perform  subcon¬ 
tractor  cost  reviews  as  required. 

c.  Consistent  absence  of  analytical  sup¬ 
port  for  significant  proposed  cost 
amounts. 

d.  Excessive  reliance  on  individual 
personal  judgment  where  historical  expe¬ 
rience  or  commonly  used  standards  are 
available. 

e.  Recurring  significant  defective  pric¬ 
ing  findings  within  the  same  cost  ele- 
ment(s). 

f.  Failure  to  integrate  relevant  parts  of 
other  management  systems  (e.g.,  produc¬ 
tion  control  or  cost  accounting)  with  the 
estimating  system,  impairing  the  ability 
to  generate  reliable  cost  estimates. 

g.  Failure  to  provide  established  poli¬ 
cies,  procedures,  and  practices  to  persons 
responsible  for  preparing  and  supporting 
estimates. 

Not  all  estimating  system  deficiencies 
will  be  significant  as  defined  in  DEARS 
215.811-70  (see  S-1211f).  For  example, 
the  lack  of  written  policies  and  proce¬ 
dures  for  a  seldom-used  cost  estimating 
relationship  is  not  necessarily  an  indica¬ 
tor  of  a  si^ificant  deficiency  when  con¬ 
sidered  in  the  context  of  an  otherwise 
adequate  estimating  system. 


5-1205  Scope  of  Audit 

a.  While  the  nature  and  extent  of  audit 
effort  depends  upon  contractor  size, 
amount  of  government  business,  and 
audit  risk,  (materiality  and  sensitivity), 
the  audit  scope  should  be  consistent  with 
the  guidance  in  5-105. 

b.  Controls  for  interrelated  audit  con¬ 
cerns  regarding  the  adequacy  of  the  con¬ 
tractor’s  other  major  systems  (i.e.,  bud¬ 
gets,  general  accounting,  etc.)  will  be 
audited  under  separate  assignments. 
While  the  controls  for  these  areas  are  not 
part  of  this  audit,  the  results  of  all  audits 
of  these  interrelated  controls  must  be 
considered  in  forming  an  overall  audit 
conclusion  on  the  estimating  system  in¬ 
ternal  control  structure  and  ^so  com¬ 
mented  on  in  the  related  audit  report. 

c.  The  extent  of  audit  effort  should  also 
be  influenced  by: 

(1)  the  types  of  government  contracts 
and  their  materiality 

(2)  deficiencies  noted  in  recent  pro¬ 
posal  and  postaward  audits 

(3)  deficiencies  noted  in  the  prior  esti¬ 
mating  system  survey  and  flash 
estimating  system  reports 

(4)  participation  of  the  contractor  in 
self-governance  programs  (this  in¬ 
cludes  the  work  penormed  by  the 
contractor’s  internal  audit  stall) 

(5)  input  from  the  contracting  officer 

(6)  contract  provisions 

General  information  regarding  these 
sco{^  areas  is  provided  in  3-104  and 
additional  considerations  specific  to  the 
estimating  system  are  discussed  below.  A 
risk  assessment  documenting  conclusions 
reached  regarding  the  impact  of  the 
above  areas  on  the  scope  of  this  review 
should  be  documented  in  the  working 
papers. 

d.  If  possible,  estimating  system  sur¬ 
veys  should  be  completed  in  a  timely  and 
efficient  manner  early  in  the  year.  By 
minimizing  the  cycle  time  and  complet¬ 
ing  the  review  early,  the  results  can  be 
used  in  assessing  control  risk  when  estab¬ 
lishing  the  scope  for  audit  effort  on  price 
propoMl  and  defective  pricing  audits. 

5-1205.1  Coordinating  Team  Reviews 

Preparation  for  an  effective  audit  re¬ 
quires  proper  coordination  with  interest- 
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ed  procurement  and  contract  administra¬ 
tion  activities,  and  the  contractor  as 
follows: 

a.  Approximately  30  to  60  days  before 
the  scheduled  starting  date,  notify  in 
writing  each  government  procurement 
office  having  a  significant  volume  of 
business  with  the  contractor  that  an  esti¬ 
mating  system  survey  will  be  made.  Re¬ 
quest  comments  on  any  problems  or 
special  areas  of  interest  related  to  the 
contractor’s  price  propo^s  which  would 
be  appropriate  for  consideration. 

b.  Contact  the  AGO  to  discuss  person¬ 
nel  and  technical  specialist  requirements, 
survey  scope,  time  phasing  of  the  work, 
and  the  planned  entrance  conference 
with  the  contractor.  Request  that  the 
AGO  designate  a  member  of  his  or  her 
staff  to  coordinate  the  activities  of  the 
technical  specialists  assigned  to  the  team. 
If  the  contractor  is  subject  to  DFARS 
252.2 15-7002(d)  (see  5-1202.Ib  and  c), 
determine  if  it  has  disclosed  its  estimat¬ 
ing  system  in  writing  to  the  AGO  as 
required.  If  disclosure  has  not  been 
made,  immediately  issue  an  estimating 
system  deficient  flash  report  (see  9-310, 
9-1212b,  and  10-1082)  and  recommend 
that  the  AGO  obtain  the  disclosure.  In 
addition,  report  this  deficiency  in  all 
subsequent  forward  pricing  audit  reports 
issued  until  corrected.  Also  consider  de¬ 
ferring  the  estimating  system  survey  until 
disclosure  is  made.  If,  however,  you  have 
leads  or  suspect  that  significant  estimat¬ 
ing  system  deficiencies  exist,  continue 
the  audit. 

c.  Inform  the  contractor  of  the  planned 
survey  by  sending  a  letter  to  the  manage¬ 
ment  official  responsible  for  the  total 
operations  of  the  organizational  unit  be¬ 
ing  surveyed.  Describe  the  purpose  and 
general  scope  of  the  survey,  indicate  the 
tentative  starting  date,  and  identify  the 
team  leader  and  km  participants.  Re¬ 
quest  the  contractor  designate  a  company 
representative  from  its  estimating  depart¬ 
ment  with  whom  survey  matters  can  be 
coordinated.  Also  request  that  the  con¬ 
tractor  alert  contributing  departments  of 
the  planned  survey  and  of  their  need  to 
provide  information  and  records  re¬ 
quired  by  the  survey  team.  Identify  data 
needed  at  the  beginning  of  the  survey  and 
propose  a  date  for  an  entrance  confer- 
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ence.  Invite  the  contractor’s  top  manage¬ 
ment  personnel  to  attend  the  entrance 
conference.  Suggest  that  the  contractor 
present  an  orientation  briefing  at  the 
entrance  conference  on  its  organizational 
structure,  operating  policies,  and  other 
areas  of  concern  to  the  review  team. 
Invite  a  prompt  reply  and  provide  a  copy 
of  the  letter  to  the  AGO. 

d.  Prior  to  the  entrance  conference, 
hold  a  preliminary  meeting  with  team 
members  to  develop  a  tentative  survey 
program.  The  team  leader  will  ensure 
that  overall  survey  scope  will  be  respon¬ 
sive  to  procurement  and  audit  needs. 

e.  Gonduct  the  entrance  conference  in 
accordance  with  4-302.  Explain  the  pur¬ 
pose  of  the  audit,  the  overall  plan  for  its 
performance,  the  estimated  duration,  and 
the  types  of  books,  records,  and  data  to 
be  evmuated.  Also  allow  enough  time  for 
the  contractor  to  present  an  orientation 
briefing  (see  5-l205c.(3)).  Discuss  the 
Gontractor  Risk  Assessment  Guide 
(GRAG)  program  (see  3-104.1  le.)  with 
the  contractor  and  explain  its  relevance 
to  estimating  system  surveys.  If  the  con¬ 
tractor  partici^tes  in  the  GRAG  pro¬ 
gram  or  other  related  self-governance 
programs  for  estimating  systems,  de¬ 
scribe  the  effect  of  this  participation  on 
the  scoiw  of  audit.  If  the  contractor  is  not 
a  particirant  in  self-governance,  explain 
the  benefits  of  these  programs.  Describe 
how  it  can  strengthen  internal  controls 
and  thereby  reduce  audit  scope  and  de¬ 
crease  the  fiequency  of  estimating  system 
surveys. 

f.  Shortly  after  the  entrance  conference, 
hold  another  team  meeting  to  finalize 
survey  plans  and  make  appropriate  modi¬ 
fications  to  the  survey  program.  Assign 
specific  program  areas  to  individual  team 
members  and  establish  time-phased 
schedules.  Tailor  the  survey  to  take  ad¬ 
vantage  of  the  daily  work  performed  as 
part  of  the  normal  activities  of  the  con¬ 
tract  audit  and  contract  administration 
functions. 

5-1205.2  Areas  of  Coverage  aad  Team 

AsaigBawats 

a.  At  any  contractor  location,  certain 
areas  of  coverage  or  survey  stem  may  be 
inapplicable,  or  apiriicable  only  in  part. 
Read  3-1206  throu^  S-1210  to  obtain  a 
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general  understanding  of  the  potential 
coverage  requirements.  Develop  a  survey 
program  appropriate  for  the  specific  con¬ 
tractor  location  under  review.  A  pro 
forma  estimating  system  audit  program  is 
on  the  FAO  DIIS  subsystem  under  file 
name  APESTG. 

b.  For  areas  of  coverage  dealing  with 
the  development  of  quantitative  and 
qualitative  requirements,  carefully  plan 
and  coordinate  with  the  technical  special¬ 
ists  to  eliminate  duplication  of  effort  and 
to  ensure  adequate  audit  coverage.  The 
assignment  of  spMiflc  steps  to  an  auditor, 
a  technical  specialist,  or  both  depends 
upon  the  conditions  encountered  at  each 
location.  Base  assignments  to  team  mem¬ 
bers  upon  mutual  agreement  as  to  who 
can  most  effectively  perform  the  work. 

c.  An  auditor’s  areas  of  coverage  will 
normally  include  cost  and  production 
records  and  data,  learning  and  improve¬ 
ment  curves,  bills  of  material,  operation 
or  process  time  sheets,  and  other  similar 
documentation.  Such  documentation 
provides  a  factual  basis  for  determining 
the  ade(}uacy  of  a  contractor’s  system  for 
developing  material  and  labor  quantiti^ 
and  related  usage,  scrap,  spoilage,  and 
efficiency  factors. 

d.  Technical  specialists  will  normally 
be  assigned  to  areas  requiring  technical 
knowledge  and  judgmental  evaluations. 
Such  areas  include  production  processes, 
shop  practices,  machine  loadings,  time- 
and-motion  factors,  drawings  and  specifi¬ 
cations,  and  engineering  principles  and 
techniques.  They  may  also  be  required  to 
evaluate  data  relating  to  plant  layout  and 
rearrangement,  planning  and  scheduling 
plant  capacity,  and  value  engineering. 

e.  In  assigning  specific  steps  to  team 
members,  recognize  that  auditors  and 
technical  specidists  have  a  common  in¬ 
terest  in: 

(1)  The  quantitative  aspects  of  the 
contractor’s  estimates. 

(2)  Hie  methods  by  which  require¬ 
ments  for  the  various  types  and 
quantities  of  labor  hours  and  mate¬ 
rial  are  determined. 

(3)  Other  areas  such  as  special  tooling 
and  test  equipment,  packaging,  and 
technical  data. 
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5-1205J  Team  Monitoring  and 
CTomdination 

a.  Although  technical  si^ialists  are 
responsible  for  the  execution  of  their 
assigned  functions,  the  team  leader  will 
coordinate  the  efforts  and  monitor  the 
progress  of  all  team  members.  The  team 
leader  will  evaluate  the  scope  of  covers^ 
and  results  obtained  and  determine  with 
team  members  if  efforts  should  be  cur¬ 
tailed  or  expanded,  or  methods  modified. 
All  team  members  should  adhere  to  pro¬ 
fessional  standards,  particularly  those 
pertaining  to  the  preparation  of  adequate 
working  papers. 

b.  The  team  should  meet  periodically 
to  resolve  problems  encountered  and 
discuss  progress  and  interim  Hndings. 
The  team  leader  should  be  currently 
informed  of  all  interim  findings  so  they 
may  be  referred  for  further  development 
and  consideration  by  other  team  mem¬ 
bers  examining  related  areas. 

c.  Resolve  any  disagreements  between 
a  team  member  and  the  team  leader  at 
the  local  level  so  that  coordinated  views 
are  reflected  in  the  survey  report.  If 
resolution  cannot  be  obtained  at  the  local 
level,  refer  the  matter  to  the  DCAA 
r^onal  office  and,  if  appropriate,  the 
contract  administration  counterpart.  In 
unusual  cases  involving  broad  policy, 
refer  the  matter  to  Headquarters,  Attn: 
OPD. 

d.  Coordination  with  the  ACO  is  essen¬ 
tial  throughout  the  survey.  The  team 
leader  should  actively  solicit  the  personal 
participation  of  the  ACO  at  the  entrance 
and  exit  conferences.  The  team  leader 
should  also  ke^  the  ACO  currently  in¬ 
formed  of  signiBcant  developments.  Af¬ 
ter  completion  of  the  field  work  and 
before  the  final  r^rt  is  issued,  review 
all  signiflcant  findings  and  recommenda¬ 
tions  with  the  ACO.  Also  review  any 
substantive  changes  made  after  this  point 
with  the  ACO. 

5-1206  iBtenial  Audits 

The  e^imating  ^em  should  be  sub¬ 
jected  to  periodic  internal  audits  to  en¬ 
sure  the  following: 
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(1)  The  iMlicies  and  procedures  com¬ 
ply  with  applicable  rules  and  regu¬ 
lations. 

(2)  Established  policies  and  proce¬ 
dures  are  being  followed. 

(3)  Prior  internal  audit  findings  have 
been  properly  dispositioned. 

This  objective  recognizes  the  contrac¬ 
tor’s  commitment  to  seif-governance  and 
its  contractual  responsibility  for  systems 
and  accounting  internal  controls.  The 
contractor  should  be  conductinft  on-go¬ 
ing,  self-initiated  reviews  of  various  as¬ 
pects  of  its  estimating  system  in  a  timely 
manner.  Contractors  may  comply  with 
this  standard  using  in-house  staff  efforts 
or  through  the  services  of  outside  consul¬ 
tants. 

a.  Our  interpretation  of  “internal  au¬ 
dits”  for  purposes  of  this  objective  in¬ 
cludes  reviews  performed  by  functional 
units  as  well  as  the  internal  audit  staff. 
The  auditor  must  be  aware  of  the  require¬ 
ments  of  CAM  4-1000,  Relying  on  the 
Work  of  Others.  The  level  of  objectivity 
and  competence  of  personnel  performing 
the  reviews  will  have  a  significant  impact 
on  the  reliability  of  the  reviews  and 
should  be  clearly  communicated  to  the 
contractor.  Both  the  auditor  and  the 
contractor  should  be  aware  that  the  ob¬ 
jective  is  to  ensure  that  adequate  estimat¬ 
ing  system  policies,  procedures,  and  con¬ 
trols  are  in  place  and  being  followed,  and 
that  system  adequacy  is  maintained  on  a 
real-time  basis. 

b.  The  auditor  must  ensure  that  the 
system  is  subjected  to  periodic  internal 
audit.  This  objective  does  not  create 
additional  access  requirements  beyond 
those  identified  in  FAR  32.2 1 S-2  and 
CAM  1-304.  Consideration  should  be 
given  to  both  the  contractor’s  internal 
audit  schedule  of  completed  audits  and 
audits  p^ormed  by  functional  units  that 
meet  this  objective.  If  the  contractor 
contends  that  such  reviews  have  been 
performed  but  is  unwilling  to  make  them 
available  to  DCAA  in  any  form,  the 
auditor  may  be  unable  to  determine  if  the 
contractor  has  met  this  objective.  The 
auditor  must  evaluate  the  need  for  such 
access.  Denial  of  access  to  rdevant  data 
should  be  escalated  in  accordance  with 
CAM  1-304. 
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c.  The  contractor  cannot  comply  with 
the  system  disclosure  and  maintenance 
requirements  if  it  does  not  provide  to  the 
government  “sufHcient  detail”  for  the 
government  to  reasonably  make  an  in¬ 
formed  judgement  regarding  the  adequa¬ 
cy  of  Its  estimatiiw  practices.  If  the 
internal  auditor  performs  woric  support¬ 
ing  the  system  disclosure  and  mainte¬ 
nance  effort,  access  to  the  detailed  work 
products  is  necessary  to  assess  the  ade¬ 
quacy  of  the  estimating  practices 

d.  If  a  contractor  is  not  performing 
periodic  reviews  of  its  estimating  system, 
then  it  should  be  rg^rted  for  not  achiev¬ 
ing  this  objective.  This  should  be  report¬ 
ed  as  a  serious  internal  control  weakness 
in  light  of  the  complexity  of  the  estimat¬ 
ing  system  and  the  ri»  of  inaccurate 
costs  being  proposed  on  government  con¬ 
tracts.  This  control  wealoiess  should  also 
be  tied  to  prior  questioned  costs,  were 
applicable. 

5-1207  System  Descriptiim 

a.  The  contractor  should  have  an  ade¬ 
quate  estimating  system  description  in¬ 
cluding  policies,  procedures,  and  operat¬ 
ing  instructions  compliant  with  FAR  and 
DFARS.  While  the  contractor  is  required 
to  provide  a  broad  range  of  documents, 
the  auditor  should  focus  attention  on  the 
adequacy  of  the  pplicies,  procedures,  and 
operating  instructions  related  to  the  con¬ 
trol  objectives  outlined  in  the  remainder 
of  this  section. 

b.  The  contractor  should  provide  a 
written  description  of  its  estimating  sys¬ 
tem  in  enough  detail  to  allow  the  auditor 
to  get  a  thorough  understandii^  of  how 
the  system  operates.  The  contractor’s 
write-up  should  include  items  listed  be¬ 
low: 

(1)  The  overall  organization  and  as¬ 
signment  of  responsibilities. 

(2)  References  to  written  policies  and 
procedures. 

(3)  The  flow  of  information  between 
each  process  or  function  within  the 
system  as  well  as  other  manage¬ 
ment  systems. 

5-1207.1  EnUmtion  of  Coatiactor’a 
Orgutaatioo  and  Amigiimeat  of 
RcopoMdMUty 

The  estimating  function  may  be  orga¬ 
nized  differently  by  individual  contrac- 
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tors  because  of  differences  in  tlwir  prod¬ 
ucts  or  services,  industry  practices,  size 
and  type  of  organization,  degree  of  de¬ 
partmentalization,  manajgement  atti¬ 
tudes,  personnel  capabilities,  and  other 
factors.  Responsibility  for  developii^  es¬ 
timates  may  be  centralized  in  an  estimat¬ 
ing  group  or  delated  to  the  various 
participating  dep^ments.  However,  the 
estimatirm  function  should  be  soundly 
organizedon  the  basis  of  a  definitive  flow 
of  authority  and  standard  policies  and 
procedures  establiriied  at  a  top  or  upper 
management  level.  Each  contractor 
should  maintain  a  written  descrmtion  of 
the  ofganization  and  the  duties  of  person¬ 
nel  responsible  for  preparing,  reviewing, 
and  approving  cost  estimates,  and  the 
various  functions  contributing  to  the  esti¬ 
mating  process  such  as  accounting,  plan¬ 
ning,  trainii^  etc. 

a.  Evaluation  of  a  contractor’s  or^i- 
zation  requires  atud);sis  of  the  relation¬ 
ship  of  the  organizational  segments  par¬ 
ticipating  in  the  estimating  function.  For 
this  purpose,  request  that  the  contractor 
provide  organization  charts  and  written 
procedures  or  direaives  describing  the 
organizational  structure  and  responsibili¬ 
ties  of  the  estimating  group(s)  and  con- 
tributiiu  departments.  Request  flow 
charts  from  the  contractor  which  show 
the  flow  of  work  in  the  estimating  pro¬ 
cess,  from  the  initiation  of  a  propmal  to 
the  contract  certification  date,  and  the 
integration  of  data  prepared  by  personnel 
responsible  for  functions  such  as  account¬ 
ing,  cost  control,  budgeting,  estimating, 
iwnning,  purehasina,  production  control, 
enmneenng,  and  sun. 

b.  The  auditor  should  determine  if: 

(1)  Prepuation  of  required  estimates 
is  mectivdy  controlled  eiAer  on  a 
centndized  or  decentralized  basis. 

(2)  Lines  of  authority,  duties,  and  re¬ 
sponsibilities  are  clotty  defined, 
including  reqipnsibilities  for 
paring,  reviewing,  and  approving 
cost  esthnates. 

(3)  The  estimating  process  is  property 
oowdinated  among  segments  of  the 
organization  reqxmsible  for  differ¬ 
ent  parts  of  the  estimate. 

(4)  The  departiMnt  renxmsible  for 
overall  compilation  of  the  estimate 
lus  authority  to  review  and  ques¬ 


tion  the  reasonableness  or  accuracy 
of  feeder  information  received 
from  other  departments. 

5-1207.2  Evalaation  ci  Polidcs  and 
Procedans 

The  estimating  function  is  of  such 
importance  that  direction  and  guidance 
for  its  implementation  must  be  in  a  form 
that  ensures  complete  understanding  and 
precludes  misunderstanding.  A  formal 
written  statement  of  policies  and  proce¬ 
dures,  rather  than  an  informal  one  based 
on  established  customs  of  the  organiza¬ 
tion,  should  exist  at  all  contractor  loca¬ 
tions  with  substantial  government  busi¬ 
ness.  Estimating  procedures  represent  the 
means  by  which  policies  and  c^jectives 
established  by  management  are  trans¬ 
lated  into  detailed  guidance  and  direction 
to  personnel  enga^  in  estimating  func¬ 
tions.  Policies  and  related  implementing 
procedures  should  cover  such  areas  as 
estimating  organization;  lines  of  authori¬ 
ty,  formats  for  propose  preparation; 
make-or-buy  determinations;  quantita¬ 
tive  and  pricing  asp^s  of  each  cost 
element;  use  of  statistical  aids  and  esti¬ 
mating  techniques  (e.g.,  learning  curves 
and  scatter  charts);  extent  of  documenta¬ 
tion;  and  review  and  control  require¬ 
ments. 

a.  Determine  if  standardpolicies  have 
been  established  at  a  sufficiently  high 
organizational  level,  and  are  in  sunicient 
depth  and  detail  to  serve  as  a  basis  for 
definitive  implementation. 

b.  Evaluate  procedures  for  compatibili¬ 
ty  with  underiying  policy  and  for  comple¬ 
teness  as  a  source  of  guidance  in  all 
aspects  of  proposal  preparation.  Proce¬ 
dures  should  cover  matters  such  as: 

(1)  Designation  of  individuals  au¬ 
thorized  to  initiate  and  approve 
requests  for  prepariim  estimates. 

(2)  The  required  form  of  the  request 
and  the  supporting  detail  to  ac¬ 
company  the  request.  The  latter 
includes  documents  such  as  the 
technical  proposal,  supplemental 
statement  of  woric  required  under 
the  proposed  contract,  and  per¬ 
formance  schedules. 

(3)  The  basis  for  control,  time  phas- 
ing,  review  and  approval  of  the 
estimate,  and  for  the  orderly  flow 
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of  documentation  and  data  in  the 
buildup  and  support  of  the  esti¬ 
mate. 

(4)  Methods  for  obtaining  contribu¬ 
tions  from,  and  coordination 
among,  segments  of  the  organiza¬ 
tion  responsible  for  different  as¬ 
pects  or  the  estimate.  Such  seg¬ 
ments  include  engineering,  quali¬ 
ty  control,  purchasing,  account¬ 
ing,  budgrting,  and  production 
control. 

(5)  Format  of  the  estimate  and  the 
detail  r^uired  to  support  it. 

(6)  Identifying  the  sources  of  data 
and  estinuting  methods  and  ra¬ 
tionale  used  in  developii^  cost 
estimates. 

(7)  The  consistent  application  of  esti¬ 
mating  techniques. 

(8)  Use  of  appropriate  analytical 
methods. 

(9)  Procedures  to  update  cost  esti¬ 
mates  in  a  timely  manner 
throughout  the  n^otiation  pro¬ 
cess. 

(10)  Pricing  of  component  cost  ele¬ 
ments  with  emphasis  on  using  the 
most  accurate,  comiriete,  and  cur¬ 
rent  cost  and  pricing  data  avail¬ 
able  at  the  time  the  estimate  is 
prepared.  (If  the  contractor  makes 
more  than  one  estimate  for  the 
same  component  of  cost,  all  esti¬ 
mates  should  be  available  for  the 
government’s  evaluation.)  To  the 
extent  applicable,  maximum  use 
should  be  made  of  historical  cost 
data  for  pricing  the  same  or  simi¬ 
lar  items  or  services,  or  elements 
thereof.  Procedures  should  also 
provide  for  furnishing  current, 
accurate  and  complete  data  up  to 
the  date  of  the  price  agreement, 
for  estimates  requiring  the  execu¬ 
tion  of  a  certificate  of  current  cost 
or  priciiw  data. 

(11)  Responsibility  for  review  and 
analysis  of  the  reasonableness  of 
subcontract  prices. 

c.  Evaluate  estimating  procedures  to 
determine  if  they  are  kept  current,  disse¬ 
minated  to  all  responsible  employees, 
and  consistent  with  the  company's  estab¬ 
lished  cost  accounting  policy,  syMem,  and 
procedures. 


5-12073  IntegratiM  with  Other 
ManagHBent  Systeam 

a.  (Tost  Accounting  System.  The  con¬ 
tractor’s  cost  accounting  system  is  usually 
a  major  source  of  data  us^  in  developing 
cost  estimates.  An  evaluation  of  a  con¬ 
tractor’s  cost  accounting  system  is  nor¬ 
mally  accomplished  separately  from  an 
estimating  system  survey  (9-302).  One 
area  which  should  be  covered  in  an 
accounting  system  evaluation  is  the  im¬ 
pact  on  the  system  of  technological  mod¬ 
ernization  (see  14-800).  Any  changes  to 
the  accounting  system  must  be  disclosed 
to  and  approved  by  the  ACO.  The  follow¬ 
ing  areas  should  be  covered  in  an  esti¬ 
mating  system  survey.  (Reliance  placed 
upon  separate  account!^  system  evalu¬ 
ations  ^ould  be  documented  in  accor¬ 
dance  with  4-1000.) 

(1)  The  extent  to  which  cost  accounting 
and  adjunct  statistical  records  contain 
sufficient  refinements  for  cost  estimating 
purposes.  Examples  of  such  refinements 
are  lot  costing  and  the  segregation  of 
nonrecurring  costs. 

(2)  The  consistency  between  estimating 
and  cost  accounting  in  the  classification 
of  cost  elements  as  either  direct  or  indi¬ 
rect.  Determine  the  reasons  for  any  in¬ 
consistencies  and  their  effect  upon  the 
validity  of  cost  estimates  and  indirect 
cost  rates. 

(3)  The  suitability  of  the  contractor’s 
standard  costs  and  related  variances  for 
use  in  preparing  cost  estimates,  consider¬ 
ing: 

(a)  The  extent  to  which  variances 
are  s^r^ted  by  product  line  and  ac¬ 
cording  to  contributing  causes  such  as 
price  and  rate  variances,  use  and  efficien¬ 
cy  variances,  and  variances  due  to 
“make”  versus  “buy”  decisions. 

(b)  The  degree  to  which  historical 
cost  variances  u^  for  estimating  are 
adjusted  to  reflect  anticipated  or  planned 
changes  in  conditions. 

(c)  The  ma^itude  of  the  variances 
and  their  composition.  Variances  should 
be  documented  by  the  contractor  and 
evaluated  by  the  auditor  before  they  are 
accepted  on  future  estimates. 

b.  Planning  and  Bw^rting  System.  In 
addition  to  serving  as  a  management 
control  over  the  cost  of  operations,  the 
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contractor’s  budget  system  also  provides 
data  for  use  in  developing  estimates, 
particulariy  indirect  cost  projections  and 
volume  of  activity  forecasts.  Contractor 
budget  system  audits  should  be  made 
separately  and  preferably  in  advance  of 
estimating  system  surveys  (see  5-500). 
The  following  areas,  however,  should  be 
considered  during  an  estimating  system 
survey.  (Reliance  placed  upon  separate 
budget  system  audits  should  be  docu¬ 
mented  in  accordance  with  4-1000.) 

(1)  The  degree  to  which  the  projected 
level  of  costs  and  volume  of  activity  are 
considered  in  preparing  cost  estimates. 

(2)  The  reliability  of  ^es  forecasts  and 
the  extent  to  which  such  forecasts  are 
reflected  in  indirect  cost  projections. 

(3)  Consideration  given  by  the  contrac¬ 
tor  when  preparing  cost  estimates  to 
information  contained  in  facilities  bud- 

e.jg,  commitments  for  the  acquisi¬ 
tion  of  new  and  improved  equipment 
expected  to  reduce  production  costs. 

5-1208  Training 

The  pr(q)er  functioning  of  any  system 
is  dqpendent  upon  the  ability  of  employ¬ 
ees  to  operate  the  system  in  a  manner 
consistent  with  its  original  design.  To  do 
thi^  employees  must  have  sufficient 
training,  experience,  and  guidance.  The 
contractor’s  pcriicies  and  procedures 
diould  imvide  for  the  training  of  em¬ 
ployees  involved  in  the  estimating  pro¬ 
cess  to  ensure  that  they  understand  the 
process  employed  to  develop  cost  esti¬ 
mates  and  the  proper  use  of  estimating 
techniques. 

a.  Training  should  be  provided  to 
appropriate  employees  (including  techni¬ 
cal  employees)  on  goverrunent  regula¬ 
tions  and  company  polictes  and  proce¬ 
dures  pertaining  to  the  estinuting  pro¬ 
cess.  Training  on  the  use  of  statistical 
aids  and  advanced  estimating  techniques 
includi^  appropriate  proposal  file  docu¬ 
mentation  proc^ures  should  be  provid¬ 
ed. 

b.  Training  modules  should  be  periodi¬ 
cally  reviewM  and  up^ed  and  periodic 
training  sesuons  provided  for  new  hires 
and  experienced  personnel. 
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5-1209  Evalnatimi  of  Cbst  Estimate 
Development 

a.  A  major  part  of  the  survey  is  an 
evaluation  of  the  effectiveness  of  the 
methods  and  procedures  used  to  develop 
estimates  of  individual  cost  elements.  A 
contractor  should  ensure  that  estimating 
source  data  is  apprr^riately  applied  and 
the  basis  for  estimating  each  cost  element 
is  disclosed  by  providing  written  guide¬ 
lines  for  developing  and  supporting  con¬ 
sistent  and  verifiable  propels.  Proce¬ 
dures  and  instructions  on  the  documenta¬ 
tion  required  for  a  proposal  should  cover 
items  such  as: 

(1)  (Conditions,  assumptions,  and 
qualifications. 

(2)  Basis  of  each  cost  element  includ¬ 
ing  the  methods  and  support  used 
to  develop  indirect  rates,  pools  and 
bases. 

(3)  Milestones  for  contract  perfor¬ 
mance. 

(4)  Reconciling  detail  and  summary 
level  data. 

b.  In  determining  the  scope  and  extent 
of  coverage  to  include  in  the  program  for 
this  part  of  the  survey,  team  members 
should  consider  the  prelimin^  surv^ 
work  accomplished  and  the  prior  experi¬ 
ence  of  the  auditors  and  technical  special¬ 
ists.  Give  particular  attention  to  costs 
questioned  and  ^dings  disclosed  during 
price  pnqposal  and  postaward  audits. 
Comparisons  of  previous  estimates  with 
actual  costs  of  completed  n^tiated  con¬ 
tracts  may  also  furnish  useful  informa¬ 
tion,  provided  the  methods  used  to  devel¬ 
op  such  estimates  are  still  in  effect.  EX) 
not  request  that  the  contractor  submit 
spiral  data  for  this  purpose  if  its  prepa¬ 
ration  requires  extensive  effort. 

c.  Where  information  devel(q)ed  under 
recent  incurred  cost,  price  proposal  and 
other  audits  provide  the  basis  for  an 
informed  condusion  regarding  a  particu¬ 
lar  area  of  coverage,  no  further  steps  are 
needed  for  the  evaluation  of  that  area. 
However,  reliance  placed  iq)on  these  oth¬ 
er  audits  must  be  documented  in  accor¬ 
dance  with  4-1000.  Where  further  effort 
is  considered  necessary,  use  recent  price 
proposals  i»eviously  submitted  by  the 
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contractor  to  test  the  effectiveness  of  the 
contractor’s  procedures. 

5-1209.1  Estimating  Methods 

The  methods  employed  by  a  contractor 
to  develop  cost  estimates  may  vary  de¬ 
pending  on  the  type  of  work  covered  by  a 
proposal,  e.g.,  research,  production,  etc. 
Request  the  contractor  to  provide  a  flow 
ctu^  for  each  type  of  proposal,  showing 
how  individual  cost  elements  are  devel¬ 
oped  and  integrated  into  the  total  esti¬ 
mate.  In  addition,  evaluate  the  estimat¬ 
ing  methods  employed  by  the  contractor 
in  preparing  vanous  proposals  to  consid¬ 
er 

a.  Appropriateness  of  the  estimatii^ 
metiiods  employed  in  preparing  cost  esti¬ 
mates  for  each  type  of  propo^,  and  if 
different  methods  should  be  used  consid¬ 
ering  factors  as: 

(1)  Nature  of  product  or  service. 

(2)  D^ree  of  firmness  of  specifica¬ 
tions. 

(3)  Contractor’s  prior  experience  with 
the  same  or  related  products  or 
services. 

(4)  Eitent  detailed  cost  data  can  be 
derived  from  the  accounting  sys¬ 
tem,  adjunct  statistical  records, 
and  other  sources. 

(5)  Relative  dollar  amount  of  esti¬ 
mates. 

(6)  Cost  and  time  restrictions  on  the 
preparation  of  estimates. 

b.  A  contractor  should  clearly  identify 
the  pricing  policy  for  areas  identified  as 
sensitive  by  the  government  and  contrac¬ 
tor.  Such  areas  include  pricing  policy  for 
start-up  costs  on  follow-on  contracts; 
burdens  for  intracompany  effort;  inven¬ 
tory  items  including  residual  inventory; 
and  government  owned  or  furnished 
equipment. 

c.  Extent  estimatii^  methods  make 
appropriate  use  of  historical  cost  data 
relating  to  (1)  entire  products,  (2)  indi¬ 
vidual  tasks  required  on  new  procure¬ 
ments  similar  to  those  accomplished  un¬ 
der  previous  contracts,  and  (3)  indirect 
cost  ratios  and  percentage  factors  appli¬ 
cable  to  a  common  base. 

d.  If  cost  estimates  based  upon  prior 
cost  experience  a^uately  consider. 

(1)  Differences  in  complexity,  quanti¬ 
ty,  rate  of  production,  state  of 
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development,  etc.,  between  items 
previously  produckl  and  those  for 
which  estimates  are  being  devel¬ 
oped. 

(2)  Applicability  of  preproduction  en¬ 
gineering,  special  tooling,  plant  re¬ 
arrangement,  and  other  nonrecur¬ 
ring  costs. 

(3)  Anticipated  chaises  in  production 
methods,  material  us^,  prices, 
wage  rates,  labor  efficiency,  pro¬ 
duction  volume,  plant  capacity, 
and  make-or-buy  structure. 

e.  The  propriety  of  using  company¬ 
wide  forward  pricing  factors  developed 
for  the  prei>aration  of  cost  estimates  and 
if  such  pricing  factors  are  current,  based 
upon  reliable  cost  data  and  procedures, 
and  correctly  applied. 

f.  Applicability  of  historical  standard 
cost  variance  factors.  If  standards  have 
been  revised  to  represent  expected  actual 
cost,  historical  cost  variances  are  not 
applicable. 

g.  Reasonableness  of  formula  pricii^ 
methods  for  spare  parts  to  ensure  indi¬ 
vidual  elements  of  cost  are  not  duplicated 
in  base  cost  and  loading  factors. 

h.  Suitability  of  catalog  pricing  and 
prepriced  listing  methods  for  developing 
reasonable  prices  for  spare  parts  propos¬ 
als,  if  used  by  the  contractor. 

i.  Acceptability  of  the  contractor’s 
methods  for  developing  cost  estimates  for 
contract  changes,  considering: 

(1)  D»ree  to  which  estimates  properly 
ren^  the  nature  and  scope  of  the 
chan^  and  status  of  the  work  at 
the  time  the  change  is  issued. 

(2)  If  woric  deleted  by  changes  is 
priced  correctly. 

j.  If  there  is  effective  use  of  the  contrac¬ 
tor’s  EDP  capabilities  in  developing  esti¬ 
mates  and  summarizing  detailed  data  for 
proposal  preparation. 

k.  If  anuytical  methods  are  used,  when 
appropriate,  to  develop  cost  estimates 
and/or  evaluate  the  reasonableness  of 
cost  estimates  developed  using  other  pro¬ 
cedures. 

5-1209.2  EvalaatkM  at  Proposal  Format 

aadSappnrt 

A  contractor’s  estimating  procedures 
should  provide  a  standardize  format  for 
proposals  and  the  submission  of  support- 
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ing  data.  Estimating  system  documenta¬ 
tion  should  include  or  reference  policies 
and  procedures  on  the  formats  for  pro- 
TOsal  preparation  and  the  required  detail 
for  support.  Where  contractors  are  re¬ 
quired  to  submit  cost  and  pricing  data  to 
the  contracting  officer,  use  of  an  appro¬ 
priate  Standard  Form  1411  or  1412  is 
specified  for  this  purpose  together  with 
supporting  schedules  (see  9-304).  Evalu¬ 
ation  should  coven 

a.  Determination  that  proposals  are 
submitted  on  appropriate  forms  (or  ac¬ 
ceptable  substitutes)  and  aU  data  re¬ 
quired  ^  the  forms  is  furnished. 

b.  Sufficiency  of  detail  contained  in 
propmals  and  supporting  data. 

c.  Adequacy  of  the  contractor’s  identi¬ 
fication  of  cost  and  pricing  data  submit¬ 
ted  in  support  of  the  price  proposal  and 
the  related  Pricing  Certification,  when 
required  by  FAR  1S.804. 

5-1209J  Subcontract  Price/Cost 
Analysis 

a.  The  contractor’s  policies  and  proce¬ 
dures  should  require  that  a  price  analysis 
be  performed  for  all  subcontracts  if:  (1) 
the  subcontractor  is  required  to  submit 
cost  or  pricing  data,  or  (2)  the  contractor 
is  unable  to  perform  an  adequate  price 
analysis,  a  cost  analysis.  The  results  of 
such  analyses  should  be  included  as  part 
of  the  contractor’s  cost  or  pricing  data 
submission.  Ad^uate  and  timely  sub¬ 
contract  cost/price  analysis  is  critical  to 
the  negotiation  of  fair  and  reasonable 
prime  contract  prices.  For  this  reason, 
contractors  should  have  policies  and  pro¬ 
cedures  in  place  to  accomplish  such  anal¬ 
yses  prior  to  the  submission  of  their  own 
cost  or  pricing  data. 

b.  Due  to  time  and  other  constraints, 
the  contractor  may  be  unable  to  p^orm 
a  detailed  price/cost  analysis  prior  to 
submission  of  its  own  cost  or  pricing 
data.  In  these  instances,  the  contractor’s 
policies  and  procedures  should  require 
that  a  plan  be  in  place  to  complete  the 
required  analyses  and  provide  it  to  the 
^vemment  n^tiator  prior  to  negotia¬ 
tion  of  the  prime  contract  price. 

c.  In  some  exceptional  cases,  the  con¬ 
tractor  may  be  unable  to  obtain  adequate 
cost  or  pricing  data  and/or  perform  the 
required  analyses  prior  to  negotiation  of 


the  prime  contract  price.  The  contractor’s 
policies  and  proi^ures  should  provide 
ror  the  timely  identification  of  such  cir¬ 
cumstances  and  submission  of  a  request, 
to  the  contracting  officer,  to  be  excused 
from  the  submission  of  subcontractor 
cost  or  pricing  data  and  related  analyses. 
This  request  should  be  supported  by  an 
(1)  explanation  as  to  why  the  data  and 
analyses  cannot  be  submitted  in  a  timely 
manner,  and  (2)  alternate  analysis  such  as 
application  of  a  negotiation  reduction 
factor  based  on  the  historical  difference 
between  the  initial  subcontractor  pro¬ 
posed  amoimt  and  the  ultimate  negotiat¬ 
ed  amount. 

5-1209.4  Evahntioii  oi  Contractor 
Cmitrol  and  Reriew  oi  Ifotiinates 

The  reliability  of  estimates  depends 
largely  upon  the  effectiveness  of  the  in¬ 
ternal  controls  and  managerial  reviews, 
including  internal  audits  of  the  estimat¬ 
ing  function  (see  S-1206),  incorporated 
into  the  estimating  process.  Evaluate  the 
contractor’s  estimating  controls  and  re¬ 
views  to  determine  the  sufliciency  of 
internal  controls,  including: 

a.  If  the  various  phases  and  functions 
in  the  estimating  process  are  adequately 
controlled  to  ensure  timely  processing  of 
proposals. 

b.  If  internal  controls  are  adequate  to 
ensure  uniformity  of  approach,  timely 
detection  and  correction  of  errors,  and 
prevention  of  cost  duplications  and  omis¬ 
sions. 

c.  If  supervision  in  each  area  and  at 
each  level  of  the  estimating  process  is 
adequate. 

d.  If  management  reviews  of  proposals 
cover  the  soundness  of  judgmental  esti¬ 
mates  and  adherence  to  established  pro¬ 
cedures. 

e.  If  estimators  are  required  to  summa¬ 
rize  the  conditions,  assumptions,  contin¬ 
gencies,  qualifications,  ruks,  etc.,  that 
were  considered  in  develt^ping  estimates. 

f.  The  quality,  frequency,  scope  and 
results  of  management  reviews  of  the 
estimating  function.  Such  reviews  should 
determine  if  the  company’s  estimating 
policies,  procedures,  and  practices  com¬ 
ply  with  DEARS  213.811  and  other  ap¬ 
plicable  Federal  regulations.  They  shoiud 
also  determine  if  the  overall  estimating 
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system  is  adequate.  In  doing  so,  they 
should  compare,  on  a  sample  basis,  pro¬ 
jections  to  actual  results,  and  analyze  any 
differences.  DCAA  should  evaluate  man¬ 
agement  action  and  follow-up  on  report¬ 
ed  findings  and  recommendations. 

5-1 ZIO  Contract  CertificntkHi 

a.  The  contractor  should  have  estab¬ 
lished  policies  and  procedures  for  ensur¬ 
ing  that  all  cost  or  pricing  data  is  current, 
accurate,  and  complete  as  of  the  date  of 
agTMment  on  price.  The  auditor  should 
review  these  policies  and  procedures  to 
determine  if  they  are  adequate  to  reason¬ 
ably  ensure  that  the  additional  cost  or 
pricing  data  will  be  identified  and  sub¬ 
mitted  to  the  ^vemment  negotiator  pri¬ 
or  to  execution  of  the  Certificate  of 
Current  Cost  or  Pricing  Data. 

b.  The  auditor’s  review  should  careful¬ 
ly  consider  the  results  of  recent  posta¬ 
ward  reviews  in  determining  the  scope  of 
review  for  this  objective.  Addition^  au¬ 
dit  guidance  on  Defective  Pricii^ 
“Sweeps”  is  contained  in  14-120.4. 

5-1211  Summarirafkm 

a.  Upon  completion  of  each  assi^ed 
area  and  appropriate  supervisory  review, 
the  auditor  will  discuss  his  or  her  tenta¬ 
tive  findings  and  recommendations  with 
contractor  personnel  r^onsible  for  the 
specific  area  evaluated.  The  purpose  is  to 
confirm  the  factual  accural  of  the  find¬ 
ings  and  assess  the  feasibility  of  Uie 
recommendations.  After  the  discussions, 
the  auditor  should  promptly  summarize 
the  specific  areas  evaluated  and  those 
that  need  to  be  reported  upon,  as  follows: 

(1)  An  overall  evaluation  of  the  ac¬ 
ceptability  of  the  estimating  meth¬ 
ods  and  procedures  applicable  to 
tile  area. 

(2)  A  description  of  each  condition 
requiring  corrective  action,  and  re¬ 
lated  recommendations  in  such 
form  and  detail  as  required  for  the 
survey  report. 

(3)  The  contractor's  reacti<»  to  that 
part  of  the  findings  and  recommen¬ 
dations. 

b.  The  ACX>  or  a  represoitative  should 
coordinate  the  activities  of  the  contract 


January  1995 


administration  office  team  members; 
consolidate  the  technical  findings  and 
recommendations;  and,  when  appropri¬ 
ate,  prepare  a  compi^ensive  written 
report  to  be  submitted  to  the  team  leader. 
Attach  this  report  to  the  overall  estimat¬ 
ing  system  survey  team  report.  The  con¬ 
tract  administration  activity  will  be  re¬ 
sponsible  for  the  technical  sufficiency 
and  validity  of  the  technical  reportfs).  If 
requested  technical  assistance  was  not 
provided,  qualify  the  estimating  system 
surv^  audit  report. 

c.  The  technical  specialists  will  retain 
their  working  papers.  In  some  instances, 
copies  of  technical  specialist  summary 
schedules,  etc.,  may  be  needed  for  the 
survey  audit  report.  Such  copies  should 
be  provided  upon  request  of  the  team 
leader.  These  copies,  as  well  as  the  re¬ 
ports  of  the  team  members  and  the 
detailed  working  papers  prepared  by  the 
auditors,  will  be  maintained  in  the  survey 
file. 

d.  After  completion  of  the  field  work, 
the  team  will  meet  to  evaluate  all  findings 
and  recommendations  and  establish  the 
general  content  of  the  overall  survey 
audit  report.  The  team  leader  will  pre¬ 
pare  the  report  using  the  written  input  of 
the  various  team  members.  The  team 
leader  will  coordinate  the  draft  report 
with  the  ACO  to  resolve  differences  in 
conclusions  or  recommendations.  Dis¬ 
agreements  between  a  team  member  and 
the  team  leader  in  should  be  resolved  in 
accordance  with  S-120S.3b. 

5-1212  laternal  Contnd  Reporting 

a.  The  auditor  should  follow  the  guid¬ 
ance  in  5-110,  10-200  and  10-400  for 
report!^  on  compliance  with  laws  and 
r^ulations  and  on  internal  controls  rela¬ 
tive  to  the  contractor’s  accounting  and 
management  systems.  An  example  of  a 
report  on  an  estimating  system  survey  is 
included  on  the  DCAA  Bulletin  B<md 
under  the  name  NUFORMAT.ZIP. 

b.  If  significant  deficiencies  are  identi- 
ftci,  the  overall  audit  (pinion  on  the 
system  should  be  “inadequate  in  some 
respects”  or  “inadequate’’.  Further,  a 
recommendation  that  all  or  part  of  the 
estimating  system  be  disiqiproved  must 
be  included  in  the  report  (DFARS 
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21S.811-70.  When  making  this  recom¬ 
mendation,  the  estimating  system  survey 
report  should  include  the  estimated  cost 
imjpact  of  each  si^ificant  estimating 
deficiency.  Calculation  of  the  impact 
should  be  based  on  such  factors  as  the 
amount  of  questioned  and  unsupported 
costs  found  in  previous  price  proposal 
audits  and  the  amount  of  recommended 
price  adjustments  found  in  previous  pos¬ 
taward  audits  that  are  attributable  to  the 
estimating  deficiency.  Where  appropri¬ 
ate,  the  report  should  also  recommend 
that  the  ACO  consider  notifyi^  contract¬ 
ing  activities  that  cost  or  pricing  data  on 
negotiated  procurements  should  be  re¬ 
quested  at  the  $100,000  level. 

c.  The  auditor  should  recommend  dis¬ 
approval  of  an  entire  estimating  system 
when  deflciencies  are  so  significant  that 
the  system  is  likely  to  produce  proposal 
estimates  which  in  total  are  consistently 
unacceptable  for  negotiating  fair  and 
reasonable  prices.  This  may  oe  appropri¬ 
ate  when  defective  pricing  findings,  or 
estimating  system  deficiencies  adversely 
affecting  audit  or  negotiations,  consis¬ 
tently  occur  in  all  major  cost  areas. 

d.  Recommend  disapproval  of  part  of 
an  estimating  system  when  significant 
deficiencies  are  likely  to  produce  propos¬ 
al  estimates  with  one  or  a  few  major  cost 
elements  consistently  unacceptable  for 
ne(|otiating  fair  and  reasonaUe  prices. 
This  may  be  appropriate  when  defective 
pricing  findii^  or  estimating  sy^em 
deficiencies  adversely  affecting  audit  or 
n^tiations,  consistently  occur  in  one  or 
a  few  mqjor  cost  areas. 

e.  Only  significant  estimating  syttem 
deficiencies  should  be  reported.  Minor 
deficiencies  are  defined  as  those  deficien¬ 
cies  that  would  not  cause  disapproval  of 
all  or  part  of  the  contractor’s  estimatim 
system.  If  correction  of  the  minor  defi¬ 
ciencies  would  enhance  the  contractor’s 
estimating  ^em,  these  deficiencies 
riioiild  be  addressed  in  a  sei^te  appen¬ 
dix  to  the  report  as  suggestions  for  im¬ 
provement. 

5>1213  Exit  Coirfennee 

After  completion  of  the  draft  report, 
the  team  leader  will  arrange  and  conduct 
an  exit  conference  attended  by  all  team 


members  and  the  ACO.  At  the  exit  con¬ 
ference,  discuss  the  results  of  audit  and 
provide  the  contractor  with  a  draft  state¬ 
ment  of  the  condition(s)  and  recommen- 
dation(s).  Inform  the  contractor  that  its 
written  response  to  the  draft,  if  provided 
within  a  reasonable  time,  will  be  included 
in  the  audU  report  to  the  ACO  (see  4- 
304.Sb).  After  receipt  of  the  contractor’s 
response  or  lapse  of  a  reasonable  time, 
the  team  leader  will  issue  the  final  report 
in  accordance  with  1()-4(X).  If  findii^  are 
significant,  send  information  copies  to 
each  procurement  office  doing  substan¬ 
tial  business  with  the  contractor.  E>o  not 
unduly  delay  issuance  of  the  report  await¬ 
ing  the  contractor’s  response. 

5-1214  ACO  Processing  of  the 
Report 

a.  Upon  receipt  of  the  report,  the  ACO 
will  provide  a  copy  to  the  contractor  and 
allow  30  days  or  a  reasonable  extension 
for  submission  of  its  written  response.  If 
no  significant  deficiencies  are  identified, 
the  ACO  will  notify  the  contractor  in 
writing  in  a  timely  manner  (DFARS 
215.811-70). 

b.  If  the  contractor  agrees  with  the 
report  findings  and  recommendations, 
tte  contractor  should,  within  60  days  of 
receipt  of  the  initial  ACO  notification, 
correct  any  identified  system  deficiencies 
or  submit  a  corrective  action  plan  show¬ 
ing  milestones  and  actions  leading  to 
elimination  of  the  deficiencies.  If  the 
contractor  disagrees  with  the  report  find¬ 
ings  and  recommendations,  the  contrac¬ 
tor’s  response  should  contain  the  ratio¬ 
nale  for  each  area  of  disagreement 
PFARS  215.811-70). 

c.  The  ACO,  in  consultation  with  the 
auditor,  will  evaluate  the  contractor’s 
response  and  determine  if;  (1)  the  esti¬ 
mating  system  contains  deficiencies 
needing  correetkm;  (2)  any  deficiencies 
are  significant  enou^  to  warrant  disap¬ 
proval  of  all  or  part  of  the  ccmtractor’s 
estimating  sy^em;  or  (3)  any  proposed 
corrective  actions  are  adequate  to  correct 
the  deficiency.  When  recommending  dis¬ 
approval  of  portions  of  an  estimating 
system,  identify  specific  iwrtions  that 
snould  be  disapproved.  This  will  direct 
attention  toward  the  significant  deficien- 
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cies  as  well  as  inform  the  ACO  which 
portion  should  not  be  relied  upon. 

d.  The  ACO  will  notify  the  contractor 
and  the  auditor  of  his/her  determination 
and,  if  appropriate,  of  the  government’s 
intent  to  disapprove  all  or  a  selected  part 
of  the  system.  The  notice  will  list  the  cost 
elements  it  covers  and  identify  any  defl- 
ciencies  requiring  correction.  The  notice 
will  also  require  the  contractor  to  make 
correction  or  submit  a  corrective  action 
plan  within  43  days  showing  proposed 
milestones  and  actions  related  to  aU 
identifled  deficiencies  (DFARS  2IS.811- 
70). 

5-1215  Monitoring  and  Follow-np 

a.  The  auditor  and  ACO  will  monitor 
the  contractor’s  progress  toward  correc¬ 
tion  of  deficiencies.  In  addition,  a  follow¬ 
up  audit  will  be  performed  to  ascertain 
the  status  of  the  corrective  action  plan 
and  to  reevaluate  the  significance  of  any 
uncorrected  significant  deficiencies. 
Since  all  reported  deficiencies  require 
follow-up,  make  the  necessary  follow-up 
within  SIX  months  of  the  report  issuance 
date  to  determine  if  the  contractor  has 
corrected  the  deficiencies.  This  period 
may  be  adjusted  to  allow  for  such  factors 
as  the  simificance  of  the  deficiencies, 
volume  of  propt^  activity,  and  realistic 
time  frames  for  implementing  corrective 
action.  When  a  follow-up  audit  is  not 
expected  to  be  performed  within  six 
months,  the  auditor  should  indicate  in 
the  report  why  the  follow-up  audit  has 
been  deferred  and  the  anticipated  time 
frame  when  the  review  will  be  performed. 

b.  The  follow-up  audit  should  include 
steps  to  determine  that  the  proposed 
corrective  actions  are  adequate  to  correct 
any  deficiencies,  including  those  reported 
in  flash  audit  reports  issued  after  the 
system  survey  report  date  (see  9-310),  as 
well  as  to  determine  that  the  contractor  is 
complying  with  its  corrective  action  plan. 
However,  if  there  is  an  insignificant 
amount  of  proposal  activity,  the  portion 
of  the  follow-up  to  determine  contractor 
compliance  with  its  corrective  action 
plan  may  be  defened-but  the  report 
should  note  the  limited  scope.  Compli¬ 
ance  should  then  be  evaluated  dunng 


another  follow-up  audit.  If  required,  re¬ 
quest  technical  specialist  assistance. 

c.  If  the  contractor  fails  to  make  ade¬ 
quate  progress  toward  corrective  action, 
recommend  that  the  ACO  take  action  to 
ensure  the  contractor  corrects  the  defi¬ 
ciencies.  Actions  for  the  ACO  to  consider 
include  reducing  or  suspending  progress 
payments  per  FAR  32.503-6  and/or  rec¬ 
ommending  against  the  award  of  poten¬ 
tial  contracts  (DFARS  215.811-70). 

d.  Issue  a  new  report  advising  recipi¬ 
ents  of  the  original  report  on  the  status  of 
the  corrective  actions.  Include  a  descrip¬ 
tion  of  the  deficiency,  status  of  corrective 
action,  and  status  of  any  prior  recom¬ 
mendation  to  disapprove  portions  of,  or 
an  entire,  estimating  system.  Also,  in¬ 
clude  the  current  opinion  on  the  effec¬ 
tiveness  of  the  estimating  system  with 
any  recommendations  to  disapprove  por¬ 
tions  or  the  entire  system.  This  new 
report  should  reference  the  previous  re- 
port(s).  If  necessary,  the  report  will  re¬ 
quest  the  assistance  of  procurement 
and/or  contract  administration  activities 
to  obtain  contractor  implementation  of 
survey  recommendations.  If,  as  a  result 
of  estimating  deficiencies,  the  contracting 
officer  has  lowered  the  threshold  for 
requesting  field  pricing  support  (see  9- 
102.3),  recommend  that  the  threshold  be 
raised  if  the  follow-up  work  reveals  that 
the  deficiencies  have  been  corrected.  If 
the  deficiencies  were  not  corrected,  rec¬ 
ommend  that  the  contracting  officer  take 
appropriate  steps  to  stimulate  contractor 
corrective  action  (see  5-1214). 

e.  If  a  follow-up  audit  discloses  a 
significant  estimating  system  deficiency 
not  previously  reported,  it  should  be 
included  in  the  follow-up  report. 

5-1216  Contbiiioiis  Evaloatioo  of 
fatinuiHiig  Systems 

a.  Between  estimating  system  surveys, 
auditors  and  technical  sp^ialists  should 
carefully  analyze  exceptions  taken  to  con¬ 
tractor  estimates  which  support  submit¬ 
ted  price  proposals.  Make  arrangements 
through  the  ACO  for  technical  personnel 
to  notify  the  auditor  of  estimating  system 
deficiencies  found  during  technical  eval¬ 
uations.  Also,  evaluate  conditions  attrib¬ 
utable  to  estimating  deficiencies  dis- 
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closed  during  postaward  audits  and  issue 
an  estimating  system  deficiency  flash 
report  (see  9-3  lOc),  if  appropriate. 

b.  When  the  report  on  an  estimating 
system  survey  recommends  disapproval 
of  the  system  in  whole  or  part,  subse¬ 
quent  proposal  audit  reports  should  dis¬ 
close  the  recommendation  to  disapprove 
the  system.  For  any  significant  estimating 
system  deficiency,  disclose  the  cost  im¬ 
pact  where  possible  in  subsequent  pro¬ 
posal  audit  reports.  These  disclosures 
should  continue  until  the  deficiencies  are 
resolved  (DFARS  215.81 1-70).  This  also 
applies  to  si^iflcant  estimating  system 
deficiencies  discovered  during  price  pro¬ 
posal  audits  (9-310),  estimating  system 
survey  follow-up  audits  (5-1215),  and 
postaward  audits  (14-120.7d).  In  addi¬ 
tion  to  questioning  any  inappropriate 
proposed  costs  resulting  from  estimating 
deficiencies,  consider  the  following  ac¬ 
tions  to  improve  the  likelihood  that  the 
deficiencies  will  be  corrected: 

(1)  When  an  estimating  system  defi¬ 
ciency  exists  that  has  only  a  minor 
impact  on  the  adequacy  of  the 
proposal,  qualify  the  audit  report 
relative  to  the  acceptability  of  the 
cost  or  pricing  data. 

(2)  When  an  estimating  system  defi¬ 
ciency  exists  having  a  material  im¬ 
pact  on  the  adequacy  of  the  pro¬ 
posal,  consider  the  a^ve,  plus  the 
following  actions.  (Pursue  those 
actions  considered  most  appropri¬ 
ate  in  the  circumstances.) 

-  Recommend  that  the  con¬ 
tracting  officer  return  the  proposal 
to  the  contractor,  and  allow  the 
contractor  additional  time  to  cor¬ 
rect  the  deficiency  and  submit  a 
corrected  proposal  (DF\RS 
215.811-70). 

-  Recommend  that  the  con¬ 
tracting  officer  consider  another 
type  of  contract,  e.g.,  a  FPIF  in¬ 
stead  of  a  FFP  contract  (DFARS 
215.811-70). 


-  Recommend  that  the  con¬ 
tracting  officer  use  additional  cost 
analysis  techniques  (as  described  in 
the  Armed  Services  Pricing  Manu¬ 
al)  to  determine  the  reasonableness 
of  the  cost  element(s)  affected  by 
the  deficiency  (DFARS  15.811-70). 

-  Recommend  that  the  con¬ 
tracting  officer  segregate  the  ques¬ 
tionable  areas  as  a  cost  reimbursa¬ 
ble  line  it  m  in  any  awarded  con¬ 
tract  (DFARS  215.811-70). 

-  Recommend  that  some  profit 
or  fee  adjustment  be  made  in  con¬ 
sideration  of  the  system  deficiency. 
This  could  be  accomplished  by  a 
direct  reduction  to  the  profit  objec¬ 
tive  that  would  normally  be  consid¬ 
ered  based  on  the  wei^ted  guide¬ 
lines  calculation  (DFARS  215.81 1- 
70). 

-  Recommend  that  the  con¬ 
tracting  officer  include  a  contract 
clause  that  provides  for  adjustment 
of  the  contract  amount  after  award 
(DFARS  215.811-70). 

(3)  When  a  significant  deficiency  ex¬ 
ists  that  prevents  the  auditor  from 
measuring  the  impact,  or  the  im¬ 
pact  is  so  significant  that  the  esti¬ 
mates  are  not  acceptable  as  a  basis 
for  negotiating  a  fair  and  reason¬ 
able  price: 

-  In  addition  to  pursuing  the 
appropriate  steps  identified  above, 
issue  an  adverse  opinion  as  provid¬ 
ed  by  9-209.3. 

c.  Cost  Accounting  Standard  401, 
“Consistency  in  Estimating,  Accumulat¬ 
ing  and  Reporting  Costs,"  was  estab¬ 
lished  to:  (1)  make  the  cost  accounting 
practices  used  by  a  contractor  in  estimat¬ 
ing  costs  consistent  with  its  practices  for 
accumulating  and  reporting  costs  during 
contract  performance  and  (2)  provide  a 
basis  for  comparing  estimated  to  actual 
costs.  Use  the  guidance  in  Chapter  8  to 
determine  if  contractor  estimating  sys¬ 
tems  comply  with  CAS  401  require¬ 
ments. 
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5-1301  Introdncdon 

This  section  provides  guidance  as  a 
participant  on  a  joint  system  review 
team.  As  appropriate,  the  guidance  in  9- 
13(X)  also  applies.  Guidance  for  the  audi¬ 
tor  on  the  joint  estimating  system  team  is 
stated  in  5-1200. 

5-1302  Purchasing  and 
Subcontracting  System  Reviews 

S-1302.1  Introduction 

Basic  audit  requirements  in  Chapter  6 
provide  for  the  review  of  the  operating 
effectiveness  and  transactions  of  a  con¬ 
tractor’s  purchasing  and  related  depart¬ 
ments  as  an  integral  and  necessary  part  of 
the  audit  of  purchased  material  and  ser¬ 
vice  costs,  when  contractor  purchasing 
system  reviews  (CPSRs)  are  r^ularly 
performed  at  a  contractor  location  (see  5- 
1302.2),  the  auditor  should  rely  upon  this 
work  to  the  maximum  extent  feasible  in 
establishing  the  extent  of  audit  coverage 
to  be  undertaken  in  this  area.  See  S- 
1302.4  for  guidance  on  the  effect  of  a 
CPSR  on  the  performance  of  audits. 

5-1302.2  Contractor  Purchasing  System 
Review  (CPSR) 

a.  FAR  44.302  requires  a  CPSR  to  be 
made  for  each  contractor  whose  sales  to 
the  government,  using  other  than  sealed 
bid  procedures,  are  expected  to  exceed 
$10  million  during  the  next  12-months. 
Such  sales  include  prime  contracts,  sub¬ 
contracts  under  government  prime  con¬ 
tracts,  and  modifications  (except  when 
the  negotiated  price  is  ba^  on  estab¬ 
lished  catalog  or  market  prices  of  com¬ 
mercial  items  sold  in  substantial  quanti¬ 
ties  to  the  general  public,  or  is  set  by  law 
or  regulation).  A  CPSR  is  to  be  conduct¬ 
ed  by  the  cognizant  contract  administra¬ 
tion  agency  at  least  every  three  years  for 
contractors  that  meet  these  requirements. 
The  detailed  procedures  for  conducting 
initial,  subsequent,  special,  and  follow-up 
CPSRs  are  in  DFARS  244.3  and  FAR 
44.3.  These  reviews  form  the  basis  for  the 
administrative  contracting  officer  (ACO) 
to  grant,  continue,  withhold,  or  withdraw 


approval  of  a  contractor’s  purchasing 
system. 

b.  The  ACO  is  responsible  for  review¬ 
ing  the  contractor’s  purchasing  system. 
Members  of  other  organizations,  includ¬ 
ing  DCAA,  may  participate  in  a  review 
conducted  under  the  ACO’s  authority, 
but  are  not  to  conduct  separate  reviews  of 
a  contractor’s  purchasing  system.  If  a 
problem  appears  to  exist,  DCAA  may 
recommend  to  the  ACO  that  an  addition¬ 
al  review  be  performed. 

c.  CPSRs  are  conducted  by  teams  un¬ 
der  the  direction  of  a  purchasing  system 
analyst  (PSA)  assigned  by  the  local  or 
regional  contract  administration  ofhce. 
The  PSA  is  responsible  for  accomplishing 
the  CPSR  and  conducting  surveillance 
reviews.  The  review  team  consists  of 
PSAs,  the  auditor,  technical  personnel, 
and  other  representatives  of  the  ACO. 
The  team  captain,  normally  the  senior 
PSA,  will  devise  the  overall  review  pro¬ 
gram,  make  assignments  to  the  individu- 
m  team  members,  and  coordinate  and 
monitor  accomplishments.  He/sbe  is  also 
responsible  for  the  preparation  and  sign¬ 
ing  of  the  CPSR  report,  which  is  tran¬ 
smitted  to  the  ACO  after  review  by  the 
appropriate  CPSR  Board.  It  is  the  ACO’s 
responsibility  to  review  the  recommenda¬ 
tions  in  the  CPSR  report  to  determine 
the  appropriate  action  to  be  taken  to 
correct  any  deficiencies  and  to  so  advise 
the  contractor. 

5-13023  Auditor  Participation  on  CPSR 
Teams 

a.  Coordination  with  the  PSA.  Pursu¬ 
ant  to  DFARS  Supplement  Appendix  C, 
the  cognizant  audit  office  will  appoint  an 
auditor  to  participate  as  a  team  member 
on  initial  and  subsequent  CPSRs  or  in 
the  continuing  surveillance  process  if 
used  in  lieu  of  a  subsequent  CrSR.  Since 
the  auditor  and  PSA  have  related  respon¬ 
sibilities,  it  is  imperative  that  they  coor¬ 
dinate  and  correlate  their  activities  to 
avoid  duplication.  The  review  program 
should  be  sufficient  in  scope  to  be  re¬ 
sponsive  to  the  needs  of  both  procure¬ 
ment  and  audit.  The  CPSR  should  make 
full  use  of  day-to-day  work  performed  by 
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the  auditor  as  an  integral  part  of  the 
contract  audit  mission.  Maximum  use 
should  be  made  of  the  auditor’s  past 
reviews  and  evaluations,  and  results  of 
other  audit  work  which  bear  upon  the 
effectiveness  of  the  contractor’s  purchas¬ 
ing  system.  See  4-1000  for  documenta¬ 
tion  requirements  when  relying  upon 
such  work. 

b.  Auditor’s  Role.  The  auditor  will  be 
responsible  for  the  timely  performance  of 
those  areas  specifically  assigned  by  the 
CPSR  team  captain. 

c.  Auditor  Performance  and  Supervi¬ 
sion.  The  auditor  will  be  responsible  for 
the  preparation  and  execution  of  detailed 
audit  programs  for  all  areas  assig^ned  by 
the  team  captain.  Technical  direction  will 
be  provided  by  an  audit  supervisor.  The 
team  captain  will  correlate  the  efforts  and 
monitor  the  accomplishments  of  the  au¬ 
ditor  and  other  team  members  to  the 
extent  necessary  for  effective  coordina¬ 
tion  of  the  overall  review.  During  the 
review,  the  auditor  should  discuss  audit 
findings  with  the  contractor  in  accor¬ 
dance  with  4-300.  After  the  auditor’s 
findings  and  recommendations  are  devel¬ 
oped,  they  will  be  reviewed  with  the  audit 
supervisor  and  furnished  in  draft  form  to 
the  team  captain  prior  to  completion  of 
the  in-plant  effort  of  the  CPSR  team,  to 
enable  the  team  captain  to  conduct  the 
exit  conference  writh  the  contractor. 

d.  Reports  and  Working  Papers.  The 
FAO  will  retain  the  detailed  working 
papers  covering  DCAA’s  part  of  the 
review,  and  submit  a  complete  written 
report  to  the  team  captain  settii^  forth 
the  findings  and  recommendations  in 
such  form  and  detail  as  required  for  the 
survey  report.  The  auditors  report  wdll 
be  formally  issued  by  the  appropriate 
audit  office  as  soon  as  possible  after  the 
exit  conference  with  the  contractor.  The 
team  captain  will  also  be  provided  with 
any  summary  schedules  and/or  copies  of 
working  papers  required  for  consolida¬ 
tion  of  statistical  data  or  as  additional 
supporting  documentation  for  the  survey 
file. 

e.  Differences  Between  Audit  and  ACO 
Personnel.  Differences  between  the  audi¬ 
tor  and  PSA,  or  other  ACO  personnel, 
with  respect  to  the  delineation  of  respon¬ 
sibilities,  policies,  procedures,  and  other 


requirements  related  to  the  CPSR  which 
cannot  be  resolved  locally  will  be  referred 
to  the  regional  office.  The  r^onal  office 
should  mso  be  informed  oi  any  differ¬ 
ences  between  the  auditor  and  the  team 
captain  relating  to  audit  findings,  conclu¬ 
sions,  and  recommendations. 

5-1302.4  Effect  of  CPSR  on  Peifwinance 
of  Audits 

a.  The  auditor  should  coordinate  and 
seek  agreement  from  the  ACO  and  PSA 
whenever  a  review  of  an  area  affecting 
the  CPSR  is  contemplated.  At  contractor 
locations  where  CPSRs  are  r^ularly  per¬ 
formed,  the  auditor  should  obtain  copies 
of  reports  and  memorandums  issued  by 
the  PSA  and  the  ACO.  Such  items  in¬ 
clude  the  CPSR  and  final  summary  re¬ 
ports  and  notifications  relating  to  the 
approval  of  the  contractor’s  purchasing 
system.  Based  upon  DCAA’s  prior  partic¬ 
ipation  in  the  Cj^R  and  a  review  of  these 
reports  and  documents,  the  auditor  will 
determine  the  extent  to  which  the  work 
performed  under  the  CPSR  meets  the 
audit  objectives  established  in  the  func¬ 
tional  areas  enumerated  in  6-300  for 
purchased  material  and  service  costs.  See 
4-1000  for  documentation  requirements 
when  relying  upon  the  work  of  others. 

b.  Where  the  scope  of  coverage  in  the 
CPSR  is  considered  sufficient  to  suf^rt 
a  conclusion  that  the  policies,  adminis¬ 
trative  procedures,  and  control  proce¬ 
dures  in  a  related  functional  area  are  well 
defined,  reasonable  in  concept,  and  effec¬ 
tively  implemented,  the  audit  program 
need  provide  for  only  minimum  subitan- 
tive  testing.  When  the  policies  and  proce¬ 
dures  are  not  adequate,  the  audit  pro¬ 
gram  should  provide  for  increased  sub¬ 
stantive  testing.  Perform  substantive  test¬ 
ing  and  verification  of  individual  trans¬ 
actions  in  the  functional  area  commensu¬ 
rate  with  the  degree  of  reliability  that  can 
be  placed  on  the  control  proc^ures.  In 
developing  tests  of  transactions,  the  audi¬ 
tor  should  consider  the  items  and  periods 
covered  by  the  CPSR  and  not  duplicate 
this  work. 

c.  Where  a  current  evaluation  of  a 
contractor’s  purchasing  system  is  needed 
for  audit  purposes  a.id  a  CPSR  has  not 
been  recently  performed,  the  auditor 
should  coordinate  this  need  with  the 
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ACO  and  should  give  due  consideration 
to  the  timing  and  scheduling  of  the  next 
CPSR  in  pluming  an  audit  of  purchased 
material  and  service  costs. 

d.  PCOs  may  make  requests  to  the 
auditor  for  information  pertaining  to  the 
adequacy  of  the  contractor’s  purchasing 
system  even  though  FAR  44.302  does  not 
r^uire  a  CPSR  at  the  contractor’s  loca¬ 
tion.  After  appropriate  coordination  with 
the  cognizant  ACO,  auditors  will  be 
responsive  to  such  requests.  The  results 
of  recent  activity  or  functional  surveys  or 
other  audits  can  serve  as  the  basis  for  the 
auditor’s  rroly.  However,  if  the  request 
from  a  PCO  is  in  eftect  a  request  for 
performance  of  a  CPSR  as  contemplated 
by  FAR/DFARS  44.3,  the  auditor  will 
refer  such  request  to  the  cognizant  ACO. 

5*1303  Contractor  Insnrance/Pension 
Review  Program 

Basic  audit  requirements  for  the  review 
and  evaluation  of  indirect  costs  are  found 
in  6-600,  with  additional  coverage  of 
insurance  and  pension  costs  in  7-500  and 
7-600  respectively.  DFARS  242-73  sets 
forth  the  requirements  (primarily  direct¬ 
ed  at  contract  administration)  for  con¬ 
ducting  a  Contractor  Insurance/Pension 
Review  (CIPR).  When  the  auditor  partic¬ 
ipates  in  a  CIPR,  appropriate  consider¬ 
ation  will  be  accorded  to  data  developi^ 
during  previous  audits  of  these  areas  in 
establishing  the  scope  of  audit  effort. 
Conversely,  the  results  of  the  CIPR 
should  be  fully  integrated  in  planning  the 
coverage  of  future  reviews  of  pension  and 
insurance  costs.  See  4-1000  for  documen¬ 
tation  requirements  when  relying  upon 
such  work. 

5-1303.1  luanuKc/Peasioa  Team 
Reviews 

a.  CIPRs  are  currently  performed  on  a 
formal  basis  under  the  leadership  of 
Defense  Contract  Management  Com¬ 
mand  (DCMC).  Section  28.3  of  DLA 
Manual  8105.1  provides  for  a  major 
review  of  the  insurance  and  pension 
programs  of  contractors  whose  annual 
government  sales  on  negotiated  prime 
contracts  and  subcontracts  issued  under 
government  prime  contracts  are  expected 
to  exceed  $10  million.  A  “major  review” 


consists  of  a  thorough  evaluation  of  a 
contractor’s  corporate  insurance  program 
and  pension  plan,  including  policies,  pro¬ 
cedures,  practices  and  costs,  to  determine 
whether  they  are  in  compliance  with  FAR 
provisions  and  pertinent  contract  clauses. 

b.  Reviews  may  also  be  made  of  the 
insurance  and  pension  programs  of  those 
contractors  that  do  not  meet  the  criteria 
established  for  a  major  review.  These 
reviews  may  be  performed  when  special 
insurance  or  pension  problems  require 
resolution  and  may  cover  such  areas  as 
insurance  on  government  property,  insur¬ 
ance  under  facilities  contracts,  reason¬ 
ableness  and  propriety  of  group  insur¬ 
ance  reserves,  and  recognition  of  unreal¬ 
ized  appreciation  of  assets  in  contractor 
pension  trusts.  In  this  connection,  FAO 
managers,  based  on  vulnerability/risk  as¬ 
sessment,  should  identify  contractor  loca¬ 
tions  ( 1 )  where  the  S 1 0  million  thresholds 
are  not  met  but  where  CIPRs  are  still 
necess^,  and  (2)  where  more  frequent 
than  biennial  CIPRs  are  necessary.  FAO 
managers  should  then  submit  a  request  to 
the  appropriate  E)CMD  CIPR  branch 
chief  in  time  for  his/her  consideration  in 
developing  the  initial  and  updated  CIPR 
schedules. 

c.  The  ACO  is  responsible  for  notifying 
the  contractor  of  pending  insurance  and 
pension  reviews  and  for  arranging  for  the 
contractor  to  furnish  information  re¬ 
quired,  such  as  a  schedule  of  insurance 
coverage,  copies  of  pension  plans,  and 
related  cost  information.  Recent  revi¬ 
sions  to  DLA  Manuals  8105.1  and  8105.3 
require  that  comizant  DCAA  R^ons  be 
sent  a  copy  of  the  DLA  CIPR  review 
schedules  for  each  fiscal  year  by  15 
September  and  an  update  to  the  schedule 
by  the  following  15  April.  DLAM  8105.3 
Im  been  ftirther  revised  to  require  that 
the  Insurance  Branch  Chief  wnte  to  the 
ct^izant  DCAA  field  audit  office  and 
ACO,  requesting  DCAA  participation  in 
the  CIPR.  A  designated  regional  repre¬ 
sentative  should  meet  with  DCMD  spe¬ 
cialists  to  verify  the  schedule. 

d.  To  ensure  timely  and  responsive 
DCAA  participation  in  CIPRs,  the  Re¬ 
gional  Special  Programs  Office  should: 

(1)  Obtain  and  maintain  a  current 
schedule  of  DCMD  CIPRs. 
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(2)  Meet  with  DCMD  specialists  to 
verify  the  CIPR  schedule  and  to 
ensure  that  DCAA  participation  is 
planned  and  requested. 

(3)  Notify  FAOs  of  scheduled  CIPRs 
and  their  expected  participation  in 
the  reviews* 

(4)  Notify  Headquarters,  PCD  if  any 
FAO  is  unable  to  participate  in  a 
scheduled  CIPR. 

(5)  Establish  procedures  for  monitor- 
ii^  the  progress  of  scheduled  re¬ 
views. 

e.  The  FAO  should  notify  the  ACO  if  it 
is  aware  of  any  contractor  who  meets  the 
DFARS  requirements  for  a  CIPR  but  has 
been  excluded  from  the  DCMD  schedule 
of  planned  CIPRs. 

f.  Reviews  are  conducted  by  joint 
teams  under  the  direction  of  a  DCMD 
Insurance/Pension  Specialist  (I/PS).  The 
team  will  normally  consist  of  the  I/PS, 
the  cognizant  auditor,  and  other  special¬ 
ists  required  in  the  circumstances.  The 
I/PS  serves  as  team  captain  and  is  re¬ 
sponsible  for  determining  the  overall 
review  scope,  making  assignments  to  the 
individual  team  members,  developing 
report  comments,  finding,  and  recom¬ 
mendations,  and  issuing  the  report  on  the 
CIPR.  The  rmrt  is  addressed  to  the 
cognizant  ACO,  with  a  copy  furnished 
the  auditor.  Upon  receipt  of  the  I/PS’s 
report,  the  ACO  is  then  responsible  for 
transmitting  it  to  the  contractor  for  reply. 

5-1303.2  Auditor  Partidpatioii  on  CIPR 
Teams 

CIPRs  will  be  performed  at  contractor 
locations  by  time  schedules  to  be  estab¬ 
lished  by  DCMDs.  When  a  field  audit 
office  receives  advice  of  a  scheduled 
CIPR,  one  auditor  will  be  assigned  to 
participate  as  a  team  member,  regardless 
of  the  size  of  the  team.  If  the  scheduled 
date  cannot  be  met  because  of  other 
urgent  priorities,  the  DCMD  office 
should  be  advised  accordingly  and  an 
alternative  date  sumested.  In  view  of  the 
interrelationship  of  auditor,  ACO  and 
I/PS  responsibilities  in  the  area  of  insur¬ 
ance  and  pension^  efforts  must  be  coor¬ 
dinated  very  carefully  to  avoid  duplica¬ 
tion.  While  the  scope  of  the  auditor’s 
program  should  be  responsive  to  the 
needs  of  the  ACO  and  the  I/PS,  it  ^ould 
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also  reflect  due  consideration  for  previ¬ 
ous  audit  experience  with  respect  to  these 
costs. 

a.  The  designated  DCAA  auditor  will 
participate  as  a  member  of  the  team, 
providing  advice  and  information  in  a 
separate  report  to  the  CIPR  team  captain 
ba^  on  the  analysis  of  the  contractor’s 
books,  accounting  records,  and  proce¬ 
dures.  As  a  minimum,  DCAA  participa¬ 
tion  in  the  performance  of  a  CIPR  should 
include  the  following: 

(1)  Meet  with  the  DCMD  CIPR  team 
members  before  commencing  field 
work  to  clearly  establish  the  effort 
DCAA  will  be  performing  and 
milestones  to  accomplish  the  ef¬ 
fort.  To  ensure  that  all  necessary 
audit  woik  is  performed  during  the 
CIPR,  the  scope  of  the  review 
should  be  established  and  coordi¬ 
nated  with  the  CIPR  team  captain 
prior  to  the  beginning  of  the  on-site 
review.  In  addition,  there  should 
be  a  documented  understanding 
between  the  team  captain  and  the 
DCAA  team  member  as  to  review 
responsibilities.  To  accomplish 
this,  the  auditor  p^icipating  in 
CIPRs  should  identify  those  audit 
steps  in  the  DCAA  standard  pen¬ 
sion  and  insurance  audit  progr^s 
that  should  be  covered  to  satisfy 
audit  needs.  After  identifying  the 
necessary  ste|»,  the  auditor  ^ould 
coordinate  with  the  team  captain 
to  determine  which  team  member 
will  perform  each  step.  While  spe¬ 
cific  team  responsibilities  may 
v^,  the  auditor’s  responsibilities 
will  generally  include  verification 
of  insuiance/pension  cost  to  the 
contractor’s  books  and  records  and 
an  evaluation  of  the  allocability 
and  reasonableness  of  the  claimed 
cost.  Reliance  should  be  placed  on 
the  work  of  other  team  member 
specialists  to  the  extent  appropri¬ 
ate  in  fulfilling  these  responsibili¬ 
ties. 

(2)  Attend  both  entrance  and  exit  con¬ 
ferences  with  the  contractor. 

(3)  Elevate  to  the  r^onal  audit  man¬ 
ager  any  differences  with  the  CIPR 
team  captain  with  respMt  to  the 
delineation  of  responsibilities,  pol- 
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icies,  procedures,  and  other  issues 
which  cannot  be  resolved  locally  by 
the  ACO  and  FAO  management. 
The  RSPM  should  also  be  notified 
of  coordination  problems. 

(4)  Issue  a  report  to  the  CIPR  team 
captain  detailing  the  findings  and 
recommendations  of  the  DCAA 
review. 

b.  Auditor  performance  and  supervi¬ 
sion  will  be  accomplished  in  accordance 
with  5- 1302.3c. 

c.  Reports  and  woridng  papers  will  be 
prepared  and  processed  in  accordance 
with  5-1 302.3d. 

5-1303 J  Effect  of  the  CIPR  on 
Sabaeqaent  Andhs 

a.  The  results  of  CIPRs  are  an  impor¬ 
tant  factor  in  determining  the  extent  to 
which  insurance  and  pensions  are  given 
audit  covet^e  under  Chapter  6,  7-SOO, 
and  7-600.  Ine  auditor  should  maintain 
appropriate  follow-up  on  prior  CIPR 
findings  and  recommendations  (see  14- 
504).  To  ensure  the  most  effective  use  of 
resources,  the  results  of  the  combined 
team  effort  should  be  the  only  formal 
review  of  insurance  and  pension  costs  for 
the  contractor’s  fiscal  years  covered  by 
the  review.  To  accom^ish  this,  all  re¬ 
quired  audit  effort  concerning  insurance 
■  and  pension  costs  for  the  fiscal  years 
covered  should  be  accomplished  during 
the  CIPR  (see  5-1303.2(aXl)). 


(1)  When  the  CIPR  discloses  that  the 
contractor’s  insurance  and  pension  pro¬ 
grams  are  reasonable  and  effectively 
maintained,  and  assuming  no  significant 
change  in  conditions  since  the  previous 
CIP^  the  audit  program  will  be  revised 
to  reflect  the  findi^  of  the  CIPR.  Con¬ 
versely,  when  sipificant  deficiencies  had 
been  disclosed  by  a  previous  CIPR,  the 
auditor  should  verify  corrective  action 
taken.  If  corrective  action  has  not  been 
accomidished,  the  auditor  diould  ascer¬ 
tain  the  reason(s)  for  inaction.  The  ACO 
should  be  advis^  and  the  audit  scope 
amropriately  adjusted. 

(2)  If  the  scope  of  the  previous  CIPR 
was  limited  and  did  not  provide  an 
adequate  basis  for  an  audit  conclusion  as 
to  the  allowability  of  the  costs  generated 
by  the  insurance  and  pension  areas  in 
their  entirety,  the  audit  progrm  stould 
provide  for  the  additional  review  neces¬ 
sary  to  accompli^  such  objective.  If 
circumstances  indicate  that  additional 
review  of  the  contractor’s  insurance  or 
pension  program  is  required,  the  ACO 
should  be  requested  to  initiate  the  review 
in  accordance  with  DEARS  242.7301(d) 
(see  5-1303.1b). 

b.  In  establishing  the  time  frame  for 
cyclic  audit  coverage  of  insurance  and 
pension  costs,  the  auditor  should  contact 
the  I/PS  to  ascertain  the  timing  of  future 
CIPRs.  The  planning  for  audit  coverap 
of  insurance  and  pension  costs  should  w 
coordinated  with  the  scheduled  CIPRs. 
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CHAPTER  6 

6JK)0  INCURRED  COSTS  AUDIT  PROCEDURES 


6-001  Scope  of  Chapter 

This  chapter  presents  general  guidance 
on  auditing  costs  incurred  under  the 
broad  types  of  contracts  and  functional 
areas  of  cost  incurrence.  Chapter  5  pro¬ 
vides  guidance  on  systems  and  internal 
control  structure  reviews;  Chapter  7  pro¬ 
vides  more  specific  guidance  on  auditing 
selected  areas  of  cost;  and  Chapter  8 
covers  specific  requirements  of  the  Cost 
Accounting  Standard  Board’s  rules,  re|u- 
lations  and  standards.  Section  6-100  in¬ 
cludes  midance  on  the  integration  of 
incurred  cost  audit  procedures  required 
by  Chapters  1  through  8. 

6-100  Section  1  —  Introduction  to 
Incurred  Cost  Andit  Objectives 

6-101  Introdnction 

a.  This  section  provides  introductory 
guidance  on  the  contract  audit  objectives 
and  approach  for  incurred  costs,  includ¬ 
ing  general  considerations  that  apply  un¬ 
der  all  types  of  contracts  and  for  all  cost 
categories. 

b.  In  conducting  incurred  cost  audits, 
observe  any  operations  security  (OPSEC) 
measures  required  by  current  I>oD  con¬ 
tracts  or  requests  for  proposals,  in  accor¬ 
dance  with  3-205. 

6-102  Andit  Objectives  and  Approach 
for  Incurred  Costs 

I  6-102.1  Andit  Objectives 

The  auditor’s  primary  objective  is  to 
examine  the  contractor’s  cost  representa- 

Itions,  in  whatever  form  they  may  be 
presented  (such  as  interim  and  final 
public  vouchers,  progress  payments,  in- 
curred  cost  submissions,  termination 
I  claims  and  final  overhead  claims),  and  to 
mipress  an  opinion  as  to  whether  such 
incurred  costs  are  reasonable,  applicable 
to  the  contract,  determined  under  gener¬ 
ally  accepted  accounting  principle  and 
cost  accounting  standaiw  applicable  in 


the  circumstances,  and  not  prohibited  by 
the  contract,  by  statute  or  regulation,  or 
by  previous  agreement  with,  or  decision 
of,  the  contracting  officer.  In  addition, 
the  auditor  must  determine  whether  the 
accounting  system  remains  adequate  for 
subsequent  cost  determinations  which 
may  be  required  for  current  or  future 
contracts.  The  discovery  of  fraud  or  other 
unlawful  activity  is  not  the  prim^  audit 
objective;  however,  the  audit  work 
should  be  designed  to  provide  reasonable 
assurance  of  detectiiu  abuse  or  illegal 
acts  that  could  significantly  affect  the 
audit  objective.  If  ill^al  activity  is  sus¬ 
pected,  the  circumstances  should  be  re¬ 
ported  in  accordance  with  4-700. 

6-102.2  Audit  Anaroach 

a.  Incurred  cost  audits  are  usually 
performed  on  a  contractor-wide  basis. 
This  approach  recognizes  the  efficiency 
of  addressing  the  adequacy  of  manage¬ 
ment  and  financial  systems  and  contr^ 
combined  with  transaction  testing  across 
all  business  activities  as  exposed  to  con¬ 
tract  by  contract  audits.  O^y  in  certain 
low-risk  situations  would  EjCAA  audit 
individual  contracts,  such  as  an  audit  of  a 
small-doUar  contract  at  a  multi-million 
dollar  corporation  where  the  small  con¬ 
tract  represented  the  company’s  only 
business  with  the  government. 

b.  For  major  contractors  and  contrac¬ 
tors  with  significant  n^otiated  firm- 
fixed  price  contracts,  reviews  of  relevant 
accounting  and  management  sterns  will 
be  performed  on  a  cyclical  basis  and  form 
the  foundation  for  determining  the  na¬ 
ture  and  extent  of  transaction  testing 
necessan  on  individual  incurred  cost 
audits.  See  Chapter  S  for  guidance  on 
reviews  of  contractor’s  intei^  o  ntrols. 

c.  For  non-major  contractors,  st^^arate 
audits  and  reports  on  individual  contrac¬ 
tor  accounting  and  management  syttems. 
may  not  be  necess^.  An  understanding 
of  the  contractor’s  internal  control  struc¬ 
ture  may  be  guned  at  the  time  of  the  final 
overhead  audit  or  during  individual  con¬ 
tract  audits.  The  auditors  understanding 
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of  the  internal  control  structure  gained 
from  these  audits  should  be  documented 
in  the  permanent  file.  (See  S-lll  for 
further  guidance  on  reviewing  internal 
controls  at  nonmajor  contractors.) 

d.  Regardless  of  the  audit  approach,  in 
all  audits  emphasis  will  be  on  determin¬ 
ing  the  over^  acceptability  of  the  con¬ 
tractor’s  claimed  costs  with  respect  to  (1) 
reasonableness  of  nature  and  amount;  (2) 
allocability  and  capability  of  measure¬ 
ment  by  ue  application  of  duly  promul¬ 
gated  Cost  Accounting  Standards  and 
generally  accepted  accounting  principles 
and  practices  appropriate  to  the  particu¬ 
lar  circumstances:  and  (3)  compliance 
with  applicable  cost  limitations  or  exclu¬ 
sions  as  stated  in  the  contract  or  the 
FAR. 

6-103  Audit  Scope 

a.  The  procedures  and  audit  midance 
presented  in  this  chapter  are  appBcable  to 
all  contract  audits.  However,  the  auditor 
must  exercise  professional  judgment  in 
selecting  ^ch  procedures  and  tech¬ 
niques  are  appropriate  in  the  circum¬ 
stances.  The  scope  of  work  necess^  is  a 
matter  of  audit  judgment  considering  the 
contract  auditing  and  reporting  standards 
in  the  context  of  a  vari^  of  factors 
which  might  be  involved  in  a  particular 
audit.  These  factors  are  discussed  in 
Chapter  3.  Additional  considerations  are 
the  Mandatory  Annual  Audit  Re9uire- 
ments  srtiich  are  intended  to  assist  in 
achieving  the  amiropriate  scope  of  audit 
(see  6-lM). 

b.  The  auditor  will  normally  integrate 
the  audit  procedures  required  by  Cop¬ 
ters  6,  7,  and  8  with  reviews  of  the 
contractor’s  policies,  procedures,  internal 
controls,  and  accounting  and  manage¬ 
ment  ^ems  required  by  Chapter  3. 
Also,  the  government  auditing  standards 
and  other  (nocedures  covered  by  Chap¬ 
ters  1  thrcHigh  4  apply  to  the  audit  of 
incurred  costs. 

6-104  Maodatory  AaBaal  Aadh 
Requlreiaeats 

Mandatory  Annual  Audit  R^uire- 
ments  (MAARs)  ate  basic  criteria  and 
procedures  necessary  to  comply  with  gov¬ 


ernment  auditing  standards  in  the  con¬ 
tract  audit  environment.  The  MAARs 
vary  greatly  in  purpose,  type  of  transac¬ 
tion  under  review,  and  time  frame  of 
accomplishment  (see  6-104.1).  Consider¬ 
ations  which  affect  the  applicability  or 
extent  of  effort  necessary  to  satisfy 
MAARs  in  particular  cases  are  discussed 
in  6-104.2  and  in  6-lSl. 

6-l(M.l  Classes  of  MAARs 

a.  As  shown  in  6-lSl,  the  MAARs  may 
be  groups  as  Permanent  File  Updates, 
Reconciliations,  Transaction  Tests,  and 
Special  Purpose. 

b.  Permanent  File' Updates  are  accom¬ 
plished  on  a  continuous  basis  as  audits 
are  performed  and  are  not  necessarily 
associated  with  a  single  contractor  fiscal 
year  or  exclusively  with  incurred  cost 
audit.  By  contrast.  Reconciliations  are  a 
preliminary  step  in  the  audit  of  incurred 
costs.  Transaction  Tests  are  always  his¬ 
torical,  but  need  not  be  deferred  until  the 
year  has  ended.  Special  Purpose  MAARs 
always  have  concurrent  implications.  For 
example,  the  composition,  though  not  the 
final  value,  of  the  various  indirect  aUoca- 
tion  bases  (MAAR  18)  may  be  estab¬ 
lished  well  in  advance  of  the  start  of  the 
fiscal  year. 

6-104.2  AcoompHshaeBt  of  MAARs 

a.  M^jor  Contractors.  MAARs  will  be 
performed  at  all  major  contractors  excrat 
when  such  work  will  fulflll  no  useful 
current  or  future  need  or  the  contractor 
has  no  costs  claimed  in  one  or  more  cost 
elements  related  to  specific  MAARs.  The 
performance  of  MAARs  should  not  be 
omitted  on  the  basis  of  materiality;  how¬ 
ever,  the  extent  of  audit  work  to  complete 
each  MAAR  must  be  adjusted  to  rmect 
appropriate  jud^ent  of  risk  and  signifi¬ 
cance.  Appropriate  considerations  in¬ 
clude:  (1)  amount  of  costs  claimed,  (2) 
results  of  prior  audits,  and  (3)  adequacy 
of  internal  controls.  A  MAARs  Ccmtnri 
Log  (DCAA  Form  764(>-24b)  is  required 
to  provide  summary  documentatkm  of 
the  MAARs  coveia^. 

b.  Nonmgjor  contractors.  MAARs  pn- 
formance  at  nonmqjor  oontracuws  is  dis- 
cretioruuy  depending  on  their  ^rplicabili- 
ty  and  materiality.  Unlike  major  contrac¬ 
tors,  there  is  no  presumption  that  all 
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MAARs  are  material.  Decisions  concern¬ 
ing  MAARs  performance  should  be  based 
on  sound  judgment  about  significance  of 
claimed  amounts  and  known  risk.  The 
reasons  underlying  a  decision  to  elimi¬ 
nate  a  MAAR  must  be  documented. 
Properly  completed  MAARs  Control 
Logs  normally  satisfy  this  requirement. 
The  MAARs  control  log  applicable  to 
contractors  having  between  $5  and  $40 
million  current  contractor  fiscal  year 
(CCFY)  dollars  is  DCAA  Form  7640- 
24a.  The  log  applicable  to  contractors 
having  under  $3  million  CCFY  dollars  is 
DCAA  Form  7640-24c. 

6-104J  AwUt  Mamgenent 
Coasidenudona 

Because  of  their  status  as  core  require¬ 
ments,  the  MAARs  provide  a  convenient 
framework  for  incurred  cost  audit  man- 
^ement.  Effective  audit  planning  must 
include  verification  of  the  existence  of 
prime  costs  (direct  labor  and  direct  mate¬ 
rials,  MAAR  6  and  13,  respectively)  as 
they  are  incurred  and  must  provide  for 
historical  cover^e  of  other  MAARs. 
MAARs  completion  dates  are  important 
milestones  in  monitoring  the  progress  of 
audits  of  incurred  costs. 

6-104.4  Reporting  ConsMcrations 

When  an  applicable  mandatory  annual 
audit  requirement  which  is  considered 
material  in  reaching  an  audit  opinion  is 
not  accomplished,  the  audit  report  will 
include  an  appropriate  scope  of  audit 
qualification  (see  10-504.  lb).  Audit  re- 
irarts  will  not  be  qualified  for  the  omis¬ 
sion  of  an  inapplicable  or  immaterial 
MAAR. 

6-105  General  Considerations 

The  following  sections  of  this  chapter 
provide  audit  guidance  on  various  types 


of  contracts  and  categories  of  direct  and 
indirect  costs.  However,  several  overall 
factors  must  be  considered  in  every  phase 
of  incurred  cost  audit  work.  Among  the 
more  significant  points  requiring  tiert- 
ness  and  special  emphasis  in  all  audit 
areas  are  the  following: 

a.  Contract  provisions  which  spraify 
unallowable  costs  or  cost  limitations. 
Consideration  must  be  given  to  the  costs 
properly  assignable  to  each  contract  (see 
3-202  for  guidance  on  briefing  contract 
provisions).  For  example,  losses  on  one 
contract  are  not  allowable  under  another 
contract.  Instances  of  contractor  viola¬ 
tion  of  the  requirement  to  properly  assign 
costs  to  contracts  should  be  reviewed  to 
determine  if  the  practice  is  reportable 
under  the  provisions  of  4-700  as  one 
involving  suspected  fraud  or  other  unlaw¬ 
ful  activities. 

b.  Contracts  for  major  defense  equip¬ 
ment  which  provide  for  recovery  of  a  pro 
rata  share  of  nonrecurrii^  costs  when  the 
contractor  sells  such  equipment  to  buyers 
outside  the  U.S.  Government  (see  5-203). 

c.  (barges  or  credits  of  an  unusual 
nature,  whether  or  not  recorded  on  the 
contractor’s  records. 

d.  Proper  reduction  of  contract  costs 
for  material  returns,  transfers,  credits 
and  discounts,  and  for  income  items 
which  can  more  properly  be  considered 
as  a  reduction  of  costs.  The  determina¬ 
tion  to  apply  such  credits  in  the  current 
or  in  prior  accounting  periods  will  de¬ 
pend  upon  the  period  to  which  the  item 
relates,  the  significance  of  the  item,  and 
other  related  factors,  including  for  each 
period  the  ratio  of  government  woric  to 
other  work  of  the  contractor,  and  the 
contract  types  in  effect. 
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S'!  SI  Supfdeiiieiit  Schedule  of  Mandatoiy  Annual  Audit  Requirements  (MAARs) 

Number  and  Title  Classification  Objectives  Purpose  Reference 

IS.  Indirect  Cost  Reconciliation  Review  the  current  year’s  indirect  To  identify  changes  in  cost  6-608.2c(2) 

Comparison  with  prior  Years  cost  accounts  and  prior  years’  accounting  practices, 

and  Budgets  costs  and  budgetary  estimates.  reclassifications  of  costs,  and  areas 
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6-200  Section  2  —  Special  Considerations  in  Audit  of  Selected  Contract 

Types 


6-201  Introduction 

This  section  states  guidance  and  spe¬ 
cial  considerations  in  the  audit  of  select¬ 
ed  contract  types. 

6-202  Costs  Before  Contract  Date, 
After  Completion,  or  Over  Contract 
Amount 

This  para^ph  states  guidance  for  the 
review  of  reimbursement  vouchers  cover¬ 
ing  precontract  costs,  costs  incurred  after 
completion  or  delivery  dates  specifted  in 
a  contract,  or  costs  incurred  in  excess  of 
the  contract  amount. 

6-202.1  Basis  for  Detenriniim 
Allowability  Precontract  Costs 

Precontract  costs  are  defined  in  FAR 
31.205-32.  Such  costs,  which  otherwise 
meet  the  tests  of  allowability,  may  be 
approved  for  reimbursement  by  the  audi¬ 
tor.  If  the  precontract  costs  are  subject  to 
an  advance  agreement,  the  auditor 
should  determine  whether  the  costs  in¬ 
curred  meet  the  conditions  of  the  agree¬ 
ment.  However,  if  there  is  no  advance 
agreement,  the  auditor  should  ascertain 
whether  the  precontract  costs  meet  all  the 
tests  of  FAR  3 1 .205-32  and  are  allowable 
to  the  same  extent  they  would  have  b^ 
allowable  if  incurred  after  the  effective 
date  of  the  contract.  The  auditor  should 
obtain  the  assistance  of  the  Plant  R^re- 
sentative/ACO  and,  where  appropriate, 
the  PCO  in  reaching  this  decision  when¬ 
ever  necessary  to  dari^  the  facts  and 
conditions  for  incurring  precontract 
costs. 

6-202.2  PraoeduK  Where  Term  of 
Contract  PerfcnnuMC  Pmiod  Is  ExpUdt 

A  contract  may  provide  that  it  expires 
on  a  specified  date,  unless  terminated 
before  that  date,  and  obliyates  the  con¬ 
tractor  to  devote  a  speafied  level  of 
effort  for  a  stated  time  period  (see  FAR 
16.306(dX2)  and  FAR  ».249-^a)].  The 
auditor  shall  not  approve  for  reimburse¬ 
ment  any  costs  incurred  by  the  contractor 
subsequent  to  the  expiration  date  stated 


in  the  contract,  or  in  excess  of  contract 
limitations. 

6-202 J  Procedare  Where  Contract 
Specifies  a  Completioa  or  Delivered 
Prodact 

A  completion  or  delivered  product 
specified  in  a  cost-type  contract  normally 
commits  the  contractor  to  complete  and 
deliver  the  specified  product  within  the 
estimated  cost.  In  the  event  the  work 
caimot  be  completed  within  the  estimat¬ 
ed  cost,  the  ^vemment  may  r^uire 
more  efibrt  without  an  increase  in  fee 
[see  FAR  16.306(dKl)].  Also,  under  FAR 
52.246-6(a),  the  contracting  officer  could 
terminate  the  contract  prior  to  full  expen¬ 
diture  of  the  estimate  cost.  However, 
unless  the  contract  is  terminated,  or 
exceeds  stated  contract  limitations,  the 
contractor  is  normally  obligated  to  con¬ 
tinue  to  perform  under  the  contract  up  to 
the  estimated  total  contract  cost. 

6-202A  Costs  in  Excess  of  Contract 

Amount 

The  auditor  will  not  approve  any  costs 
claimed  by  the  contractor  in  excess  of  the 
estimated  total  amount  stipulated  in  the 
contract.  Such  excess  costs  will  be  disap¬ 
proved  by  the  issuance  of  a  DCAA  Form 
1. 

6-203  Credits  and  Refhnds  on  Cost- 
Type  Contracts 

This  paragraph  states  the  procedures  to 
be  used  (1)  in  adjusting  allowable  con¬ 
tract  costs  for  applicable  credits,  and  (2) 
for  the  collection  and  disposition  of  such 
credits  which  are  refimded  by  the  con¬ 
tractor.  Deduction  for  General  Account¬ 
ing  Office  notices  of  exception  is  covered 
in  6-909. 

6-203.1  General  Andtt  Policy 

A  complete  listing  of  types  of  credits  is 
not  practicable;  however,  some  examples  I 
of  miscellaneous  income  items  and  other 
credits  are  discussed  in  6-608.2d(5). 

a.  It  is  not  anticipated  that  any  m^jor 
difficulties  will  ordinarily  be  encountered 
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in  making  the  necessary  accounting  ad¬ 
justments  to  allowable  contract  costs  for 
the  applicable  credits  and  refunds  dis¬ 
cussed  in  this  section.  In  a  few  cases, 
however,  because  of  the  timing  of  disclo¬ 
sure  or  receipt  of  these  credits,  special 
procedures  may  be  necessary  which  are 
discussed  in  detail  in  this  section. 

b.  The  contractor’s  accounting  proce¬ 
dures  should  provide  for  periodic  review 
and  the  processing  of  equitable  adjust¬ 
ments  to  operating  cost  to  cover  miscella¬ 
neous  income  items  and  credits,  such  as 
wages;  unclaimed  deposits  for  tools,  safe¬ 
ty  equipment  or  clot^g;  unclaimed  pay¬ 
roll  d^uctions  for  purchases  of  U.S. 
Savings  Bonds;  and  unpresented  checks 
other  than  payroll.  Payment  of  these 
funds  to  the  state  under  escheat  laws 
constitutes  an  actual  expenditure  and 
satisfies  the  refund  requirement.  Where 
no  escheat  laws  are  applicable,  <x>nsider- 
ation  must  be  given  to  the  ownership  of 
the  credits  and  unclaimed  items  to  deter¬ 
mine  whether  an  adjustment  is  to  be 
made.  The  government  is  not  entitled  to 
credits  attnbutable  to  amounts  paid  by 
employees  or  withheld  from  their  salaries 
if  the  amounts  were  not  initially  charged 
either  directly  or  indirectly  to  the  cost  of 
government  contracts  and,  accordingly, 
not  reimbursed  by  the  government.  If 
amounts  were  initially  ch^ed  to  opera¬ 
tions  and  equitably  shared  by  the  govern¬ 
ment,  adjustments  should  be  reflected 
either  in  an  income  account  which  is 
deducted  from  an  applicable  indirect  cost 
category  or  else  as  a  deduction  directly  to 
the  account  originally  charged.  Where  a 
contractor  is  engaged  in  work  under 
government  flexibly-priced  contracts  on  a 
relatively  consistent  basis,  the  foregoing 
periodic  adjustment  procedure  should 
normally  result  in  suitable  consider¬ 
ation  of  these  credit  items.  Where,  how¬ 
ever,  such  consistency  is  not  present, 
consideration  should  be  given  to  the 
direct  costiim  of  si^ificant  credits  and 
refunds  to  the  specific  contracts  under 
which  they  were  generated  as  the  best 
means  of  ensuring  that  the  government 
obtains  the  full  bmefits  to  which  it  is 
entitled. 

c.  As  an  alternate  to  the  adjustment  of 
costs  for  credits  and  refunds,  the  contrac¬ 
tor  may  refund  the  amount  by  a  check. 
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drawn  to  the  order  of  the  Treasurer  of  the 
United  States.  This  procedure  is  in  fact 
required  when  the  refund  applies  to  a 
contract  that  has  been  financially  settled 
since,  as  a  condition  precedent  to  final 
settlement  of  a  contract,  the  contractor  is 
required  to  execute  an  assignment  of 
cr^its,  refunds,  and  rebates.  Such  assign¬ 
ment  provides  that  credits,  refunds,  and 
rebates,  whatever  their  origin,  attribut¬ 
able  to  contracts  which  have  b^n  finan¬ 
cially  settled,  should  be  refunded  by  the 
contractor  to  the  government  by  check 
drawn  to  the  order  of  the  Treasurer  of  the 
United  States.  The  refund  check,  together 
with  the  details  pertaining  to  the  transac¬ 
tions,  shall  be  submitted  by  the  contrac¬ 
tor  to  the  AGO  Iw  the  provisions  in  the 
Assignment  of  Credits,  Refimds,  and 
Rebates. 

6-203.2  Processing  AOjnstnKats  for 
Credits  and  Refin^ 

a.  During  the  period  of  contract  perfor¬ 
mance,  credit  adjustments  made  in  the 
contractor’s  accounting  records  as  a  de¬ 
duction  from  reimbursable  contract  costs 
will  normally  be  reflected  in  public 
vouchers  submitted  for  that  same  ^riod. 

b.  In  the  event  the  contractor  r>ils  to 
make  the  necessary  deductions  froui  cur¬ 
rent  contract  costs  for  applicable  credits 
or  to  make  refunds  therefor,  the  auditor 
shall  effect  recovery  by  the  issuance  of 
DCAA  Forms  1  and  deduct  the  amounts 
from  current  reimbursement  claims. 

c.  When  the  credits  cannot  be  recov¬ 
ered  by  deductions  from  the  public 
vouchers  to  which  they  would  normally 
pertain  and  the  contractor  declines  to 
make  a  refund,  the  auditor  will  process  a 
DCAA  Form  1  set-off  deduction  from  the 
public  voucherfs)  submitted  by  the  con¬ 
tractor  under  any  other  cost-reimburse¬ 
ment  type  contracts  under  the  auditor’s 
cognizance.  The  DCAA  Form  1  should 
show  the  contract  and  appropriation  to 
which  the  credit  is  applicwle.  However, 
it  slrould  be  noted  that  where  a  contract 
so  provides,  public  vouchers  payable  to 
an  assignee  may  not  be  subject  to  reduc¬ 
tion  or  setoff  for  any  indebtedness  of  the 
assignor  arising  independoitly  of  the  as¬ 
signed  contract. 

d.  In  those  cases  where  the  applicable 
contract  is  closed  and  collection  of  cred- 
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its  cannot  be  effected  by  the  auditor 
under  any  of  the  procedures  in  subpara¬ 
graphs  a.  througji  c.  above,  a  report 
should  be  made  to  the  AGO.  The  report 
will  identify  the  contracts,  the  amount  of 
the  credits,  their  origin,  and  state  the 
reasons  why  recovery  cannot  be  accom¬ 
plished  by  &e  auditor  through  refund  or 
deduction. 

6-2033  DispositkMi  at  Refmids  Paid  by 
Checks 

The  auditor  should  generally  not  ac¬ 
cept  checks  from  contractors  for  credits 
due  the  government.  Contractors  should 
be  advisM  to  submit  such  checks  directly 
to  the  paying  office,  with  a  copy  to  the 
ACO,  together  with  a  copy  of  the  details 
comprising  the  credit,  such  as  the  listing 
prescribed  in  6-203.4c.,  which  should 
avee  in  total  with  the  amount  of  the 
check.  Any  checks  received  by  the  audi¬ 
tor  should  be  transmitted  immediately  to 
the  ACO  together  with  the  required  list¬ 
ing. 

6-203,4  Special  Prooedares  for 
Undaimed  Wages,  Undaiiaed  Deposits, 
and  UnpicaeiiM  Cbecks 

a.  Where  the  balances  of  unclaimed 
payroll  deductions  for  U.S.  Savins 
Bonds  are  insufficient  to  purchase  bonds. 
Treasury  Department  instructions  per¬ 
mit,  but  do  not  require,  contractors  to 
transfer  the  balances  to  the  Treasury 
Department  to  be  held  in  custody  for  the 
account  of  the  employees  concerned. 
Unless  the  contractor  makes  these  trans¬ 
fers,  such  amounts  will  be  included  in  the 
cost  adjustments  described  below. 

b.  Many  states  have  enacted  escheat 
laws  governing  the  disposition  of  un- 
claimM  wages,  unclaim^  deposits,  and 
unpresented  checks  after  the  expiration 
of  stated  periods  of  time.  Escheat  laws 
generally  provide  for  payment  of  these 
unclaimed  amounts  to  the  state.  This 
subject  has  resulted  in  some  confusion 
and  several  court  cases,  particularly  in 
r^ard  to  disposition  of  these  items  where 
the  creditor  and  debtor  are  located  in 
different  states.  It  has  now  been  deter¬ 
mined,  however,  that  the  Federal  govern¬ 
ment  is  entitle  to  recover  such  un¬ 
claimed  amounts  only  if  (1)  they  repre¬ 
sent  sums  due  to  persons  or  firms  whose 
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last  known  addresses  were  in  states  which 
do  not  have  escheat  laws,  and  (2)  if,  in 
addition,  the  escheat  law  of  the  state  in 
which  the  contractor  is  located  does  not 
provide  for  the  payment  of  the  amounts 
to  its  own  (state)  account.  Accordingly, 
where  the  auditor  ascertains  credits  are 
due  the  goverrunent  under  the  foregoing 
criteria,  he  or  she  will  discuss  the  matter 
with  the  contractor  and  ensure  that  ad¬ 
justments  or  refunds  are  made  by  the 
contractor  or  that  DCAA  Forms  1  are 
issued  for  the  applicable  amounts. 

c.  At  the  time  credit  adjustments  or 
refunds  are  processed,  the  contractor  will 
prepare  and  retain  separate  listings  of  the 
former  employees  entitled  to  the  un¬ 
claimed  amounts,  and  of  the  payees  of 
unpresented  chec^  which  are  covered  by 
the  credit  adjustment  or  refund.  The 
listings  must  be  in  sufficient  detail  to 
permit  audit  verification  of  each  named 
payee  in  the  event  claims  are  made  to  the 
government  at  a  later  date  by  virtue  of 
subsequent  payments.  These  lists  will  be 
verified  by  the  auditor  on  a  selective  test 
basis  as  deemed  appropriate.  Separate 
lists  will  be  submitted  for  each  category 
of  unclaimed  items  and  for  unpresented 
checks. 

d.  Subsequent  to  the  government’s  re¬ 
covery  from  contractors  for  unclaimed 
wages,  unclaimed  deposits,  and  unrepre¬ 
sented  checks,  claims  may  be  made  by 
the  persons  entitled  to  such  funds.  These 
claims  should  be  presented  to  the  con¬ 
tractor  and  not  to  the  government,  as  the 
latter  has  no  contractual  relationship 
with  the  claimants. 

e.  In  the  case  of  reimbursements 
claimed  by  contractors  for  a^  payments 
made  to  such  persons,  a  certified  invoice, 
valid  receipt  of  the  payee,  and  any  other 
pertinent  information  must  be  submitted 
with  the  claim  to  identify  the  payment 
with  the  applicable  item  on  tlw  listing 
mentioned  in  6-203.4c.  In  such  instances 
the  amounts  claimed  will  be  cross-refer¬ 
enced  to  the  public  vouchers  from  which 
the  credit  deduction  was  initially  made 
and,  after  verification,  will  be  an>roved 
by  the  auditor  for  reimbursement. 

f.  In  the  event  that  the  contract  to 
which  the  claim  relates  has  been  finan¬ 
cially  settled,  the  contractor’s  claim,  to¬ 
gether  with  the  documentation  described 
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in  subparamph  c.  above,  should  be 
submitted  aAer  veriflcation  and  approval 
by  the  auditor,  to  one  of  the  following  as 
appropriate: 

Finance  Center,  U.S.  Army,  Attn: 
FINCS,  Indianapolis,  Indiana  46249;  or 
U.S.  Navy  Finance  Center,  Accounts 
Receivable  and  Claims  Division,  Code 
FR.  Washington,  D.C.;  or  Finance  Offi¬ 
cer,  Air  Force  Accounting  and  Finance 
Center,  Symbo.  CF,  Denver,  Colorado: 
or  as  required  by  the  department  or  offi<% 
that  placed  the  contract. 

6-2<M  Time  and  Material  Contracts 

6-204.1  General  POlky 

a.  Time  and  material  (T&M)  contracts 
(which  term  as  used  herein  includes  sub¬ 
contracts)  provide  for  the  procurement  of 
supplies  or  services  on  the  basis  of  (1) 
direct  labor  hours  at  specified  fixed  hour¬ 
ly  rates  (which  rates  include  direct  labor, 
indirect  costs,  and  profit)  and  (2)  materi¬ 
al  at  cost.  Material  handling  costs  may  be 
included  in  the  charge  for  “material  at 
cost,”  when  it  can  be  demonstrated  that 
they  were  not  included  in  the  overhead 
factor  of  the  hourly  rate  to  be  applied  to 
direct  labor. 

b.  The  basic  auditing  procedures  in 
Chapter  6  wiU  be  applied,  as  appropriate, 
to  audit  of  time  and  material  contracts. 
The  guidelines  of  Chapter  9  should  be 
used  in  the  evaluation  of  proposak  for 
time  and  material  contracts.  Ib  addition 
to  the  foregoing,  the  audit  pn^nm 
should  include  the  considerations  dis¬ 
cussed  below. 

6-204.2  Aadit  of  T«M  Labor  Costs 

a.  General.  An  important  prerequisite 
to  the  audit  of  labor  (salaries  and  wages) 
is  a  ^xxl  understanding  of  the  contract 
clauses  relating  to  the  classes  of  labor  and 
types  of  operations  to  which  the  contrac- 
tiuU  rates  apply.  Since  the  contract  labor 
rates  include  indirect  labor,  indirect 
costs,  and  profit,  only  the  hours  of  work¬ 
ers  performing  labor  directly  related  to 
the  item  produced  or  service  rendered 
wiQ  be  considered  to  be  direct  labor.  The 
basis  upon  which  the  direct  labor  hours 
are  computed  and  charged  must  be  ac¬ 
ceptable  and  subject  to  audit  verification. 
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Arbitrary  or  unsupported  allocations  of 
direct  labor  will  not  be  acceptable. 

b.  Classes  of  Labor.  Unless  otherwise 
specified  in  the  contract,  the  direct  labor 
charged  by  the  contractor  should  include 
only  that  which  is  consistently  classified 
as  direct  labor  with  its  r^ularly  estab¬ 
lished  practice  and  is  consistent  with  the 
labor  so  classified  in  the  proposal  upon 
which  the  contract  was  n^otiated. 

(1)  Wages  of  personnel  such  as  clerks, 
material  handlers,  receiving  or  shipping 
personnel,  stockroom  employees,  tool- 
crib  attendants,  janitors,  maintenance 
men,  packers,  contact  men,  and  expedit¬ 
ers,  as  generally  defined  within  the  trade, 
are  not  acceptable  as  direct  labor  unless 
specifically  authorized  in  the  contract. 

(2)  The  time  of  partners,  officers,  or 
supervisors  is  not  acceptable  as  direct 
labor  unless  specifically  authorized  in  the 
contract.  In  such  event,  the  time  of  the 
individual  must  be  properly  recorded  and 
subject  to  audit  verification. 

(3)  Where  septate  rates  are  not  estab¬ 
lished  for  the  various  skill  levels,  the  time 
of  apprentices  and  learners  as  a  direct 
ch^e  normally  should  be  limited  to  the 
ratio  of  such  time  considered  in  the 
development  of  the  hourly  rate  included 
in  the  contract.  Disproportionate  use  of 
lower  paid  employees  will  be  promptly 
brought  to  the  attention  of  the  contract¬ 
ing  officer. 

c.  Overtime.  Only  the  hours  actually 
worked  are  acceptable  whether  r^ular  or 
overtime.  Overtime  hours  will  not  be 
converted  to  a  larger  number  of  r^^ar 
hours  to  compensate  for  any  overtime 
premium  payments,  nor  will  the  rates 
charged  for  overtime  hours  be  increased 
unless  the  contract  so  provides. 

d.  Floor  Qiecks.  Floor  checks  will  be 
made  to  determine  that  direct  employees 
are  actually  present  and  working  on  the 
job  and  that  their  time  is  being  properly 
charged.  The  contractor’s  S3^em  of  inter¬ 
nal  control  should  provide  for  such 
checla.  Therefore,  the  frequency  and 
8co(w  of  floor  checks  performed  by  the 
auditor  will  be  determined,  in  lai]e^  mea¬ 
sure,  by  the  frequency  and  effectiveness 
of  similar  checks  performed  by  the  con¬ 
tractor  (see  6-400). 
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6-2043  Material  Costs 

The  material  costs  should  be  audited 
by  the  terms  of  the  contract  and  the 
procedures  in  6-300.  While  all  such  pro¬ 
cedures  are  applicable,  care  should  be 
taken  to  ascertain,  when  appropriate,  (1) 
that  the  method(s)  of  determining  mate¬ 
rial  costs  is  consistent  with  the  factors 
included  in  the  determination  of  labor 
rates,  (2)  that  all  applicable  discounts  or 
expense  credits  have  been  included,  (3) 
that  subcontract  billings  do  not  exce^ 
rates  for  such  work  regularly  agreed  upon 
between  the  contractor  and  subcontractor 
unless  speciflcally  authorized  by  the  con¬ 
tracting  officer  or  terms  of  the  contract, 
and  (4)  that  appropriate  accoimting  (and 
credit)  has  been  accomplished  on  unser¬ 
viceable  parts,  excess  inventory  and 
scrap. 

6-205  Technical  Service  Contracts 

6-205.1  Introdoctimi 

Technical  service  contracts  provide  for 
the  contractor  to  furnish  personnel  and 
other  services  for  the  performance  of  the 
work  specified  in  the  contract,  with  reim¬ 
bursement  for  such  services  usually  on 
the  basis  of: 

a.  A  fixed  rate  per  hour,  day,  or  month 
for  the  services  of  the  assigned  techni¬ 
cian,  which  sum  may  vary  depending  on 
whether  the  technician  is  on  domtstic  or 
foreign  duty.  Such  fixed  rate  should  nor¬ 
mally  provide  for  treatment  of  nonwork¬ 
ing  time  (i.e.  vacations,  illnesses,  etc.). 

b.  An  allowance  for  subsistence  and 
housing  at  either  actual  costs,  if  reason¬ 
able,  or  at  specified  fixed  per  diem  rates, 
subject  to  modification  when  subsistence 
or  quarters  are  furnished  by  the  govern¬ 
ment. 

c.  The  cost  of  transportation  to  and 
return  from  the  duty  station  as  well  as 
transportation  while  at  the  duty  station 
incident  to  the  performance  of  the  con¬ 
tract.  Cost  of  employee  dependents  will 
not  be  at  any  additional  cost  to  govern¬ 
ment. 

d.  The  aUowable  cost  of  such  other 
items  as  are  expressly  provided  for  in  the 
contract. 
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6-205.2  Audit  Responsibility 

a.  Audits  will  be  performed  on  those 
contracts  that  specifically  provide  for 
audit  determinations  or  m  response  to 
specific  requests  made  by  the  procuring 
activity.  In  some  cases,  the  provisions  for 
audit,  or  the  submission  of  reimburse¬ 
ment  claims  for  audit,  will  be  limited  to 
certain  items  as  designated  under  the 
contract. 

b.  When  audits  are  required,  arrange¬ 
ments  for  assist  audits  required  to  deter¬ 
mine  the  propriety  and  reasonableness  of 
cost  will  be  the  responsibility  of  the 
auditor  at  the  prime  contract  location. 

c.  When  technical  service  contracts 
represent  substantial  values,  normal  au¬ 
diting  procedures  should  provide  for  a 
determination  that  the  contractors’  pro¬ 
cedures  for  costing  the  performance  of 
the  technical  services  are  consistent  with 
the  cost  objectives  considered  in  negoti- 
atiM  the  billing  rate.  For  example,  if  a 
staff-month  billing  rate  provides  for  in¬ 
clusion  of  vacation  or  other  leave  as 
properly  billable  time,  amounts  for  these 
leave  aUowances  for  other  direct  employ¬ 
ees  should  not  be  included  in  the  over¬ 
head  used  for  determining  the  staff- 
month  rate  and  all  such  leave  should  be 
included  in  the  labor  base.  Further,  the 
overhead  expense  factor  included  in  the 
staff-month  rate  should  represent  a  rea¬ 
sonable  offsite  rate  which  will  include 
only  those  expenses  applicable  to  the 
offsite  operation. 

6-2053  Audit  Reports 

Reports  will  be  issued  in  accordance 
with  the  applicable  section  of  Chapter  10 
and  will  be  fully  re^nsive  to  the  specific 
requests.  In  addition,  reports  should  be 
issued  without  a  request  whenever  the 
auditor  encounters  information  which 
would  be  of  value  in  the  administration 
of  the  contract  or  in  the  negotiating  of 
contract  prices. 

6-206  Undenms,  etc.  on  Incentive 
Contracts 

a.  In  those  instances  where  the  actual 
costs  vary  widely  from  the  estimated 
costs  which  were  considered  in  setting  the 
target  cost,  the  report  sho'-'l  contain 


DCAA  Contract  Audit  Manual 


January  1995 


specific  coverage  as  to  the  cost  element 
and  reasons,  if  discernible,  for  the  vari¬ 
ance.  Hie  following  are  some  of  the  areas 
which  may  cause  major  deviations  be¬ 
tween  actual  and  estimated  costs. 

(1)  Changes  in  the  “Make-or-Buy”  pat¬ 
tern  of  major  components. 

(2)  Changes  in  the  cos',  accounting 
system  including  basis  for  allocation  of 
indirect  expenses.  If  the  contractor  is 
required  to  comply  with  the  Cost  Ac¬ 
counting  Standards  Board’s  rules,  regula¬ 
tions,  and  standards,  the  auditor  should 
refer  to  Chapter  8. 

(3)  Provision  for  contingencies  which 
did  not  materialize  such  as  forecasted 
increases  in  the  cost  of  raw  materials; 
anticipated  union  demands;  or  antici¬ 
pated  increases  in  costs  of  major  compo¬ 
nents  and  royalties. 

(4)  Engineering  changes  which  resulted 
in  extraordinary  and  unanticipated  re¬ 
ductions  in  costs. 

(5)  Overstatements  of  important  ele¬ 
ments  of  cost  during  the  initial  price 
negotiations  due  to  subsequent  develop- 
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ments  which  were  not  foreseen  by  either 
the  contractor  or  the  government. 

(6)  Overstatements  of  important  ele¬ 
ments  of  cost  due  to  defective  pricing  (see 
14-1(X)). 

b.  It  is  not  intended  tha'  he  auditor 
make  a  detailed  analysis  i  the  entire 
amount  of  the  underrun  or  an  evaluation 
of  the  adequacy  of  the  initial  price  negoti¬ 
ations.  Audit  proems  should,  however, 
be  designed  to  bring  any  items  of  signifi¬ 
cance  mentioned  in  the  preceding  para¬ 
graph  to  light  at  the  earliest  practicable 
time.  If  the  items  disclosed  have  a  mate¬ 
rial  effect  on  the  relationship  of  actual 
costs  to  target  costs,  they  should  be 
brought  to  the  attention  of  the  contract¬ 
ing  officer.  Items  which  involve  apparent 
defective  pricing  or  indicate  a  need  for 
voluntary  price  adjustments  will  be  re¬ 
ported  sep^tely  as  provided  in  14-100 
and  4-80X  respMtively.  A  reference  to 
such  reporting  will  be  included  in  the 
report  on  the  finalization  of  price  of  the 
incentive  type  contract;  all  other  matters 
will  be  reported  in  detail  as  provided  in 
6-205.3. 
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6-300  Section  3  —  Audit  of  Incnrred  Material  Costs  and  Purchased  Serrices 
6-301  Introduction 


This  section  presents  audit  guidance 

I  and  procedures  for  the  review  and  evalu¬ 
ation  of  direct  and  indirect  material  costs 
and  purchased  services.  The  guidelines 
relate  to  the  review  of  the  following 
functional  areas:  material  costs  account¬ 
ing;  physical  inventories  and  adjust¬ 
ments;  scrap,  spoila^,  excess,  and  obso¬ 
lescence;  determination  of  requirements; 
make  or  buy  decisions;  purchasing  and 
subcontracting  receiving  and  inspection; 
storing  and  issuing;  and  intracompany 
transfers. 

6-302  Audit  Objectives 

a.  The  auditor’s  examination  of  trans¬ 
actions  and  procedures  in  the  functional 
areas  discussed  in  6-301  must  be  suffi¬ 
cient  to  support  an  opinion  on  the  allow¬ 
ability,  allocability,  and  reasonableness 
of  costs  chafed  to  the  contract.  In  per¬ 
forming  this  overall  test,  determine 
whether  the  material  was: 

(1)  needed  for  the  contract 

(2)  chai]^ed  and  billed  in  a  reasonable 
relationship  to  its  use  in  the  manufactur¬ 
ing  process 

(3)  considered  properly  for  make  or 
buy 

(4)  purchased  in  reasonable  quantity 

(S)  purchased  at  a  prudent  price 

1(6)  used  on  the  contract 

(7)  in  compliance  with  contract  terms 
and  CAS  (particularly  CAS  402  and  41 1) 
(8)  accounted  for  properly  as  to  initial 
ch^e,  transfer  in  or  out,  and  residual 
value. 

b.  Also  be  alert  for  restraints  on  compe¬ 
tition  attributable  to  a  contractor’s  direc- 
toi(s)  having  an  interest  in  a  supplier  or 
subcontractor  (interlocking  directorates). 
Any  suspicion  of  preferential  treatment 
(such  as  indications  of  conflicts  of  inter¬ 
est,  unwarranted  sole-source  purchase, 
or  kickbacks)  should  be  reviewed  for 
possible  reporting  under  4-700. 

c.  Reviews  in  this  area  can  be  lued  to 
satisfy  mandatory  annual  audit  require- 
ments  related  to  the  applicable  portions 
I  of  updating  the  internal  control  audit 


planning  summary  (No.  1),  adjusting  I 
entries/exception  reports  for  purchased 
services  and  material  costs  (No.  11), 
auditable  subcontracts/assist  audits  (No. 
12),  and  the  existence/consumption  of 
purchases  (No.  13). 

6-303  Scope  of  Andit 

a.  Many  different  functional  areas 
comprise  contractor  Material  Manage¬ 
ment  and  Accounting  Systems  (MMAS).  I 
Audit  objectives  and  guidelines  for  each 
of  the  major  MMAS  functional  areas  are 
discussed  throughout  the  remainder  of 
this  section  and  in  S-7(X).  Generally,  the  I 
audit  scope  will  address  whether 

(1)  the  contractor  has  established  ap¬ 
propriate  policies,  procedures,  and  con¬ 
trols 

(2)  whether  the  contractor  consistently 
follows  established  policies,  procedures, 
and  controls 

(3)  whether  material  and  related  costs 
are  allowable,  allocable,  and  reasonable. 

The  scope  of  audit  in  any  of  these  areas 
will  consider  reliance  that  can  be  placed 
on  the  work  of  others  (4-1000).  Particular 
consideration  should  be  given  to  adjust, 
when  appropriate,  audit  scope  to  give 
consideration  for  adequate  contractor 
demonstrations  and  audits  performed 
under  DFA^  242.72  or  244. 

b.  Chapter  S  presents  guidance  for 
evaluating  a  contractor’s  policies,  proce¬ 
dures,  and  related  intemid  controls.  The  i 
government  expects  all  contractors  to 
have  adequate  controls  to  ensure  system 
and  data  integrity.  The  auditor’s  assess¬ 
ment  of  the  effectiveness  of  these  con¬ 
trols  (control  risk)  will  influence  the 
extent  of  testing  and  verification  neces- 
s^  to  express  an  opinion  on  the  allowa¬ 
bility  of  material  costs  charged  to  Gov¬ 
ernment  contracts. 

c.  Major  considerations  affecti^  the 
extent  of  the  testing  and  verification  of 
material  costs  include: 

(1)  the  significance  of  the  dollar 
amount  of  material  costs 

(2)  the  extent  of  prior  audit  experience 
with  the  contractor  involving  the  same  or 
similar  items 
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(3)  the  reliability  and  acceptability  of 
the  contractor’s  management  policies, 
procedures,  and  system  of  internal  con¬ 
trols 

(4)  the  contractor’s  use  of  electronic 
data  processing 

(5)  the  nature,  extent,  and  results  of 
any  reviews  accomplished  by  other  gov¬ 
ernment  activities. 

d.  The  specific  scope  of  audit  for 
testing  and  verifying  material  costs  is  a 
matter  for  judgment  in  the  individual 
circumstances,  subject  to  established 
DCAA  policy  (e.g.,  the  use  of  statistical 
sampling  techniques).  DFARS  242.242- 
7004  requires  contractors  to  provide  suf¬ 
ficient  evidence  of  compliance  to  the 
MMAS  standards  when  meeting  the 
thresholds  to  demonstrate.  This  contrac¬ 
tor  testing  will  significantly  affect  the 
scope  of  the  audit  based  on  the  guidance 
in  CAM  4-1000. 

e.  When  material  costs  are  significant, 
consider  the  following  when  designing 
substantive  tests: 

1(1)  Audit  of  all  large  purchases  or 
system  areas  in  which  control  risk  is 
assessed  as  high. 

(2)  Audit  of  all  sensitive  purchases, 
such  as  scarce  materials,  sole-source 
items,  or  purchases  from  vendors  sus¬ 
pected  of  improper  practices. 

(3)  Audit  of  other  items  on  a  selective 
basis,  using  the  most  practical  sampling 
methods  available  in  the  circumstances. 

(4)  Stratify  or  group  the  purchases  to 
be  audited  in  some  meaningful  way,  such 
as  by  dollar  amounts,  buyers,  contracts, 
types  of  material,  products,  departments, 
vendors,  or  a  combination  of  these  and 
other  factors. 

I  6-304  Evaluation  of  Policies, 
Procedures,  and  Controls 

Whether  performed  to  support  a 
DFARS  242.72  evaluation  or  in  conjunc¬ 
tion  with  other  functional  audits,  the 
auditor  must  have  a  basic  understanding 
of  the  contractor’s  policies,  procedtues, 
and  controls.  In  many  audits,  the  auditor 
expresses  an  opinion  on  the  allowability, 
allocability,  and  reasonableness  of  mate¬ 
rial  costs.  Understanding  the  system  and 
determining  the  level  of  reliance  that  can 
be  placed  on  existing  controls  will  direct¬ 


ly  influence  the  extent  of  testing  and 
verification  necessary  to  express  an  opin¬ 
ion.  (See  CAM  S-700  for  guidance  on 
understanding,  documenting,  and  assess¬ 
ing  internal  controls  relating  to  contrac¬ 
tor  MMASs).  The  frequency  of  a  com¬ 
plete  material  cycle  review,  or  the  selec¬ 
tion  of  specific  functions  within  the  cycle 
for  review,  will  depend  on  the  signifi¬ 
cance  of  material  costs  charged  to  gov¬ 
ernment  contracts;  the  resets  of  the 
current  review  of  this  area  including  the 
number  of  deflciencies  noted  and  the 
significance  of  the  deficiencies;  and  the 
frequency  with  which  key  contractor  per¬ 
sonnel,  charged  with  the  responsibility 
for  carrying  out  the  functions,  are  reas¬ 
signed  or  are  separated  from  the  compa¬ 
ny. 

6-305  Acconnting  fw  Material  Cost 

a.  The  accounting  department  is  the 
focal  point  for  material  cost  control, 
because  it  correlates  the  cost  data  appli¬ 
cable  to  requisitioning,  purchasing,  re¬ 
ceiving,  storing,  issuing,  and  finally  pay¬ 
ing  for  the  material,  llie  audit  of  the 
accounting  system  for  material  costs  in¬ 
cludes  (1)  an  evaluation  of  the  internal 
accounting  controls,  including  the  type  of 
accounting  system  in  use  and  the  meth¬ 
ods  used  to  control  the  level  of  material 
costs;  and  (2)  a  determination  of  the 
propriety,  consistency,  and  logic  of  the 
pricing  procedures;  the  composition  and 
allocation  of  material  charges;  and  the 
manner  in  which  payments  are  made. 

b.  Tbe  distribution  of  material  charges 
to  contracts,  accounts,  projects,  or  work 
orders  offers  various  opportunities  for 
misrepresentation  of  material  costs. 
Fraud  cases  have  included  the  following 
examples:  altered  vendor  invoices,  dupli¬ 
cate  claims  for  material  on  public  vouch¬ 
ers  and  progress  payment  fraudulent 
billings  from  dummy  companies,  kick- 
back  arrangements,  claims  for  materials 
not  receiv^,  claims  for  materials  not 
required  by  the  contract,  and  claiming 
material  cost  an>licable  to  other  con¬ 
tracts  because  of  funding  limitations. 
Suspicions  of  these  or  similar  practices 
should  be  reviewed  for  possible  reporting 
under  4-700. 
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I  6-305.1  Audit  Objectives 

The  basic  audit  objectives  for  the  ac¬ 
counting  function  are  to  determine  the 
adequacy  of  the  contractor’s  policies, 
procedures,  and  internal  controls  and  the 
extent  to  which  this  function  influences 
the  allowability,  allocability,  and  reason¬ 
ableness  of  material  and  purchased  ser¬ 
vice  related  costs.  These  objectives  in¬ 
clude  satisfying  applicable  portions  of 
mandatory  annual  audit  r^uirements 
related  to  purchases  adjusting  en¬ 
tries/exception  reports  (No.  1 1)  and  pur¬ 
chases  existence/consumption  (No.  13). 

6-305.2  Internal  Controls 

a.  The  adequacy  of  the  contractor’s 
material  management  and  accountii^ 
system  will  influence  the  scope  of  audit 
and  the  degree  of  reliance  that  can  be 
placed  on  the  results.  For  example,  when 
standard  costs  are  used,  consistency  in 
establishing  the  standards  and  in  apply¬ 
ing  the  variances  should  be  reviewed. 
The  contractor  may  be  experiencing  a 
high  loss  factor  and  significant  material 
pnce  fluctuations  in  processing  materials 
for  commercial  production,  while  losses 
and  fluctuations  for  the  government  op¬ 
eration  are  n^igible.  In  this  situation, 
the  standard  material  variance  should  be 
adjusted  for  the  high  losses  and  price 
fluctuations  before  the  variances  ate  ap¬ 
plied  to  the  government  production.  As 
an  alternative,  a  separate  material  vari¬ 
ance  factor  could  be  established  for  appli¬ 
cation  to  government  production. 

b.  Review  and  evaluate  the  contractor’s 
procedures  and  internal  controls  for  pric- 

I  ing  direct  and  indirect  materials  (see 
I  CAM  5-700). 

I  6-305 J  Audit  Gaidelines 

In  formulating  an  audit  program  for 
evaluating  the  accounting  for  material 
costs,  consider  the  following  guidelines: 

a.  Mandatory  Annual  Audit  Require- 
i  ments  (MAARs) 

(1)  A  review  of  adjusting  journal  en¬ 
tries  and  exception  reports  related  to 
material  purchases  should  be  made  to 
identify  adjustments  and/or  exceptions 
that  requite  further  audit  analysis  and/or 
explaiution  (MAAR  1 1).  In  making  this 
review,  determine  the  reliability  of  the 


contractor’s  system  for  processing  vendor 
payments  and  distribution  of  costs  to 
contracts  or  other  cost  objectives.  This 
review  should  include  the  testing  and 
matching  of  purchase  orders,  receiving 
reports,  and  payments  (this  may  require 
technical  assistance  in  some  cases).  Also, 
a  verification  should  be  made  of  purchase 
requisitions  to  contract  ^uirements 
(such  as  specifications  or  bill  of  materi-  I 
als)  to  determine  whether  contract 
charges  for  purchases  are  for  materials 
received  and  services  provided  in  perfor¬ 
mance  of  the  government  contracts.  Of 
concern  here  is  that  the  contractor  has 
valid  time-phased  ^uirements  and  is 
not  acquiring  material  far  in  advance  of 
need  (see  6-308).  I 

(2)  Review  material  purchases  to  test 
that  the  materials  were  in  fact  received 
and,  if  applicable,  used  on  the  contract 
charged  (MAAR  13).  This  MAAR  is 
classified  as  p^ially  concurrent.  The 
concurrent  portion  must  be  performed 
for  the  current  year  during  the  first  field 
visit  to  the  contractor  facility  within  the 
year.  This  will  normally  be  accomplished 
during  a  price  proposal  review  or  annual 
incurr^  cost  audit,  or  within  a  specific 
material  audit  assignment.  Material 
physical  observations  should  be  per¬ 
formed  annually  exc^t  for  low-risk  con¬ 
tractors  which  require  no  other  field 
visits  during  the  year.  The  decision  to  not 
perform  the  annual  material  physical 
observation  must  be  documented  includ¬ 
ing  the  risk  factors  considered  in  the 
decision  (e.g.,  adequate  accounting  sys¬ 
tem  and  material  accounting  procedures 
and  no  prior  material  charging  problems 
or  identified  vulnerabilities).  Specifically, 
ascertain  that  the  material  was  (a)  need^ 
for  the  contract,  (b)  purchased  in  reason¬ 
able  quantity,  (c)  pu^ased  at  a  prudent 
price,  (d)  us^  on  the  contract,  and  (e) 
property  accounted  for  as  to  initial 
chaige,  transfer  in  or  out,  and  residual 
value. 

(3)  Physical  observations  and  other 

steps  needed  to  gain  evidence  of  proper 
usage  of  material  and  services  purcha^ 
can  in  most  cases  best  be  done  as  part  of 
a  review  covered  in  6-306  or  6-312  I 
below.  I 

b.  Pricing  and  Composition  of  Material 
Charges 
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(1)  When  materials  are  purchased  and 
charged  directly  to  the  contract,  the  audit 
tests  should  include  comparisons  be¬ 
tween  the  items  included  in  the  bill  of 
material,  work  orders  or  similar  records, 
purchase  requisitions,  purchase  orders, 
receiving  and  issuing  documents,  and 
vendors’  invoices. 

(2)  All  significant  transactions  involv¬ 
ing  any  charging  to  government  contracts 
on  a  basis  other  than  cost  should  be 
reviewed  and  evaluated.  In  some  cases, 
the  contractor  may  obtain  materials,  sup¬ 
plies,  or  services  required  for  contract 


performance  by  a  “sale”  or  interorganiza- 
tional  transfer  between  a  division,  sub¬ 
siding,  or  afHliate  under  common  con¬ 
trol.  These  “sales”  or  interorganizational 
transfers  should  be  charged  to  govern¬ 
ment  contracts  at  cost  unless  they  meet 
the  criteria  in  FAR  31.205-26(e)  for 
transfer  on  a  price  basis  or  are  otherwise 
specifically  stated  in  the  contract.  (For 
further  guidance  regarding  intracompany 
I  transfers  see  6-313) 

(3)  When  materials  are  requisitioned 
from  stores,  the  auditor’s  tests  should 
include  items  charged  to  work  orders  or 


similar  cost  records.  The  r^uisitioning 
procedure  and  the  manner  in  which  the 


material  withdrawals  are  ultimately  re¬ 
flected  in  the  general  ledger  accounts 
should  be  evaluated.  When  the  contractor 
maintains  perpetual  inventory  records, 
examine  and  test  the  contractor’s  proce¬ 
dures  for  adding  to  and  relieving  the 
I  inventory  records  (see  6-312). 

(4)  Review  and  appraise  the  adequacy 
and  usefulness  of  the  stock  record  cards 


or  other  records  used  to  provide  informa¬ 
tion  on  the  location,  nomenclature,  and 
quantities  of  items  in  inventory.  Also, 
determine  whether  any  inventory  algo¬ 
rithms  used  are  bas^  on  valid  and 


current  data. 

(5)  Miscellaneous  costs  associated  with 
material  purchases  charged  directly  or  as 
items  of  indirect  costs,  such  as  transpor¬ 
tation  and  material  handling  charges, 
should  be  reviewed  and  evuuated.  In 
verifying  these  costs,  determine  whether 
the  accounting  treatment  is  reasonable 
and  consistent.  Circumstances  requiring 
special  attention  are: 

(a)  The  contractor  may  charge  trans¬ 
portation  on  material  purchased  for  gov¬ 


ernment  contracts  as  direct  contract  cost, 
and  the  transportation  on  material  pur¬ 
chased  for  commercial  work  to  overhead. 
In  this  case,  the  government  will  absorb 
excessive  costs  if  the  commercial  trans¬ 
portation  costs  are  not  eliminated  from 
overhead. 

(b)  Contractors  may  add  material  han¬ 
dling  charges  to  the  cost  of  materials  by 
applying  a  percentage  factor  to  the  in¬ 
voice  cost.  When  the  factor  is  arbitrarily 
determined  without  specific  identifica¬ 
tion  of  the  costs  in  the  records  or  without 
eliminating  such  costs  from  the  over¬ 
head,  question  the  costs  for  the  appropri¬ 
ate  reason,  (e.g.,  for  lack  of  records  or  for 
duplication  of  costs).  When  handling 
costs  are  computed  on  a  recognized  and 
acceptable  accounting  basis  (such  as 
when  a  separate  pool  is  maintained  for 
expenses  of  this  nature  and  the  allocation 
is  made  on  an  appropriate  basis),  then 
the  additional  charge  for  material  han- 
dlii%  may  be  accepted  by  the  auditor 
subject  to  the  test  of  reasonableness.  The 
auditor’s  review  of  material  handling 
costs  should  determine  the  reasonable¬ 
ness  of  the  costs  and  whether  they  repre¬ 
sent  specifically  identifiable  items  which 
are  not  included  in  any  allocable  indirect 
cost  pool. 

(6)  Materials  fraud  is  often  perpetrated 
by  charging  inflated  material  prices  to  the 
government  based  on  fictitious  or  dum¬ 
my  company  invoices.  A  common  meth¬ 
od  used  to  make  improper  charges  to 
flexibly  priced  contracts  is  to  change  the 
account  number  to  which  a  vendor  in¬ 
voice  is  charged.  Accordingly,  be  alert  for 
accounting  miscommunication  intended 
to  conceal  the  true  purpose  of  an  expen¬ 
diture. 

c.  Payment  for  Materials 

The  audit  of  payments  for  materials 
should  include  a  review  and  evaluation  of 
the  internal  control  procedures  and  the 
testing  and  verification  of  the  invoice 
processiiu  and  payment  functions.  A 
review  of  material  payments  should  rdso 
verify  that  the  distribution  of  costs  to 
cost  objectives  is  consistent  with  pay¬ 
ments.  In  some  automated  systems,  the 
distribution  of  costs  may  be  sepmte 
from  payment  allowing  the  possibility  of 
billing  material  to  government  contracts 
before  the  contractor  actually  makes  pay- 
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ment  for  the  materials.  In  this  connec¬ 
tion,  review  the  aging  of  the  payables  to 
determine  whether  there  is  a  lar^e 
amount  of  materials  or  services  not  paid 
for  but  billed  on  contracts.  Conversely, 
ensure  that  the  contractor  is  not  paying 
for  material  (e.g.,  to  take  advantage  of 
discounts)  unless  it  has  proper  proof  of 
I  receipt  (see  6-311). 

d.  Material  Transfers  Between  Con¬ 
tracts 

(1)  Material  may  be  transferred  at 
actual  cost  or  stand^d  cost  or  according 
to  some  other  generally  accepted  invento¬ 
ry  costing  memod  as  long  as  it  is  consis¬ 
tently  applied,  is  equitable,  and  is  based 
on  unbiased  logic.  As  to  indirect  costs 
allocable  to  the  prime  costs,  CAS 
410.S(Ki)  provides  the  proper  accounting 
for  allocating  G&A  costs  and  for  trans¬ 
fers.  In  general,  material  transfers  should 
be  priced  using  the  G&A  (or  overhead) 
rate  derived  when  the  material  was  pur¬ 
chased/manufactured.  The  auditor 
should  ascertain  compliance  with  these 
standards. 

(2)  Normally  a  transfer  of  p^s  will 
also  mean  that  the  related  cost  is  trans¬ 
ferred  within  the  same  billing  period. 
However,  in  some  limited  circumstances 
it  may  not  be  appropriate  to  transfer 
parts  and  associated  costs  within  the 
same  billing  period.  In  these  cases,  use  of 
a  “loan/pay  back”  technique  must  be 
approved  by  the  ACO.  The  ban/payback 
technique  is  the  movement  of  materials 
from  one  contract  to  another  contract 
that  has  a  more  pressing  production 
requirement  without  a  transiei  of  cost 
berause  the  contractor  plans  to  pay  back 
the  materials  once  additional  iNuts  are 
received.  When  the  technique  is  used, 
there  must  be  controls  to  ensure  that; 

(i)  parts  are  paid  back  expeditiously 

(ii)  procedures  and  controls  are  in 
place  to  correct  any  overbilling  that 
mi^t  occur 

(lii)  at  a  minimum  the  borrowing  con¬ 
tract  and  the  date  the  part  was  borrowed 
are  identified  monthly 

(iv)  the  cost  of  the  r^lacement  part  is 
cbar^  to  the  borrowiiw  contract. 

(3)  When  a  loan/pay  ^k  transfer  is 
made,  the  audit  concerns  are  that: 

(i)  borrowed  parts  are  not  paid  back  on 
a  timely  basis  or  never  paid  back 
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(ii)  progress  and/or  final  payments  are 
received  by  the  contractor  for  the  same 
part  on  more  than  one  cost  objective 
resulting  in  double  billings 

(iii)  there  is  no  audit  trail  or  evidence 
providing  visibility  of  the  lending  or 
borrowing  contract,  or  when  the  parts 
were  borrowed  and/or  paid  back 

(iv)  the  borrowing  contract  was  not 
charged  for  the  cost  of  the  replacement 
parts.  Perform  appropriate  tests  to  ensure 
loan/pay  backs  have  been  treated  proper¬ 
ly. 

6-306  Physical  Inventories  and 
Adjustments 

a.  Fundamental  to  the  viability  of  any 
inventory  control  system  is  a  require¬ 
ment  that  recorded  inventory  accurately 
reflects  actual,  physical  inventoiy.  The 
contractor,  therefore,  must  establish  and 
maintain  adequate  controls  to  ensure 
acceptable  levels  of  record  accuracy. 
Contractors’  procedures  to  verify  the 
guantities  and  dollar  value  of  physical 
inventories  may  include  test  counts  of 
inventories  on  hand,  comparison  of  the 
actual  count  with  the  quantity  reflected 
in  the  inventory  control  records,  appro¬ 
priate  adjustments  for  differences  be¬ 
tween  book  inventory  and  the  physical 
count,  and  verification  that  inventory 
pricing  factors  are  determined  on  an 
acceptable  basis. 

b.  The  government  has  an  interest  in 
contractors’  effective  utilization  of  inven¬ 
tories.  Effective  utilization  of  inventories 
requires  that  the  investment  be  kept  to  a 
minimum  and  that  management  know 
the  quantities,  quality,  and  location  of 
goods  on  hand. 

c.  The  government  is  also  interested  in 
whether  the  contractor  makes  an  ade¬ 
quate  investimtion  of  inventory  adjust¬ 
ments  and  whether  losses  are  acceptable 
as  reasonable  costs  on  rovernment  om- 
tracts.  Adjustments  of  losses  and  over¬ 
ages  and  (Merioiation  of  inventory  items 
may  indicate  irudequate  inventory  con¬ 
trol  and  storage  procedures.  Adjustments 
of  items  that  are  surplus  or  obsolete  nuy 
indicate  the  contractor  is  purchasing  ex¬ 
cessive  quantities. 

d.  Some  contractors’  policies,  proce¬ 
dures,  and  practices  result  in  a  lack  of 
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perpetual  inventory  records  once  materi¬ 
als  have  been  physically  issued  to  work- 
in-process.  In  these  cases,  the  shop  con¬ 
trol  function  must  maintain  ad^imte 
records  to  manage  and  account  for  issued 
inventory.  Spwiflc  attention  should 
therefore  be  given  to  the  procedures 
,  governing  perpetual  inventory  records 
I  (see  6-312). 

I  6-306.1  Aadit  Objectives 

The  audit  objectives  are  to  determine 
whether  the: 

(1)  contractor’s  policies,  procedures, 
and  internal  controls  relating  to  physical 
inventories  are  adequate 

(2)  differences  between  the  physical 
count  and  book  inventories  are  accoimt- 
ed  for  and  adequately  explained 

(3)  total  inventory  value  represents 
correct  quantities  appropriately  priced 

(4)  inventor]^  levels  indicate  a  balanced 
stockage  position. 

In  addition,  these  objectives  include 
satisfying  applicable  portions  of  the  man¬ 
datory  annu^  audit  requirement  related 
to  purchases  adjusting  entries/exception 
reports  (MAAR  No.  11). 

I  6-306.2  Interoal  Coatrob 

Adequate  internal  controls  provide 
some  d^ree  of  assurance  on  the  dollar 
value  and  physical  quantities  of  the  in¬ 
ventory.  Inadequate  internal  controls 
may  result  in  excessive  charges  to  govern¬ 
ment  contracts  and  the  use  of  erroneous 
cost  data  by  management  (see  S-7I0). 

6-306 J  Aadit  GaMeUnes 

a.  When  it  is  anticipated  that  the  dollar 
value  of  the  physical  inventory  adjust¬ 
ments  will  have  a  significant  effect  on 
government  contract  prices,  arrange  to 
observe  the  taking  of  the  inventory.  This 
should  include  an  evaluation  of  the  plan¬ 
ning  and  the  adjustment  phase  which 
follows  and  a  review  of  the  journal  en¬ 
tries  adjusting  the  book  inventory  to 
physiod  inventopr. 

b.  In  developing  the  audit  program, 
consider  the  following  steps: 

(1)  Review,  evaluate,  and  test  the  con¬ 
tractor’s  procedures  for  establishing  an 
inventory  cut-off  for  inventory  in  transit 
during  the  inventory-taking  period  to 
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preclude  improper  treatment  of  items  in 
transit. 

(2)  Review  the  manner  in  whidi  the 
physical  inventory  is  reconciled  with  the 
book  inventory.  This  review  should  in¬ 
clude  an  evaluation  of  the  inventory 
adjustments  and  the  contractor’s  investi¬ 
gation  of  the  reasons  for  the  adjustments. 

It  also  should  determine  wheUier  neces¬ 
sary  adjustments  are  acceptable  as  rea¬ 
sonable  costs  on  government  contracts 
and  whether  they  result  from  inadequate 
internal  controls.  Adjustments  of  losses 
and  overages,  and  deterioration  of  inven¬ 
tory,  may  indicate  inadequate  control 
and  storage  procedures.  Adjustments  of 
items  that  are  surplus  or  obsolete  may 
indicate  (a)  the  purchase  of  excessive 
quantities,  (b)  inadequate  control  of 
change  orders,  (c)  weak  production 
scheduling  and  control,  or  (d)  another 
significant  cost  management  problem. 
Such  matters  may  ne^  to  be  checked 
further  in  another  review  (see  DCAA 
Forms  7640-22a  and  b.  Audit  Leads). 

(3)  Test  and  evaluate  the  contractor’s 
records  supporting  the  physical  inventory 
and  test  areas  such  as  the  pricing  and  the 
arithmetical  accuracy  of  the  computa¬ 
tions  and  footiup.  A  large  number  of 
material  expeaitors,  substantial  excess 
inventory,  and  frequent  shortages  of  ma¬ 
terial  to  satisfy  production  needs  may 
indicate  that  the  formal  system  is  not 
providing  accurate  information  r^ardii^ 
what  materials  are  needed,  when  materi¬ 
als  are  needed,  and/or  what  materials  are 
already  available  in  inventory. 

(4)  Determine  whether  the  contractor 
scanned  any  inventory  adjustments  re- 
siuting  from  price  fluctuations  due  to 
market  conditions. 

(5)  Determine  whether  inventory  ad¬ 
justments  relate  to  the  performance  peri¬ 
od  of  the  contracts  under  audit. 

(6)  Ensure  that  the  contractor  has  ade¬ 
quate  controls  over  physically  commin- 
^ed  inventories  to  allow  proper  charging 
to  contracts. 

c.  Additional  guidance  on  material 
handling  can  be  found  in  6-312  and  I 
section  11,040  of  DCAAP  7641.73, 
Guidelines  for  Operations  Audits. 

d.  Performance  of  the  above  proce¬ 
dures  will  satisfy  the  applicable  portions 
of  mandatory  annual  audit  requirement 
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No.  1 1,  which  requires  review  of  adjust¬ 
ing  entries/exception  reports  related  to 
materials  to  identify  adjustments  and/or 
exceptions  that  require  further  audit 
analysis. 

I  6-307  Scrap,  Spoilage,  Excess,  and 
Obsolescence 

This  paragraph  presents  audit  ^idance 
applicable  to  scrap,  and  to  spoiled,  ex¬ 
cess,  and  obsolete  materials. 

I  6-307.1  Audit  Objectives 

The  audit  objectives  are  to  determine 
whether  (1)  the  scrap,  spoiled,  excess,  and 
obsolete  material  generated  is  reasonable 
in  amount;  (2)  the  physical  property  is 
adequately  smi^uarded;  (3)  the  price  re¬ 
ceived  through  sale  or  other  disposal  is 
equitable;  and  (4)  the  receipts  from  the 
sale  or  other  disposal  are  reasonable  and 
properly  credited. 

I  6-307.2  Aadit  GaMeliaes-Scnv  and 
Spoilage 

There  are  various  methods  for  account¬ 
ing  for  costs  of  scrap  and  spoilage.  The 
method  which  should  be  used  depends  in 
part  on  the  type  of  plant  cqieration.  Costs 
may  be  chaii^  as  overhead,  as  a  vari¬ 
ance  to  be  mpiied  to  the  material  costs, 
as  loading  factors  to  material  costs,  or 
direct  to  a  specific  contract.  When  scrap 
and  spoilage  costs  are  associated  with 
material  costs,  they  may  be  commingled 
with  the  regular  materiu  costs  or  may  be 
identified  separately.  The  audit  consider¬ 
ations  listed  below  should  be  included  in 
the  audit  program  for  review  of  this  area: 

a.  When  practicable,  scrap  and  s|X)il«l 
items  resulting  from  the  pmonnance  of 
government  contracts  should  be  s^r^t- 
ed  physically  from  scrap  and  spoiled 
items  resulting  from  commercial  con¬ 
tracts  and  dKMild  be  accounted  for  sepa¬ 
rately.  The  auditor  should  observe  the 
contractor’s  stock  of  scrap  and  determine 
the  cause  for  any  large  quantities  of 
scrapped  or  qwiled  items.  Particularly  be 
alert  to  the  possibility  that  the  cause  of 
sudi  scrap  may  be  capital  ^uipment  that 
is  faulty  or  inadequate  for  its  current  use. 

b.  when  scrap  and  spoilage  costs  have 
been  charged  direct  to  contracts,  pro¬ 
ceeds  from  the  sale  of  the  mateiw  as 


scrap  should  be  credited  to  the  appropri¬ 
ate  government  contract. 

c.  The  contractor  may  maintain  statis¬ 
tical  records  to  accumulate  scrap  and 
spoilage  cost  data  when  these  costs  are 
not  separately  identified  in  the  account¬ 
ing  records.  These  statistical  records 
should  be  reviewed  for  completeness  and 
reliability. 

d.  When  scrap  and  spoilage  costs  are 
not  separately  identified,  or  are  not  sepa¬ 
rately  accounted  for  in  the  records,  the 
total  proceeds  from  sales  should  be  allo¬ 
cated  in  an  equitable  manner. 

e.  When  the  auditor’s  review  indicates 
that  the  contractor  has  incurred  excessive 
scrap  or  siwilage  costs  or  there  is  an 
apparent  misuse  of  government  material, 
request  the  services  of  a  qualified  govern¬ 
ment  representative  to  assist  in  determin¬ 
ing  the  reasonableness  of  cost.  Also  be 
alert  to  instances  of  scrap  caused  by 
failure  of  the  production  unit  to  promptly 
receive  and  implement  en^neering 
changes  in  the  product  or  failuFe  to 
suspend  production  of  deficient  items 
pending  resolution  of  the  problems  in¬ 
volved. 

6-307 J  Audit  GaMelines-Excess  awl  I 

Obsolete  Materials 

a.  Excess  or  obsolete  items  may  be 
from  purchased  material  or  parts,  or 
manufactured  parts.  Evaluate  the  con¬ 
tractor’s  policy  for  recording  and  recover¬ 
ing  obsolescence  costs  and  review  the 
causes  which  generated  the  obsolete 
items.  In  addition,  be  alert  to  those 
situations  in  which  the  contractor  p)  is 
reimbursed  for  the  cost  of  obsolete  items 
but  subsequently  sells  them  to  a  subsid- 
iaty  or  affiliate  at  significantly  reduced 
prices,  (2)  uses  the  items  as  a  no-cost 
component  on  the  contractor’s  commer¬ 
cial  work  or  in  performing  a  firm  fixed- 
price  or  incentive  contract  Tor  the  govern¬ 
ment,  or  (3)  scraps  items  and  then  buys 
similar  items  from  surplus  or  salvan 
dealers.  Practices  of  this  nature  should  be 
reported  to  the  contracting  officer  and 
sh^d  also  be  considered  for  possible 
reporting  under  4-700  or  4-800. 

0.  The  contractor’s  procedures  and 
practices  for  using  or  diqiosing  of  excess 
or  obsolete  items  should  be  evaluated, 
including: 
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(1)  Screening  procedures  adopted  in 
order  to  determine  whether  parts  pro¬ 
duced  under,  but  no  longer  needed  for,  a 
particular  contract  can  be  used  on  other 
contracts.  These  items  should  be  trans¬ 
ferred  for  use  without  charge  to  the 
government. 

(2)  Procedures  for  obtaining  the  high¬ 
est  possible  prices  on  items  sold  or 
scrapped. 

(3)  Procedures  for  ensuring  that  the 
government  receives  proper  credit  for 
proceeds  of  items  sold  or  scrapped.  Relat¬ 
ed  adjusting  entries  should  be  reviewed 
for  appropriateness  (as  required  by  man¬ 
datory  annual  audit  requirement  No. 
11 -see  6-305.3). 

6-308  Detennination  of  Reqairements 

The  decision  to  purchase  a  standard 
item,  the  quantity  required,  and  the  tim¬ 
ing  of  the  delivery  usually  are  the  res^n- 
sibility  of  such  departments  or  functions 
as  planning  and  production  control,  engi¬ 
neering,  storeroom,  and  office  services. 
Deciding  to  buy  nonstandard  items  is 

I  frequently  delegated  to  a  make  or  buy 
committee  or  a  similar  group.  See  5-702 
on  the  use  of  MRP  systems  to  determine 
requirements. 

I  6-308.1  Aadit  Objectives 

a.  The  audit  objectives  of  this  area  are 
to  determine  the  extent  of  coordination 
between  the  purchasing  function  and  the 
departments  responsible  for  determining 
requirements.  Effective  coordination 
may  have  a  significant  impact  on  pur- 
chasi^  economies  and  production  effi¬ 
ciencies  and  in  turn  may  affect  the  ulti¬ 
mate  cost  to  the  government.  The  quali¬ 
ty,  quantity,  and  delivery  date  of  materi- 
als  to  be  purchased  may  be  based  on 
information  generated  by  (1)  stock  level 
requirements  established  for  standard 
items,  (2)  bills  of  material  coordinated 
with  pr^uction  schedules,  and  (3)  indi¬ 
vidual  purchase  requests  from  dep^- 
ments  authorized  to  requisition  material. 

b.  The  need  for  special  tooling  or 
special  test  equipment  is  generally  estab¬ 
lish!.  It  the  proixMal  or  negotiation  stage 
(9-603.2).  These  qiwial  items,  which  ate 
not  |Mut  of  the  deliverable  end  product 
under  the  contract,  must  comply  with  the 
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definitions  in  FAR  45.101,  and  the  FAR 
requirements  for  approval,  control,  ac¬ 
countability,  use,  and  disposition  (see  7- 
1906  and  14-400). 

6-308.2  Intmul  Controls  I 

The  material  purchases  by  the  contrac¬ 
tor’s  buyers  should  be  based  on  requests 
received  from  departments  responsible 
for  material  requirements.  The  audit  ef¬ 
fort,  therefore,  should  depend  on  the 
effectiveness  of  the  contractor’s  internal 
control  system  affecting  the  requisition¬ 
ing  and  buying  activities.  A  review  and 
evaluation  of  the  internal  control  system 
should  be  made  to  determine  whether  all 
purchase  actions  are  in  response  to  need, 
supported  by  properly  initiated  and  ap¬ 
proved  requisitions,  and  accomplished  in 
a  timely  and  effective  manner.  See  CAM 

5- 600  for  guidance  on  performing  con¬ 
tractor  purchasing  system  reviews. 

6- 308 J  Audit  Gnideliiies 

a.  Of  particular  concern  here  are  (i) 
claimed  costs  not  properly  traceable  to 
source  documents,  (ii)  excess  material 
costs  being  charged  to  government  con¬ 
tracts,  (iii)  no  audit  trail  supporting  “no 
cost”  transfers  of  material,  (iv)  loans  of 
materials  to  other  contracts  outstanding 
for  an  excessive  time  period,  and  (v) 
inaccurate  material  records  (also  see  6-  I 
306).  Accordingly,  the  audit  of  the  in-  I 
terrelation  and  coordination  of  the  pur¬ 
chasing  and  requisitioning  functions 
should  include,  but  not  be  limited  to,  a 
review  and  evaluation  of: 

(1)  Buying  practices  to  determine 
whether  a  pattern  of  rush,  emergency,  or 
premature  buying  exists  which  may  have 
resulted  in  (a)  increased  purchase  prices, 
(b)  excessive  use  of  uneconomical  trans¬ 
portation,  (c)  delays  in  production  and 
engineering  operations,  (d)  excessive  ob¬ 
solescence  as  a  result  of  subsequent 
changes,  or  (e)  premature  billing  of  mate¬ 
rial  costs. 

(2)  The  followup  procedures  used  by 
the  putchasii^  dep^ment  to  ensure 
timely  deliveries. 

(3)  Modifications  to  purchase  orders  to 
determine  if  changes  in  spmfications 
and  quantities  have  resulted  in  obsoles¬ 
cence  or  increased  costs  and  to  determine 
whether  changes  were  due  to  poor  plan- 
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ning  and  lack  of  coordination,  the  un¬ 
timely  processing  of  purchase  orders,  or 
other  causes  that  could  have  been  avoid¬ 
ed  by  better  man^ement  practices. 

(4)  SigniHcant  increases  in  material 
costs  charged  to  government  contracts  to 
determine  if  increases  were  due  to  year- 
end  inventory  write-downs  and  whether 
write-downs  resulted  from  inefficient 
requisition  procedures  and  purchasing 
operations. 

(5)  Coordination  procedures  when 
there  are  indications  of  repeated  requisi¬ 
tioning  of  small  quantities  of  the  same 
item  with  substantial  increase  in  costs  to 
government  contracts. 

(6)  Controls  that  prevent  requisitioning 
materials  in  excessive  quantities  or  pre¬ 
mature  cha^n^  to  government  con¬ 
tracts,  resulting  in  unnecessary  material 
costs  and  in  increased  storage  and  mate¬ 
rial  handling  charges  to  tiie  government. 

(7)  Trends  in  transfers  from  one  type  of 
contract  to  another  or  significant  in¬ 
creases  in  cost  transfers  from  one  month 
to  another  that  might  indicate  system 
control  problems. 

b.  Additional  guidance  on  material 
requirements  can  be  found  in  section 
11,030  of  IX:AAP  7641.73,  Guidelines 
for  Operations  Audits. 

I  6-309  Make  or  Buy  Decisions 

The  contractor’s  make  or  buy  decisions 
determine  which  components,  assem¬ 
blies,  subassemblies,  or  parts  are  to  be 
manufactured  and  which  are  to  be  pur¬ 
chased.  Hiese  determinations  affect  con¬ 
tract  prices,  contract  performance,  and 
adherence  to  government  procurement 
policies. 

I  6-309.1  Aadh  Objectives 

The  objectives  when  reviewing  this 
area  are  to  determine  whether  mue  or 
buy  decisions  (1)  are  reasonable  in  con¬ 
cept,  (2)  are  applied  effectively,  (3)  are  in 
compliance  wiUi  FAR  1S.7,  and  (4)  gen¬ 
erally  result  in  the  lowest  cost  to  the 
government. 

6-309.2  latenal  Controls 

CAM  3-600  contains  detailed  guidance 
for  reviewini^  contractor  purchasii^  sys¬ 
tems  including  make-vs4>uy  decisions. 
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The  guidance  in  14-700  on  economy  and 
efficiency  audits  of  capital  investments  is 
equally  applicable  in  the  review  of  make 
or  buy  determinations. 

6-3093  Audit  Guidelines 

a.  FAR  Subpart  15.7  generally  requires 
contractors  to  submit  make  or  buy  pro¬ 
grams  for  all  negotiated  acquisitions  with 
an  estimated  value  of  $5  million  or  more 
(see  exception  at  FAR  13.703).  It  also 
allows,  for  monitoring  purposes,  the  in¬ 
corporation  of  the  program  in  n^otiated 
cost-reimbursable  contracts,  some  cost 
sharing  contracts  and  major  systems  con¬ 
tracts  and  subcontracts  for  monitoring 
purpose.  The  contract  clause  at  32.213- 
21  requires  notification  of  any  changes  in 
the  program  as  incorporated  in  the  con¬ 
tract.  Alternates  1  and  2  requires  adjust¬ 
ment  of  incentive  fees  if  during  perfor¬ 
mance  the  contractor  reverses  a  make  or 
buy  categorization  which  initially  was 
economic^y  detrimental  to  the  Govern¬ 
ment.  Determine  the  effect  of  and  com¬ 
pliance  with  any  agreements  resulting 
from  these  requirements. 

b.  The  contractor  has  the  basic  respon¬ 
sibility  for  make-or-buy  decisions.  There¬ 
fore,  its  recommendations  should  be  ac¬ 
cepted  unless  they  are  inconsistent  with 
Government  interests  or  policy  (FAR 
13.706(c)).  Evaluate  the  contractor’s  de¬ 
cisions  in  the  make  or  buy  area  which 
may  have  been  motivated  by  consider¬ 
ations  other  than  economies  or  efficien¬ 
cies  for  the  government  operation.  For 
example,  the  contractor  may  desire  to 
gain  experience  in  a  particular  manufac- 
turiiv  or  fabricating  process.  Another 
consideration  which  may  influence  a  con¬ 
tractor’s  make  or  buy  decisions  involves 
the  extent  of  available  idle  facilities.  The 
contractor’s  decision  to  manufacture  in 
lieu  of  purchase  may  be  in  the  best 
interests  of  the  company,  but  not  in  the 
best  interests  of  the  government.  When  a 
contractor  decides  to  manufacture  a  part 
or  component  not  normally  within  its 
exjwrience  or  production  capabilities  or 
which  had  been  purchased  in  the  past, 
determine  whether  the  decision  results  in 
additional  costs  to  the  government 
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I  6-310  Purchasing  and  Subcontracting 

a.  The  purchasing  and  subcontracting 
function  includes  make  or  buy  decisions 
(6-308)  the  selection  of  vendors,  analysis 
of  quoted  prices,  negotiation  of  prices 
with  vendors,  placing  and  administration 
of  orders,  and  expediting  delivery  of 
materials. 

b.  When  DCAA  internal  control  re¬ 
views  or  FAR  required  contractor  pur¬ 
chasing  system  reviews  (CPSRs)  are  r^- 
larly  performed  at  a  contractor  location, 
the  auditor  will  make  maximum  use  of 
the  work  performed  and  the  conclusions 
reached  during  these  reviews  in  establish¬ 
ing  the  extent  of  any  separate  coverage 
and  audit  tests  to  be  undertaken  in  this 

I  area  (see  S-600).  In  addition,  the  auditor 
and  the  cognizant  government  procure¬ 
ment  office  have  related  responsibilities 
regarding  purchasing  and  subcontracting. 
It  is  imperative  that  the  auditor  coordi¬ 
nate  planned  reviews  with  the  procure¬ 
ment  office  to  avoid  duplication  of  effort 
(see  5-1302  and  FAR  Part  44). 

6-310.1  Audit  Objectives 
The  audit  objectives  of  this  area  are  to 
determine  whether  the  contractor;  made 
reasonable  make  or  buy  decisions  (see  3- 
309);  ensures  the  purchase  of  only  prop¬ 
erly  determined  requirements  (see  3- 
307);  obtained  maximum  competition; 
made  a  proper  analysis  of  quoted  prices; 
made  a  reasonable  attempt  to  negotiate 
with  the  vendors;  had  a  reasonable  basis 
for  vendor  selection;  has  reasonable  in¬ 
ternal  controls  over  placement  and  ad- 
i  ministration  of  orders  (5-600);  and  is 
expediting  delivery  of  materials  where 
appropriate.  In  addition,  these  objectives 
include  satisfying  applicable  portions  of 
mandatory  annual  audit  requirements 
related  to  auditable  subcontracts/assist 
audits  (MAAR  No.  12). 

I  6-310.2  lutenul  Controls 

An  adequate  internal  control  system 
for  purchasing  and  subcontracting  activi¬ 
ties  requires,  as  a  minimum,  effective 
management  policies,  implemented  by 
written  procedures  which  will  allow  the 
contractor  to  control  the  level  of  costs. 
Effective  internal  controls  require  that 
the  most  recent  policies  and  procedures 


related  to  the  purchasing  and  subcon¬ 
tracting  function  be  made  available  to  all 
personnel  concerned.  All  purchasing  de¬ 
partment  personnel  should  understand 
their  assigned  responsibilities,  authority, 
and  limitations.  Section  5-600  contains 
detailed  guidance  on  reviewing  and  re¬ 
porting  on  contractor  purchasing  system 
internal  controls. 

6-3103  Audit  Gnidelines-Basic 
Procedures 

In  formulating  an  audit  program  for 
evaluating  purchasing  and  subcontract¬ 
ing,  consider  the  reliance  to  be  placed  on 
the  internal  control  structure,  llie  specif¬ 
ic  scope  of  audit  for  testing  and  verifying 
the  purchasing  system  is  a  matter  of 
auditor  judgement.  When  material  costs 
are  significant,  the  auditor  should  consid¬ 
er  the  following  when  designing  the  sub¬ 
stantive  testing; 

a.  Testing  Methods.  The  auditor 
should  consider  testing;  (i)  all  large  pur¬ 
chases;  (ii)  all  sensitive  purchases,  such  as 
scarce  materials,  sole-source  items,  or 
purchases  from  vendors  suspected  of  im¬ 
proper  selection;  and  (iii)  all  other  items 
on  a  selective  basis,  using  the  most  prac¬ 
tical  sampling  methods  available  in  the 
circumstances.  For  example,  stratify  or 
group  the  purchases  to  be  audited  in 
some  meaningful  way,  such  as  dollar 
amounts,  buyers,  contracts,  types  of  ma¬ 
terial,  products,  departments,  vendors,  or 
a  combination  of  these  factors. 

b.  Suflicient  Competition.  Evaluate 
whether  there  were  bid  solicitations  from 
a  suflicient  number  of  prospective 
sources  to  promote  effective  competition 
commensurate  with  the  nature  and  dollar 
value  of  the  purchase  action. 

c.  Basis  for  Selection.  Factors  to  be  I 
considered  when  evaluating  purchases 
involving  noncompetitive  items  are 
whether  (1)  the  vendor  was  designated  by 
the  contracting  officer  who  awarded  the 
prime  contract  and  (2)  the  purchase,  if 
made  from  a  sole  source  supplier,  was 
approved  by  a  responsible  company  ofli- 
cid. 

d.  Negotiation.  The  auditor  should  (1)  I 
identify  those  awards  made  to  other  than  I 
the  low  bidder  and  determine  whether 
the  purchase  files  reflect  the  justification 
for  the  rejection  of  the  low  bidder  and  the 
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I  basis  for  the  selection,  (2)  ascertain  if  the 
contract  files  contain  sufficient  evidence 
of  negotiation  when  it  is  necessary  to 
establish  a  reasonable  price  because  the 

I  item  is  nonstandard  or  an  insufficient 
number  of  bids  have  been  received,  (3) 
determine  the  extent  of  the  review  given 
the  sup^rting  data  submitted  by  the 
I  prospective  vendor,  (4)  ascertain  if  the 
type  of  subcontract  issued  meets  the 
requirements  of  FAR  Part  16  and  in¬ 
cludes  all  clauses  required  by  the  prime 
I  contract,  (3)  determine  if  awards  have 
been  made  to  other  than  the  low  bidder 
on  the  basis  of  delivery,  the  purchase 
order  should  provide  for  a  downward 
price  adjustment  if  delivery  schedules  are 
not  met,  and  (6)  determine  if  there  is 
sufficient  justification  for  awarding  intra¬ 
company  purchases  or  work  orders. 

e.  Unallowable  Procurement.  Deter¬ 
mine  whether  the  contractor  issued  any 
cost-plus-a-percentage-of-cost  subcon¬ 
tracts  (FAR  44.203(6X2).  Under  this  type 
of  procurement,  the  subcontractor  would 
receive  payment  for,  and  the  prime  con¬ 
tractor  would  pass  on  to  the  government 
as  cost  of  its  contract,  the  costs  incurred 
in  performing  the  contract,  plus  a  speci- 
ffed  percentage  of  such  costs  as  a  profit  or 
fee.  Thus,  the  fee  would  increase  in  direct 
proportion  to  any  increase  in  cost. 

I  6-310.4  Audit  Gnidelines-Suboontracts 

I  a.  Analvsl.  of  Case  Files.  Review  the 
upper-tier  contractor’s  subcontract  files 
to  ensure  that  all  required  subcontract 
cost  or  pricing  data  was  obtained  and  all 
analysis  work  made  by  the  upper-tier 
contractor  was  properly  provided  to  the 
government  in  any  price  negotiations 
with  the  government. 

I  b.  Subcontract  Changes.  In  evaluating 
subcontract  changes  which  affect  cost  or 
price,  consider  the  (1)  reasons  for  the 
change,  (2)  reasonableness  of  the  adjust¬ 
ments  to  the  subcontract  price  or  cost,  (3) 
complexity  or  risk  involved,  and  (4) 
reasonableness  of  profft  or  fee  adjust¬ 
ment  compared  to  the  estimated  cost  of 
the  change.  When  the  cost  of  the  subcon¬ 
tract  before  the  change  has  exceeded  or  is 
expected  to  exceed  original  estimates,  be 
alert  to  changes  which  have  been  over¬ 
priced  to  avoid  an  overall  loss  or  to 
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provide  total  profit  or  fee  in  accordance 
with  original  contract  estimates. 

c.  Administration  of  Subcontracts.  The 
auditor  should  review  and  evaluate 
whether  the  upper-tier  contractor  expe¬ 
dites  delivery  where  appropriate,  and 
meets  the  FAR  r^uirements  for  change 
orders,  modification  notices,  and  overall 
costs  (refer  to  purchasing  system  section 
5-600). 

d.  Repricing.  The  auditor  should  deter¬ 
mine  whether  the  (1)  revised  contract 
prices  are  negotiate  or  arrived  at  as 
provided  by  contractual  requirements; 
(2)  cost  or  pricing  data  which  was  used  as 
the  basis  for  repricing  is  accurate,  com¬ 
plete,  and  current;  and  (3)  results  of  the 
rraricing  action  are  in  the  best  interests 
of  the  government. 

e.  Purchases  from  Debarred  Compa-  I 
nies.  Debarred  or  suspended  contractors 
are  excluded  from  receiving  contracts; 
and  agencies  shall  not  solicit  offers  from, 
award  contracts  to,  or  consent  to  subcon¬ 
tract  with  these  contractors,  unless  the 
acquiring  agency’s  head  or  a  designee 
determines  that  there  is  a  compelling 
reason  for  such  action,  as  explained  in 
FAR  9.405-2,  9.406-l(c)  and  9.407-l(d). 
An  important  criterion  in  determining 
the  propriety  and  allowability  of  pay¬ 
ments  for  material  purchases  or  subron- 
tracts  is  the  “consent”  requirement  of 
specific  contracts.  FAR  52.244-1  through 
52.244-5  are  the  pertinent  solicitation 
provisions  and  contract  clauses  which,  if 
included  in  a  contract,  delineate  the 
“consent”  requirements  by  types  and 
categories  of  contracts.  If  by  the  terms  of 
the  contract,  prior  consent  is  required  of 
the  AGO  in  subcontracting/purchasing, 
the  AGO  is  prohibited  from  consenting  to 
award  to  a  debarred  contractor.  “Gon- 
sent”  here  means  to  consent  to  contract 
with  a  particular  entity  or  person;  not 
consent  to  make  a  purchase.  If  prior 
consent  is  not  required  or  it  it  is  required 
for  approval  to  make  purchases  only,  a 
prime  contractor  is  free  to  solicit  from 
any  sources  available,  including  de¬ 
barred,  suspended,  or  ineligible  contrac¬ 
tors. 

When  the  prime  contractor  has  failed 
to  comply  with  the  “consent”  require¬ 
ments  of  a  contract,  consult  with  the 
contractor  to  determine  if  any  additional 
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data  exists  to  preclude  the  suspension  of 
costs.  If  the  contractor  cannot  provide  an 
adequate  explanation  or  documentary 
support  for  audit  approval  of  payments 
on  public  vouchers,  the  costs  should  be 
suspended  and  brought  to  the  attention 
of  the  ACO. 

I  6-310,5  Audit  Guidelines-Breakout  of 
Material  Purchases 

a.  A  review  of  this  area  should  deter¬ 
mine  whether  material  or  component 
parts  purchased  by  the  contractor  for 
incorporation  in  the  contract  end  item 
include  common  items  of  hi^-cost  major 
components  or  subassemblies.  When 
common  items  are  included,  analyze  the 
material  cost  to  determine  if  a  “break¬ 
out”  (government  direct  purchase)  of 
common  items  would  reduce  costs 
charged  to  government  contracts.  When 
warranted,  consult  with  the  contracting 
ofTicer  and  point  out  the  possible  desir¬ 
ability  of  acquisition  of  items  directly 
and  furnishing  them  to  the  prime  con¬ 
tractor  as  government-furnished  materi¬ 
al. 

b.  In  addition  to  breakout  of  common 
items,  the  contractor  may  purchase  other 
items  which  would  be  more  economical 
for  the  government  to  purchase  directly. 
Spare  parts  procurement  is  an  area  which 
deserves  sp^ial  attention  because,  in 
some  instances,  the  prime  contractor  may 
perform  only  the  procurement  function; 
and  it  may  be  more  economical  and 
practical  for  the  government  to  procure 
parts  directly  from  the  supplier.  The 
extent  to  which  drop  shipments  are  made 
by  manufacturers  to  the  government  us¬ 
ing  activities  will  provide  an  indication 
of  the  extent  of  pnme  contractor  e^orts 
relative  to  the  spare  parts.  Special  atten¬ 
tion  should  also  be  given  to  pricing 
formulas  or  accounting  methods  that 
allocate/assign  unreasonable  or  unwar¬ 
ranted  costs  to  spares  or  for  indications 
of  excessive  pronts  on  spares  contracts. 

I  6-311  Receiving  and  Inspection 

The  receiving  activity  is  responsible  for 
the  receipt  and  inspection  of  incoming 
materials  and  the  movement  of  these 
materials  to  the  areas  where  the  storage 
and  usage  functions  are  carried  out. 
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Common  responsibilities  include:  (1)  un¬ 
loading,  unpacking,  identifying,  sorting 
and  verifying  that  the  quantity  and  quali¬ 
ty  of  materials  receiv^  agree  with  pur¬ 
chase  order  requirements;  (2)  noting 
shortages,  damage,  and  defects;  (3)  re¬ 
porting  receipts  and  discrepancies;  (4) 
moving  materials  to  storage  or  other 
appropriate  activities;  and  (S)  providing 
appropriate  transaction  inputs  to  the  in¬ 
ventory  requirements  and  accounting 
systems. 

6-311.1  Audit  Objectives  I 

The  audit  objectives  in  reviewing  the 
contractor’s  receiving  and  inspection 
function  are  to  determine  whether  this 
area  has  effective  policies,  procedures, 
and  internal  controls  and  whether  it  helps 
ensure  that  allowable,  allocable,  and  rea¬ 
sonable  costs  are  charged  to  government 
contracts. 

6-311.2  Internal  Controls 
Receiving  and  inspection  controls  are 
typically  reviewed  as  part  of  an  MMAS 
review.  If  an  MMAS  review  has  been 
performed,  the  auditor  should  refer  to  the 
MMAS  portion  of  the  ICAPS  to  obtain 
an  understanding  of  the  control  risk 
related  to  this  area.  If  an  MMAS  review 
has  not  been  performed,  the  auditor  may 
want  to  perform  audit  steps  to  assess 
control  risk  relating  to  the  receiving  and 
inspection  function  (see  CAM  S-710.1). 
In  any  case,  the  auditor’s  assessment  of 
control  risk  should  be  noted  in  the  work¬ 
ing  papers  and  reflected  in  the  scope  of 
the  review. 

6-3113  Audit  Gnideliiies 
In  developing  an  audit  prograrn  for 
reviewing  and  evaluating  the  receiving 
and  inspection  function,  consider  the 
following  guidelines. 

a.  The  auditor  should  physically  ob¬ 
serve  the  receiving  and  insp^ion  func¬ 
tions  and  examine  selected  transactions 
to  test  whether  key  internal  accounting 
control  requirements  are  being  carried 
out  correctly.  Also  be  alert  to  any  ineffi¬ 
ciencies  caused  by  poor  work  layout  or 
pooriy  planned  and  executed  movement 
of  materials.  Attention  should  be  given  to 
signs  of  bottlenecks,  idle  personnel,  ex¬ 
cess  or  slow-moving  materials,  poor  ma- 
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terial  handling  practices,  and  inadequate 
protection  of  material  from  theft  and  the 
elements. 

b.  The  contractor  may  establish  sam¬ 
pling  techniques  to  be  applied  to  the 
quantitative  and  qualitative  receipt  and 
inspection  of  material.  The  auditor  must 
ascertain  whether  the  sampling  tech¬ 
niques  are  formalized  and  will  permit  a 
review  and  evaluation  of  the  propriety  of 
both  the  techniques  applied  and  the 
results.  Also  ascertain  whether  there  is 
adequate  supervision  during  the  counting 
and  insp^tion  phases. 

c.  Additional  guidance  related  to  cer¬ 
tain  aspects  of  the  receiving  and  insp^- 
tion  function  can  be  found  in  section 
11,020  of  DCAAP  7641.73,  Guidelines 
for  Operations  Audits. 

I  6-312  Storing  and  Issuing 

The  storing  and  issuing  function  is 
responsible  for  (1)  the  protection  and 
preservation  of  material  in  storage,  in¬ 
cluding  appropriate  safeguards  for  items 
of  a  sensitive  nature  and  items  subject  to 
deterioration  jy  the  elements;  (2)  accessi¬ 
bility  of  fast-moving  items;  (3)  the  exami¬ 
nation  of  material  requisitions  for  the 
appropriate  stock  number,  nomenclature, 
and  authorized  usage;  (4)  a  knowledge  of 
items,  to  permit  substitution  if  appropri¬ 
ate  when  a  requisitioned  item  is  not 
available;  (S)  the  timely  issuance  of  mate¬ 
rial  when  presented  with  an  authorized 
r^uisition;  (6)  initiating  purchase  requi¬ 
sitions  when  stock  levels  reach  the  reord¬ 
er  point  or  when  authorized  requisitions 
cannot  be  filled,  duly  noting  due-ins  and 
due-outs;  (7)  reviewing  stock  for  slow- 
moving  items  and  items  in  long  supply 
and  initiating  appropriate  action  for  con¬ 
sumption  or  disposal;  and  (8)  providing 
appropriate  transaction  inputs  to  the  in¬ 
ventory  requirements  and  accounting 
systems. 

I  6-312.1  Aadh  Obj^ves 

The  major  audit  objectives  in  review¬ 
ing  storage  and  issuing  are  to  determine: 

a.  If  accounting  documentation  is 
properly  prepared/controlled  and  the  ma¬ 
terial  is  properly  stored  and  protected 
firom  pilferage,  the  weather,  and  other 
hazards.  Material  should  be  issued  from 


stores  as  required,  with  proper  documen¬ 
tation,  and  support  the  production  sched¬ 
ule. 

b.  Storerooms  are  arranged  to  promote 
economy  and  efTiciency  in  storing,  locat¬ 
ing,  and  issuing  material. 

c.  If  the  movement  of  material  from 
receiving  and  inspection  to  storage  and 
then  to  production  is  reported  for  proper 
entries  in  the  accounting  records.  When 
material  flows  directly  from  receiving 
and  inspection  to  production  (bypassing 
storage),  equivalent  accounting  control  is 
likewise  maintained. 

6-312.2  Internal  Controls 

Storage  and  issuance  controls  are  typi¬ 
cally  reviewed  as  part  of  an  MMAS 
review.  If  an  MMAS  review  has  been 
performed,  the  auditor  should  refer  to  the 
MMAS  portion  of  the  ICAPS  to  obtain 
an  understanding  of  the  control  risk 
related  to  this  area.  If  an  MMAS  review 
has  not  been  performed,  the  auditor  may 
want  to  perform  audit  steps  to  assess 
control  risk  relating  to  the  storage  and 
issuance  function  (see  CAM  5-710.2).  In 
any  case,  the  auditor's  assessment  of 
control  risk  should  be  noted  in  the  work¬ 
ing  papers  and  reflected  in  the  scope  of 
the  review. 

6-312J  Audit  Gndelines 

The  auditor  should  consider  the  fol¬ 
lowing  in  developing  an  audit  program. 

a.  Determine  by  observing  evaluating, 
and  testing  the  practices  and  documenta¬ 
tion  in  the  warehouses,  storerooms,  and 
factory  whether  the  amount  of  merchan¬ 
dise  withdrawn  from  stores  is  adequate 
but  not  in  excess  of  current  needs. 

b.  Determine  the  accuracy  of  the  rec¬ 
ords  of  materials  in  transit  from  the 
warehouse  or  storeroom  area  to  the  pro¬ 
duction  area. 

c.  Make  physical  observations  and  tests 
of  documentation  in  production  areas  to 
determine  whether  material  is  being  used 
in  a  timely  manner  and  for  the  purposes 
for  which  it  was  issued. 

d.  Test  the  application  of  procedures 
for  (I)  returning  material  to  the  store¬ 
room,  (2)  replacing  material  in  stock,  and 
(3)  correcting  the  inventory  and  cost 
records  to  reflect  the  return.  Change 
orders  and  cutback  in  production  sch^- 


DCAA  Contract  Audit  Mannal 


Jannary  1995 


ules  usually  require  the  return  of  material 
issued  to  production. 

e.  Verify  the  delivery  of  requisitioned 
items  and  evaluate  the  proc^ures  for 
handling  r^lacement  orders  for  material 
lost  in  delivery. 

f.  Test  effectiveness  of  inventory  con¬ 
trols  and  man^ement  bv  examining  a 
reiJiesentative  number  of  contractor-ac¬ 
quired  government-owned  (excluding 
government  furnished  material)  and  con¬ 
tractor-owned  items  in  order  to  review 
the  (1)  basis  for  establishing  stock  levels 
and  reorder  points,  (2)  causes  for  any 
items  in  short  supply,  and  (3)  actions 
taken  in  response  to  data  shown  in  inven¬ 
tory  and  stock  status  reports  prepared  by 
the  contractor. 

g.  Test  the  flow  of  accounting  data  to 
the  accounting  dep^ment. 

h.  Review  the  additional  ^idance  con¬ 
cerning  the  storing  and  issuing  functions 
in  section  11,020  of  DCAAP  7641.73, 
Guidelines  for  Operations  Audits. 

I  6-313  Intraoompany  Transfers 

I  6-313.1  Introdactioa 

a.  Careful  consideration  should  be  giv¬ 
en  to  items  or  services  transferred  at 
amounts  other  than  cost.  Of  particular 
importance  is  whether  the  price  charged 
for  the  item  has  been  established  by  a 
competitive  market  place.  If  the  item  is 
(1)  proprietary,  (2)  sole  source,  or  (3) 
product  solely  or  substantially  for  gov¬ 
ernment  end  use,  it  may  be  concluded 
that  it  does  not  meet  the  requirement  for 
acceptance  at  price.  Under  these  condi¬ 
tions,  amounts  in  excess  of  actual  or 
estimated  cost  should  be  questioned. 

b.  For  a  contractor  to  obtain  reim¬ 
bursement  on  a  basis  other  tlum  cost,  for 
items  or  services  sold  or  transferml  be¬ 
tween  divisions,  subsidiaries,  or  organi¬ 
zations  under  common  control,  certain 
requirements  of  FAR  31.20S-26(e)  must 
be  met.  The  initial  requirement  is  that 
the  transferring  organiration  have  an 
established  practice  of  pricing  interoigan- 
izational  transfers  of  materials,  supplies 
and  services  at  other  than  cost  for  com¬ 
mercial  work  of  any  division,  subeidiary, 
or  aflUiate  of  the  contractor  under  a 
common  control. 
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c.  The  existence  of  an  established  prac¬ 
tice  should  be  readily  determinable  from 
evidence  such  as  catalogs,  sales  informa¬ 
tion,  and  delivery  records.  Once  the 
auditor  is  satisfied  that  the  transferring 
o^anization  has  such  a  practice,  a  deter¬ 
mination  should  be  made  as  to  whether 
reimbursement  for  the  item  under  con¬ 
sideration  is  being  requested  (1)  on  the 
basis  of  an  “estabhshed  catalog  or  maiket 
price  of  commercial  items  sold  in  sub¬ 
stantial  quantities  to  the  general  public,” 
or  (2)  on  the  basis  of  “adequate  price 
competition.”  This  determination  should 
facilitate  further  review  in  accordance 
with  the  following  guidelines. 

6-313.2  EstabUshed  Catalog  or  Market  I 
Price 

a.  FAR  31.205-26(e)(l)  refers  to  crite¬ 
ria  contained  in  FAR  lS.804-3(c)  for  use 
in  determining  whether  an  item  falls 
within  the  scope  of  this  alternative.  Gen¬ 
erally,  to  meet  these  criteria  the  price 
must  be,  or  be  based  on,  an  established 
catalog  or  market  price  of  commercial 
items  sold  in  substantial  quantities  to  the 
general  public.  A  listing  in  a  catalog  does 
not,  of  Itself,  make  the  price  allowable. 
The  contractor  should  be  required  to 
demonstrate  the  basis  of  the  price  and 
subsequent  price  increases  by  presenting 
sales  information  such  as  quantities  sold, 
dates  of  sale,  prices  for  the  quantities 
sold,  purchaser,  relationship  of  purchaser 
to  the  organization,  extent  of  sales  for 
commercial  and  government  end-use,  ex¬ 
tent  of  sales  to  any  division,  subsidiary, 
affiliate,  or  other  organiration  under 
common  control,  quantity  discount 
schedules,  and  comparisons  between  the 
item  being  sold  and  similar  items  sold 
previously  and  used  as  the  basis  for  the 
catalog  price. 

b.  iUes  for  government  end-use  or 
sales  to  affiliates  under  common  control 
are  not  considered  sales  to  the  general 
public  and  do  not  provide  a  sufficient 
basis  for  establishing  a  competitive  com¬ 
mercial  catalog  price.  The  ^termination 
as  to  whether  aU  the  criteria  set  forth  in 
FAR  15.804-^c)  have  been  met  is  to  be 
made  on  an  item  basis  as  oppos^f  to  a 
product  line  approach  and  requires  the 
use  of  judgment  in  several  areas.  The 
overall  objective  is  to  determine  whether 
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the  price  of  the  item  resulted  from  a 
competitive  market. 

c.  The  use  of  jud^ent  is  required,  for 
example,  in  determining  if  an  item  has 
been  “sold  in  substantial  quantities.”  No 
specific  guidance  can  be  provided  on 
what  percentage  of  the  total  units  sold 
must  be  sold  on  the  commercial  market 
or  how  many  items  must  be  sold  in  order 
to  qualify  as  “substantial.”  It  is  possible 
that  a  small  percentage  of  commercial 
units  may  represent  a  relatively  large 
quantity  sold  to  several  different  custom¬ 
ers  on  a  competitive  basis.  If  so,  the 
auditor  may  conclude  under  FAR 
15.804-3(cK4)  that  the  quantity  is  “suffi¬ 
cient  to  constitute  a  real  commercial 
market  for  the  item.”  However,  as  a 
general  rule,  if  35  percent  of  the  items, 
assuming  a  large  quantity  is  involved,  are 
sold  to  commercial  customers  the  item 
would  meet  this  criterion. 

d.  Another  area  r^uiring  the  use  of 
judgment  in  applying  FAR  31.205- 
26(eXl)  involves  the  words  “or  is  based 
on.”  FAR  15.804-3(cK6)  states,  “A  price 
is  “based  on”  a  catalog  or  market  price 
only  if  the  item  being  purchased  is  suffi¬ 
ciently  similar  to  the  catalog  or  market 
priced  commercial  item  to  ensure  that 
any  difference  in  prices  can  be  identified 
without  resort  to  cost  analysis.”  In  other 
words,  the  basic  item  must  meet  the  FAR 
3I.205-26(e)  requirements  and  the  modi¬ 
fied  item  must  be  sufficiently  similar  to 
permit  a  simple  explanation  of  the  price 
difference.  Technical  assistance  should 
be  obtained  in  those  cases  where  signifi¬ 
cant  amounts  are  involved. 

e.  Determine  whether  the  contractor’s 
catalog  is  r^ularly  maintained  and  made 
available  to  all  potential  customers.  In 
some  industries,  the  custom  of  the  trade 
is  to  offer  items  for  sale  to  the  general 
public  at  catalog  prices  less  announced 
discounts.  Such  discounts  are  stated  in 
percentages  of  catalog  prices,  and  the 
percentages  may  vary  according  to  type 
of  customer,  volume,  or  other  parame¬ 
ters.  Where  this  practice  is  followed, 
ensure  that  the  catalog  price  used  for 
intracompany  transfers  is  reduced  ^  the 
discount  percentage  applicable  to  similar 
sales  to  the  general  public. 
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6-3133  Adequate  Price  Competition  I 

a.  FAR  31.205-26(eX2)  refers  to  crite¬ 
ria  contained  in  FAR  1 5.804-3(b)  for  use 
in  determining  if  adequate  price  competi¬ 
tion  exists. 

b.  Price  competition  will  be  presumed 
adequate  if  at  least  two  responsible  offe¬ 
rors  that  can  meet  the  government’s 
requirements  independently  contend  for 
a  contract  to  be  awarded  at  the  lowest 
evaluated  price,  by  submitting  price  of¬ 
fers  responsive  to  the  request  for  bid. 
There  are  three  exceptions  to  this  pre¬ 
sumption  of  adequate  price  competition, 
namely  where  (1)  one  or  more  known 
qualified  offerors  are  denied  an  opportu¬ 
nity  to  compete;  p)  the  low  bidder  has 
such  a  determinative  advantage  over  oth¬ 
er  competitors  so  as  to  be  practicaUy 
immune  to  competition;  or  (3)  the  lowest 
price  is  detenmned  to  be  unreasonable. 
The  auditor  should  determine  whether  in 
addition  to  the  quotation  received  from 
its  affiliated  organizations  to  whom  the 
award  was  made,  quotations  were  also 
obtained  from  at  least  one  or  more  out¬ 
side  sources  which  normally  produce  the 
item  or  its  equivalent  in  significant  quan¬ 
tities. 

c.  Evaluate  whether  the  contractor 
made  a  valid  attempt  to  solicit  potential¬ 
ly  qualified  sources  on  a  broad  basis  and 
to  n^otiate  the  best  competitive  price  for 
the  item.  Reasons  should  be  obtained  for 
not  soliciting  a  reasonable  number  of 
qualified  suppliers.  Where  the  award  is 
made  to  other  than  the  lowest  bidder, 
justification  should  be  furnished  for  the 
action  taken.  The  contractor  should  dem¬ 
onstrate  that  all  potential  sun>Iiers  who 
submitted  bids  were  bidding  under  the 
same  set  of  circumstances  (e.|.,  giving 
effect  to  start-up  costs,  etc.),  '^en  the 
same  item  or  substantially  the  same  hern 
has  been  purchased  recently  in  like  quan¬ 
tities,  under  circumstances  that  provided 
adequate  price  competition,  compm 
those  prices  with  current  prices  being 
claimed  by  the  contractor.  Finally,  after 
all  factors  surrounding  the  price  have 
been  considered,  the  auditor  may  still 
have  to  make  a  jut^ent  in  each  case  on 
whether  the  contractor’s  price  was  truly 
established  through  adequate  price  com¬ 
petition. 
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I  6-313.4  Other  CoBsidentioBS 

a.  In  all  cases  where  interoiganizational 
transfers  or  sales  are  made  on  a  price 
basis,  review  price  and  discount  sched¬ 
ules,  sales  invoices  and  other  relevant 
sources  to  ascertain  that  the  provision  of 
FAR  31.20S-2^eX3)  relating  to  the  use 
of  prices  “not  in  excess  of  current  sales 
prices  to  his  most  favored  customer’’  are 
observed.  In  addition,  verify  that  the 
price  has  not  been  determined  to  be 
unreasonable  by  the  contracting  oflicer. 


b.  Occasionally,  a  contractor  may  de¬ 
cline  to  submit  documentation  support¬ 
ing  catalog  or  commercial  prices.  In  such 
a  case,  the  auditor  should  be  guided  by 
and  take  actions  prescribed  in  1-S04.3.  If 
the  prices  used  for  intracompany  trans¬ 
fers  cannot  be  adequately  substantiated, 
it  may  be  necessa^  to  suspend  or  ques¬ 
tion  the  amount  involved  to  the  extent 
the  propo^d  price  exceeds  actual  or 
estimate  incurred  costs. 
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6-400  Section  4  —  Audit  of  Incurred  Labor  Costs 


6-401  Introduction 

This  section  contains  audit  guidance 
applicable  to  the  review  and  evaluation 
of  incurred  labor  costs  by  area.  The 
evaluation  of  contractor’s  policies,  proce¬ 
dures,  and  practices  and  internal  controls 
which  influence  labor  costs  are  covered 
in  S-900.  The  results  of  the  review  of  the 
labor  system  and  related  internal  controls 
and  assessment  of  control  risk  provide 
the  basis  for  determining  the  extent  and 
frequency  of  testing  to  be  performed  in 
each  labor  cost  area.  The  auditor  should 
review  the  control  risk  assessment  and 
related  internal  control  audit  planning 
summary  (ICAPS)  to  determine  whether 
the  review  of  the  contractor’s  labor  sy^ 
tern  and  related  internal  controls  identi- 
fled  a  speciflc  risk  area  and  that  the 
relevant  labor  costs  are  material  in 
amount/impact  before  planning  for  sub¬ 
stantive  tests.  Discussion  is  presented  in 
the  following  areas:  (1)  scope  of  audit,  (2) 
review  of  labor  cost  charging  and  alloca¬ 
tion,  (3)  observations  of  work  areas  (floor 
checks),  (4)  review  of  payroll  preparation 
and  payment,  (S)  review  of  personnel 
policies  and  procedures,  (6)  review  of 
recruitment  costs  and  practices,  (7)  re¬ 
view  of  overtime,  extra-pay  shifts,  and 
multi-shift  work,  (8)  review  of  uncom¬ 
pensated  overtime,  (9)  review  of  labor 
standard  cost  systems  and  sole  proprie¬ 
tors’  and  partners’  salaries,  and  (10) 
evaluation  of  quantitative  and  qualita¬ 
tive  utilization  of  labor. 

6-402  Audit  Objective 

a.  Accomplishment  of  the  audit  objec¬ 
tives  will  require  consideration  of  each 
area  of  the  labor  system  areas  listed  in  6- 
401  above.  The  review  cycle  and  the  level 
of  testing  will  be  based  on  the  control  risk 
assessment  and  the  vulnerability  and 
materiality  of  the  labor  area  involved. 
Substantive  testing  may  be  greatly  re¬ 
duced  when  the  contractor  effectively 
maintains  an  adequate  and  compliant 
systCT  of  internal  controls,  including 
monitoring  and  testing  of  the  system. 


Substantive  testing  should  be  focused  in 
the  high  risk  areas. 

b.  The  discovery  of  unlawful  or  fraudu¬ 
lent  activities  is  not  the  primary  audit 
objective,  however,  the  auditor  should  be 
alert  to  any  condition  which  suggests  that 
such  a  situation  may  exist. 

c.  Labor  cost  char^g  and  allocation  I 
reviews  and  observations  of  work  area  I 
reviews  may  app^  similar  but  vary  in 
the  overall  objective  and  the  techniques 
and  procedures  used.  Review  selection  is 
influenced  by  the  perceived  risk  associ¬ 
ated  with  the  recording  and  accumula¬ 
tion  of  labor  costs.  If  the  resulting  audit 
objectives  are  to  evaluate  the  contractor’s 
compliance  with  its  labor  policies,  proce¬ 
dures,  and  internal  controls;  compliance 
with  and  reliability  of  the  contractor’s 
labor  cost  accounting  system;  the  accura¬ 
cy  of  contractor  employee  (salaried 
and/or  hourly)  labor  hour  charges  to 
contracts,  indirect  accounts,  or  other  cost 
objectives;  the  procedures  in  6-404  are 
appropriate.  If  the  objectives  are  to  verify 
the  existence  of  employees  and  to  evalu¬ 
ate  compliance  with  timekeeping  internal  I 
control  procedures,  the  pror^ures  in  6- 
405  are  appropriate.  The  auditor  should 
also  be  concerned  with  the  contractor’s 
compliance  to  its  policies  and  procedures  I 
relating  to  payroll  and  personnel,  recruit¬ 
ment,  overtime,and  labor  standards. 

6-403  Scope  of  Audit 

The  extent  of  audit  effort  in  testing  and 
verifying  labor  costs  will  be  influence  by 
(1)  the  adequacy  and  reliability  of  the 
contractor’s  system  and  related  internal 
controls,  (2)  the  nature  and  significance 
of  labor  and  related  expenses,  (3)  prior 
audit  experience  with  the  contractor,  (4) 
the  reliability  and  acc^tability  of  the 
contractor’s  labor  policies  and  proce¬ 
dures,  (S)  the  audit  objectives,  (6)  the  I 
contractor’s  mix  of  contracts  and  nature 
of  contract  provisions,  and  (7)  the  nature 
of  the  contractor’s  organization  and  oper¬ 
ations. 
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6-404  Review  of  Labor  Cost  Charging 
and  Allocation 

6-404.1  Aadit  Objectives 

a.  The  primary  objective  of  a  labor  cost 
chaiiging  and  allocation  review  is  to  eval¬ 
uate  the  accuracy  of  contractor  employee 
(salaried  and  hourly)  labor  hour  charges 
to  contracts,  indirect  accounts,  or  other 
cost  objectives.  The  auditor  should  deter¬ 
mine  if  the  recorded  labor  hour  charges 
are  a  fair  representation  of  the  actual 
work  performed.  Hours  recorded  on  an 
employee’s  timecard  or  electronic  record 
must  be  adequately  supported/ 
documented  if  they  are  to  be  accepted  as 
the  basis  for  reimbursable  labor  costs  on 
government  contracts. 

b.  An  underlining  principle  of  an  effec¬ 
tive  labor  charging  and  allocation  review 
is  that  it  must  be  performed  on  a  current 
basis.  Ex{wrience  has  shown  that  long 
lapses  of  time  between  when  labor  effort 
is  expended  and  when  it  is  reviewed  tend 
to  diminish  the  effectiveness  and  produc¬ 
tivity  of  the  audit.  Ideally,  labor  alloca¬ 
tion  reviews  should  be  fwiformed  on  a 
real  time  basis,  i.e.,  labor  effort  is  re¬ 
viewed  at  the  time  of  occurrence.  From  a 
practical  standpoint,  however,  labor 
should  be  reviewed  as  close  as  possible  to 
the  date  of  occurrence.  This  approach  has 
many  benefits.  The  employee  should  be 
better  able  to  remember  recent  events, 
and  sufficient,  competent  evidential  mat¬ 
ter  to  support  audit  conclusions  should 
be  more  readily  available. 

c.  It  would  be  impractical  with  limited 
audit  resources  to  review  an  entire  labor 
system  at  one  time.  Efforts  must  be 
concentrated  on  those  areas  r^uirir^ 
inunediate  attention.  To  do  this,  it  is 
necessary  to  perform  an  analysis  on  the 
contractor’s  current  labor  ir^tem.  The 
analysis  should  help  the  auditor  identify 
those  problem  areas  most  likely  to  result 
in  a  significant  adverse  cost  impact  to  the 
government  (risk)  and  the  extent  of  gov¬ 
ernment  exposure  to  suspected  irregular 
conduct  (vrunerability).  lire  analysis  con¬ 
sists  of  preliminary  audit  effort,  a  review 
of  the  adequaiy  of  and  compliance  with 

I  internal  contrm  (see  S-900),  and  consid¬ 
eration  of  other  conditions  which  may 
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influence  the  contractor’s  labor  charging 
practices. 

d.  The  nature  and  extent  of  further 
audit  effort  should  be  based  on  the  out¬ 
come  of  the  analysis  performed  in  the 
review  of  internal  controls  (see  Chapter 

5- 900).  In  most  circumstances,  effective 
and  productive  audits  require  some  phys¬ 
ical  verification  (floor  checks/interviews) 
to  arrive  at  supportable  conclusions.  In 
addition,  p(^orming  floor  checks/ 
interviews  will  satisfy  the  mandatory 
atmual  audit  requirement  relating  to  la¬ 
bor  floor  check^interviews  (MAAR  6). 
Roor  checks  are  designed  to  evaluate 
employee  labor  charging  at  a  particular 
point  m  time  and  are  most  often  ^pro- 
priate  when  the  analysis  has  not  identi- 
ned  any  high  risk  areas  (see  6-405). 
Interviews  are  designed  to  evaluate  em¬ 
ployee  labor  charging  over  a  recent  peri¬ 
od  of  time  and  are  most  often  appropri¬ 
ate  in  reviewing  high  risk  areas.  The  two 
approaches  are  not  necessarily  mutually 
exclusive.  A  floor  check  may  help  identi¬ 
fy  a  potentially  high  risk  area  requiring 
further  aiuilysis. 

6- 404.2  Analysis  of  Labor  Chaigliv  and 
Allocation  System 

The  objective  of  the  analysis  of  the 
contractor’s  labor  charging  and  allocation 
system  is  to  identify  specific  areas  or 
situations  where  there  is  hi^  risk  of 
labor  mischamng.  This  will  usually  result 
in  the  identification  of  qiecific  cost  or 
profit  centers,  departments,  contracts  or 
cost  objectives,  or  employees  or  groups  of 
employees  where  the  potential  for  misc- 
harpng  is  high. 

6-404 J  Preliarinary  Audit  Efibrt 

Because  the  effectiveness  td*  the  audit  I 
depends  on  the  auditor’s  knovtiedge  of  I 
the  contractor’s  labor  charmng  and  alio- 
cation  system,  the  auditor  would  become  I 
familiar  with  available  background  infor¬ 
mation  on  the  amtractor’s  onanization, 
budgetary  controls,  direct/inturect  labor 
chan^  policies  and  procedures,  and 
resutts  of  the  labor  intenial  controls  re¬ 
view  (see  S-SK)0).  Obtain  pertinent  infcH-- 
mation  from  u^o-date  permanent  files, 
coordination  with  procurement  trflicials, 
and  discussions  with  the  omtractor. 
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a.  Contractor  organization  charts  and 
listings  of  current  government  contracts 
are  very  useful  sources  of  information 
and  should  be  examined  and  referenced 
often  during  the  audit.  In  addition,  the 
auditor  should  update  the  labor  portion 
of  the  permanent  file  to  help  satisfy  the 
mandatory  annual  audit  requirement  re¬ 
lating  to  permanent  flies  (MAAR  3). 

b.  Coordinate  the  planned  audit  with 
the  ACO  and  other  contracting  offlcer 
representatives  to: 

( 1 )  Ensure  that  a^uate,  but  not  dupli¬ 
cate,  coverage  of  time  and  material  coa- 
tracts  is  provided  by  the  auditor  and  the 
contracting  officer’s  technical  representa¬ 
tive  (COTR). 

(2)  Solicit  any  input  that  may  affect  the 
audit. 

(3)  Establish  procedures  for  requesting 
needed  technical  assistance,  (see  Appen¬ 
dix  D) 

(4)  Determine  if  the  audit  is  to  be 
conducted  as  a  joint  CAO/DCAA  review 
M^rovided  in  DEARS  242.70  (see  15- 

(5)  Establish  target  dates  for  status 
meeting  to  keep  the  ACO  informed  of 
the  audit  progress.  Bring  any  difficulties 
to  the  ACO’s  attention  for  prompt  resolu¬ 
tion. 

(6)  Invite  the  ACO  to  attend  the  en¬ 
trance  conference  and  to  suggest  confer¬ 
ence  agenda  items. 

c.  The  auditor  should  hold  an  entrance 
conference  in  accordance  with  4-302  to 
exchange  preliminarv  information  about 
the  audit  and  to  enable  the  contractor  to 
provide  a  briefliM  about  its  di¬ 
rect/indirect  labor  charging  and  alloca¬ 
tion  policies.  During  the  entrance  confer¬ 
ence  the  auditor  should: 

(1)  Discuss  the  general  area(s)  to  be 
covered  and  the  general  period  of  audit 
performance. 

(2)  Advise  the  contractor  that  the  audit 
will  include  a  series  of  unannounced 
emfteyee  floor  chedcs/interviews.  The 
contractor  shcmld  designate  a  representa¬ 
tive  to  accompany  the  audit  team  during 
the  floor  checks/interviews.  A  primary 
and  ahemate  representative  should  be 
designated  for  each  of  the  contractor’s 
locations. 

(3)  Set  the  ground  rules  for  the  inter¬ 
views  and  floor  diecks;  e.g.,  the  inter¬ 


views  will  be  unannounced,  the  team  will 
be  comprised  of  two  auditors  and  a 
contractor  representative,  and  the  repre¬ 
sentative  will  not  be  allowed  to  interpret 
the  employee’s  responses  nor  be  allowed 
to  “coach”  the  employees  in  their  re¬ 
sponses. 

(4)  Request  a  contractor  representative 
to  act  as  coordinator  for  discussing  audit 
progress  and  findings. 

6-404.4  Review  of  the  Adequacy  of 
Internal  Controb 

a.  Consideration  of  the  contractor’s 
internal  control  structure  is  an  important 
part  of  the  labor  audit.  An  adequate 
internal  control  structure  is  essential  if 
the  labor  system  is  to  be  relied  upon  for 
cost  reimbursement  and  as  a  buis  for 
future  estimates.  The  evaluation  of  the 
internal  control  structure  is  covered  in 
Chapter  5-900  and  must  encompass  both  I 
EDP  and  manual  processes  that  are  used 
in  the  accumulation  and  recording  of 
labor  costs.  Guidance  for  the  evaluation 
of  EDP  system  controls  is  included  in 
Appendix  C.  The  result  of  the  internal 
controls  review  will  enable  the  auditor  to  I 
determine  the  effectiveness  of  labor  func¬ 
tions  and  the  reliability  of  labor  records; 
and,  when  combined  with  appropriate 
tests  of  amounts  included  in  cost  repre¬ 
sentations,  will  provide  a  basis  on  which 
the  auditor  can  render  an  opinion  as  to 
whether  the  contractor’s  labor  cost  repre¬ 
sentations  are  acceptable. 

b.  Start  and  Stop  Time  Recording 

Recording  of  start  and  stop  times  is 

necessary  only  when  the  lack  of  such  a 
control  results  in  a  risk  of  a  material 
labor  cost  misallocation.  Determining  the 
need  to  record  start/stop  time  is  made  on 
a  case-by-case  basis.  The  factors  that 
should  M  considered  in  assessii^  the 
appropriateness  of  recording  ^art/^(q> 
times  include  (1)  nature  and  variety  of 
tasks  worked  on  each  day,  (2)  significance 
of  emirioyees  working  on  multiple  tasks 
compared  to  total  work  force,  and  (3)  mix 
of  contracts.  After  considering  th^  fac¬ 
tors,  the  DCAA  auditor  must  exercise 
professional  judgment  as  to  whether 
there  is  sufliaent  risk  to  warrant  recom¬ 
mending  recording  start/stop  time.  Inher¬ 
ent  in  determining  risk  is  the  concept  that 
the  benefit  of  the  control  —  in  this  case 
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recording  start/stop  time — must  exceed 
the  cost  of  implementation. 

c.  Carefully  consider  the  possible  con¬ 
sequences  when  internal  control  inade¬ 
quacies  are  significant.  Document  correc¬ 
tive  action  taken  by  the  contractor  and 
consider  when  planning  the  extent  of 
testing  required. 

6-404^  Review  of  Complianoe  with 
lateraal  Coatrob 

Inadequate  internal  controls  or  non- 
compliance  with  those  controls  greatly 
increase  the  risk  that  labor  mischaiging 
could  be  occurring  The  scope  of  the 
audit  should  be  adjusted  in  accordance 
with  the  risk  determined  in  the  review  of 
the  labor  system  of  internal  controls  (See 
Chapter  5-900). 

6-4044i  Review  of  Conditiona  Inflaendag 
Contractor  Labor  Charging  Practices 

a.  Proper  analysis  requires  a  working 
knowlec^  of  not  only  the  contractor’s 
operations,  polici<»,  and  procedures,  but 
also  many  conditions  that  may  influence 
management  decisions.  Normally  no  one 
factor  should  become  the  sole  determi¬ 
nant  of  whether  an  audit  should  be 
continued,  expanded,  or  terminated. 
High  risk  and  vulnerability  are  usually 
the  effect  of  the  relationships  among 
several  conditions. 

b.  Several  conditions  and  appropriate 
review  procedures  are  presented  in  this 
section.  The  review  of  these  conditions 
may  identify  areas  (e.g.,  cost/profit  cen¬ 
ters,  departments,  groups  of  employees, 
emirfoyee  labor  clauiflcations,  or  con¬ 
tracts  or  cost  objectives)  where  the  poten¬ 
tial  for  labor  mischaigii^  is  high.  Wlwn 
high  risk  exists,  the  auditor  must  also  be 
alert  to  the  possibility  of  fraud,  and 
should  conduct  transaction  tests  which 
include  a  determination  that  records  ex¬ 
amined  are  not  falsified.  Give  spwial 
consideration  to  unusual  transactions. 
Journal  entries  and  other  special  adjust¬ 
ments  may  provide  leads  for  discovering 
improper  transactions.  Many  fraud  cases 
involve  deliberately  falsified  labor  distri¬ 
bution,  payroll,  and  other  records.  Exam¬ 
ples  indude  fraudulent  charges  to  cost- 
type  contracts  of  costs  applicable  to  flrm- 
fixed-  price  woric  and  fraudulent  charges 
to  direct  and  indirect  activities  of  unre¬ 


lated  labor  costs  when  projects,  budgets, 
contract  ceilings,  or  advance  agreement 
(e.g.,  IR&D/B&P)  limitiations  are  about 
to  be  exceeded.  Although  no  list  can  be 
all-inclusive,  the  following  factors  are 
examples  of  conditions  which  may  influ¬ 
ence  labor  charging  practices.  The  audi¬ 
tor  should  identify  the  specific  risk  ar- 
ea(s)  associated  with  such  conditions  by 
designating  them  as  high,  medium,  or  low 
risk. 

(1)  Mix  of  Contracts 

Determine  the  government  contract 
mix  (cost  vs.  fixed-price/commercial).  A 
contractor  whose  contracts  are  all  fixed- 
price  or  all  cost-type  would  have  relative¬ 
ly  little  incentive  to  mischaige  between 
contracts.  On  the  other  hand,  a  contrac¬ 
tor  with  a  mix  of  cost-type  and  fixed- 
price/commercial  woik  would  generally 
have  a  much  greater  motivation  to  charge 
effort  allocable  to  fixed-price  or  commer¬ 
cial  work  to  a  cost-reimbursable  contract. 

(2)  Overrun  Contracts 

i^en  contract  costs  have  exceeded  or 
are  projected  to  exceed  contract  value, 
contractors  may  divert  these  excess  costs 
to  other  cost  objectives  such  as  indirect 
labor,  overiiead  accounts,  other  con¬ 
tracts,  etc.  Request  the  contractor  to 
provide  a  listing  of  all  contracts  that  are 
currently  in  an  overrun  position  or  pro¬ 
jected  to  be  in  an  overrun  position.  The 
ACO  can  also  often  provide  information 
on  “trouble  contracts.” 

0  B&P/IR&D  Costs 

The  auditor  should  review  the  incurred 
costs  in  these  areas  to  determine  if  the 
contractor  is  treating  B&P  and  IR&D 
labor  as  it  does  normal  contract  labor. 
Determine  if  the  contractor  is  close  to  or 
over  the  allowable  cost  ceiling  (formula 
or  advance  agreement).  If  the  contractor 
is  close  to  or  over  the  ceiling  and  has 
cost-type  contracts,  the  risk  is  high  that 
mischaigiiu  may  exist,  and  this  area 
should  be  further  reviev^.  Furthermore, 
reviews  in  this  area  may  satisfy  the 
mandatory  annual  audit  requirement  re¬ 
lating  to  B&P/IR&D  costs  (MAAR  17). 

0  Selling  and  Marketing  Costs 

Review  the  relative  m^itude  of  these 
expenses.  B&P  and  IR&D  effort  may  be 
misclassified  as  sdling  and  mariceting 
costs.  If  selling  and  marketing  costs  ap¬ 
pear  out  of  line  with  expectations,  the 
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contractor  may  have  misclassifled 
B^/IR&D  costs  in  excess  of  formula  or 
advance  agreement  ceiling  amounts. 

(5)  Significant  Increases  in  Di- 
rect/Indiiect  Labor  Accounts 

Trend  analyses  may  disclose  instances 
where  chaiges  to  direct  or  indirect  labor 
accounts  have  increased  significantly. 
Sufficient  review  should  be  pmormed  to 
determine  the  nature  of  the  increase.  The 
auditor  should  review  changes  in  proce¬ 
dures  and  practices  for  direct/indiiect 
time  cha^ng  of  contractor  employees 
for  consistency  with  generally  accepted 
accounting  principles,  the  applicable  con¬ 
tract  cost  principles,  and  any  applicable 
Cost  Account!^  Standards  require¬ 
ments.  The  auditor  should  also  penorm 
comparative  analysis  of  sensitive  labor 
accounts.  If  there  is  no  amarent  explana¬ 
tion,  or  conditions  exist  that  would  indi¬ 
cate  a  misclassification  of  direct  labor 
charges,  this  should  be  Anther  reviewed. 
Reviews  in  this  area  may  satisfy  the 
mandatory  annual  audit  ^uirements 
relati^  to  changes  in  direct/indiiect 
charging  and  anamis  of  sensitive  labor 
accounts  (MAARS  7  and  8). 

(6)  Reoiganization/Reclasnfication  of 
En^oyees 

Ine  organizational  structure  of  the 
contractor  should  be  analyzed  to  deter¬ 
mine  if  it  permits  inconsistent  treatment 
of  similar  labor.  In  some  instances,  reor¬ 
ganizations  and  reclassifications  are  im¬ 
plemented  to  achieve  an  accounting  ob¬ 
jective  that  was  not  possible  under  the 
previous  structure.  Sufficient  review 
should  be  performed  to  determine  if  the 
changes  will  have  an  impact  on  govern¬ 
ment  contract  costs. 

(7)  Adjusting  Journal  En¬ 
tries/Exception  Reports  (Labor  Trans¬ 
fen) 

Determine  if  there  are  any  unusual 
labor  tiansfen  made  via  adjusting  jour¬ 
nal  entries.  Adequate  rationale  and  sup- 
portiiu  documentation  should  be  avail¬ 
able  ror  all  significant  labor  transfen. 
Review  in  this  area  requires  the  auditor 
to  be  knowledteable  abrat  how  adjusting 
entries  are  pot  into  the  system,  either 
manually  arid/or  by  omnputer.  If  some 
significant  entries  appear  to  be  more  than 
just  normal  corrections,  the  government 
risk  and  vulnerability  is  high  nnd  the  area 


should  be  reviewed.  Reviews  in  this  area 
may  satisfy  the  mandatory  annual  audit 
requirement  relating  to  labor  adjusting 
entries  (MAAR  10). 

(8)  Budgetary  Controls 

Many  contractors  operate  management 
systems  that  require  strict  adherence  to 
budgetary  controls.  If  the  system  is  in¬ 
flexible,  labor  charges  may  have  a  ten¬ 
dency  to  follow  the  identic^  route  of  the 
budded  amounts,  especially  if  manag¬ 
ers*  bonuses  or  incentives  are  determined 
based  on  performance  against  some  pre¬ 
determined  budget.  Rigid  budgetary  con¬ 
trol  systems  can  result  in  predetermined 
labor  chaiges.  Refer  to  the  review  of  the 
contractor  budgets  as  described  in  Chap¬ 
ter  5-500. 

(9)  Contract  Definition  Contracts 

Contract  Definition  (CD)  contracts  are 

generally  fixed-price  contracts  for  a  short 
duration.  They  are  usually  awarded  to 
several  contractors  who  will  compete  for 
a  major  follow-on  prime  contract.  The 
procurement  activity  will  use  the  results 
ddivered  under  the  CD  contracts  to  help 
define  exactly  what  it  wants  in  the  prime 
contract  and  then  issue  an  informative 
RFP.  Since  the  contractor’s  performance 
on  the  (TD  contract  will  have  a  direct 
bearing  on  its  chance  of  winning  the 
prime,  there  may  be  a  tendency  to  spend 
more  than  the  established  contract  value. 
Therefore  CD  contracts  are  highly  sus¬ 
ceptible  to  labor  mischarging  and  the 
auditor  should  review  them  to  make  sure 
all  alloddile  effort  is  being  charged. 

(10)  Contract  Provisions 

Any  contract  or  contract  modification 
may  contain  certain  provisions  which 
increase  the  incentive  for  labor  mischaig- 
ing.  A  common  example  of  such  a  provi¬ 
sion  is  one  which  puts  ceilings  on  certain 
cost  elements  or  rates.  Similarly,  Time 
and  Material/Engineering  and  Technical 
Services  contracts  may  iiidude  task  order 
Ainding  ceilings  which  are  enforceable 
when  contract  lanyiye  so  provides. 
These  ceilings  prohibit  the  contractor 
from  recovermg  any  costs  incurred  above 
these  pieestablisbed  limits.  The  existence 
of  costs  incurred  in  excess  of  ceiling 
limitations  should  alert  the  auditor  to 
possiUe  improper  cost  transfers.  Another 
example  or  a  contract  provision  whkdi 
increases  the  risk  of  labor  mischarging  is 
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a  “Cost  Sharing  Clause.”  Such  clauses 
may  require  the  contractor  to  deliver 
goods  and/or  services  at  no  costs  to  the 
government. 

(11)  Labor  Accounting  by  Funding 

Labor  accounting  by  funding  is  the 

controlled  management  and  charging  of 
labor  costs  to  cost  objectives  on  the  basis 
of  available  funding  rather  than  where 
the  labor  efforts  are  actually  performed. 
Time  and  Material/Engineering  and 
Technical  Services  contracts  P9ssess  a 
risk  of  labor  accounting  by  funding.  The 
availability  of  contract  hinds  often  con¬ 
trols  where  labor  costs  are  charged.  To 
the  extent  that  this  practice  is  employed, 
the  procedures  utilized  in  risk  and  vul¬ 
nerability  analysis  will  have  to  be  adjust¬ 
ed  because  extensive  labor  accountiim  by 
fund^  often  results  in  no  “red  flag'’ 
conditions  since  all  cost  objectives  will 
show  labor  costs  at  or  below  funded 
levels.  The  auditor  must  be  alert  to  this 
type  of  situation  and  consider  factors 
other  than  cost  in  determining  the  exis¬ 
tence  or  extent  of  this  practice.  For 
example,  a  review  of  recent  deliveries 
made  on  government  contracts  could 
reveal  that  no  labor  costs  were  charged  to 
a  contract  during  the  period  when  deliv¬ 
eries  occurred.  Auditor  initiative  and 
imagination  are  important  ingredients 
during  an  assessment  of  possible  labor 
accounting  by  funding  problems. 

(12)  Related/Similsu'  Cost-Type  and 
Fixed-Price  Procurements 

This  situation  is  fairiy  cdmmon  and 
occurs  when  procuring  agencies  au^rd 
contracts  for  the  same  or  similar  items 
using  different  contract  types.  It  repre¬ 
sents  a  high  risk  condition  and  should  be 
closely  monitored.  This  situation  can 
often  result  in  some  form  of  “labor 
accounting  by  funding,”  i.e.,  labor  cost  to 
the  contracts  involved  are  charged  based 
on  contract  funding  and  ceilings  regard¬ 
less  of  where  they  are  incurred. 

(13)  Offsite  Locations 

Significant  amounts  of  labor  costs  may 
be  incurred  at  contractor  ofbite  locations 
where  little  or  no  audit  effort  has  been 
expended.  The  performance  of  offsite 
labor  reviews  usually  requires  audit  assis¬ 
tance  from  other  FAOs.  The  determina¬ 
tion  of  risk  and  vulnerability  will  require 
at  least  oral  coordination  between  the 


home  and  offsite  auditors.  Requests  for 
assist  audits  should  be  prepared  and 
tracked  in  accordance  with  6801.1. 

(14)  Labor  Cha^ng  versus  Estimating 

A  review  in  this  area  may  reveal  that 

the  contractor  is  charging  certain  catego¬ 
ries  of  labor  directly  to  government  con¬ 
tracts  contrary  to  the  manner  in  which 
the  cost  was  reflected  in  the  bid  propo^ 
or  the  treatment  accorded  commercial 
contracts.  The  auditor  should  ascertain 
the  reason  for  any  divergence  in  policy. 
Such  practices  should  be  further  ana¬ 
lyzed. 

(15)  Fixed-Price  Sole-Source  Follow- 
On  Contracts 

Contractors  may  be  motivated  to 
charge  effort  aUocable  to  commercial 
work  to  their  sole-source  contracts  in 
order  to  increase  the  cost  of  these  con¬ 
tracts,  which  are  then  used  as  a  basis  for 
projecting  the  cost  of  follow-on  work. 

6-404.7  Determiniiig  Additioaal  Audit 
Effiurt 

a.  Use  the  results  of  the  review  of  the  I 
contractor’s  labor  charging  and  allocation 
system  and  related  internal  controls,  in¬ 
cluding  the  contractor’s  own  monitoring 
and  testing  efforts,  to  determine  the 
nature  and  extent  of  further  audit  effort. 

b.  The  analysis  of  the  conditions  in  6 
404.6,  together  with  the  results  of  the 
review  of  internal  controls,  may  identify 
areas  with  a  high  risk  of  labor  mischarg- 
ing.  To  best  utilize  available  audit  re¬ 
sources,  focus  audit  effort  on  those  areas 
in  which  the  government’s  vulnerability 
and  risk  are  high.  For  high-risk  areas, 
sufficient  review  and  analysis  should  be 
performed  to  assure  that  the  govern¬ 
ment’s  interest  is  protected.  Discuss  the 
results  of  the  analysis  with  the  audit 
sup^isor  and  adjust  the  scope  of  the 
audit  q^roiniately.  As  an  example,  the 
analysis  may  reveal  the  following  condi¬ 
tions  indicating  high  risk  areas. 

(1)  The  contractor  has  an  over- 
run/behind-schedule  fixed-price  contract 
that  is  being  worked  on  by  a  department 
that  also  has  responsibility  for  a  cost-type 
contract.  The  cost-tm  contract  is  cur¬ 
rently  under  budget.  The  effort  expended 
under  the  two  contracts  is  similar.  The 
AGO  and  PCO  have  o^iressed  their 
concerns  and  dissatisfaction  with  the 
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contract  performance  to  the  contractor. 
In  addition,  the  department  manager’s 
bonus  is  dependent  upon  adherence  to 
contract  budgets.  In  this  case,  the  risk 
area  is  all  employees  assign^  to  the 
department. 

(2)  The  contractor  has  an  offsite  facili¬ 
ty  that  has  two  fixed-price  contracts  and 
one  cost-type  contract.  One  pn^am 
manager  is  responsible  for  the  three  con¬ 
tracts.  The  program  manager’s  labor  ef¬ 
fort  on  the  cost-type  contract  is  charged 
direct  to  the  contract,  while  the  effort  on 
the  two  fixed-price  contracts  is  charged 
indirect  to  overhead.  There  is  reason  to 
believe  that  this  practice  is  prevalent 
throughout  the  company.  In  this  case,  the 
area  of  risk  is  all  program  manager  labor 
effort  regardless  of  department  or 
cost/profit  center. 

c.  If  high  risk  areas  warranting  further 
review  are  identified,  preinterview  analy¬ 
sis  and  employee  interviews  should  be 
performed  in  accordance  with  the  proce* 
dures  in  6-404.8. 

d.  If  the  analysis  has  not  revealed  any 
high-risk  areas,  the  auditor  should  con¬ 
sider  performing  a  floor  check  to  satisfy 
the  mandatory  annual  audit  requirement 
for  labor  interviews/floor  checla  (MAAR 
6),  as  discussed  in  6-40S.3. 

6>404.R  Preiatmiew  Analysis 

Once  high  risk  areas  have  been  identi¬ 
fied  for  review,  p^orm  a  preinterview 
analysis  to  identify  the  population  of 
employees  associate  with  the  high  risk 
areas,  e.g.,  a  cost/profit  center,  depart¬ 
ment,  contract  or  cost  objective,  cla^  of 
employees,  etc.,  and  to  select  employees 
to  'x  interviewed.  The  employee  popula¬ 
tion  is  usually  all  employees  chs^ng 
and/or  assignra  to  the  risk  area.  From 
this  population,  specific  employees  will 
be  selected  for  interviews.  Sunicient  data 
must  be  gathered  so  that  an  informed 
decision  can  be  made  on  the  selection  of 
employees.  The  employees  with  the  most 
questionable  labor  charges  are  normally 
interviewed.  Just  as  the  risk  and  vulnera¬ 
bility  anaijrsis  started  with  the  contrac¬ 
tor’s  entire  labor  system  and  narrowed 
the  audit  scope  to  selected  areas  of  risk, 
preinterview  analysis  starts  with  all  the 
employees  chaiging/assigned  to  the  risk 
area  and  narrows  selected  employees 
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with  the  most  questionable  time  charges 
within  that  risk  area. 

a.  To  determine  what  the  high  risk 
population  is,  the  following  ste|»  should 
be  performed  for  each  high  risk  area 
identifled: 

(1)  Review  labor  distribution  docu¬ 
ments  and  payroll  runs  to  identify  all 
employees  charing  labor  effort  or  as¬ 
signed  to  the  risk  area.  Consider  using 
DATATRAK  or  other  data  retrieval  pro- 
gnuns  for  this.  (See  4-504  for  additional 
guidance  on  using  these  programs.)  Pre¬ 
pare  a  schedule  of  employees  charging  a 
major  portion  of  their  time  to  the  risk 
area. 

(2)  Obtain  additional  evidential  matter 
by  reviewing  other  relevant  available 
documentation  related  to  the  risk  area, 

e.g,  organization  charts,  travel  reports, 
contract  files,  woilc  authorizations.  Mate¬ 
rial  Inspection  and  Receivii^  Reports 
(DD  Form  250),  contract  status  reports, 
etc.  Gather  as  much  information  r^ard- 
ing  the  risk  area  as  possible  before  per¬ 
forming  any  interviews.  For  example,  if 
the  identified  risk  area  is  a  certain  con¬ 
tract,  review  enough  available  documen¬ 
tation  to  gain  an  understanding  of  the 
scope  of  contract  work,  contract  delivery 
schedules,  si^ial  contract  provisions, 
etc.  This  review  may  also  identify  em¬ 
ployees  who  have  worked  on  the  contract 
but  have  not  charged  labor  effort  to  it. 

(3)  For  employees  identified  in  (1)  and 
(2)  schedule  labor  time  charge  for  an 
appropriate  recent  period  of  time.  The 
appropriate  time  period  will  vary  with 
each  audit.  Determine  if  any  signiHcant 
trends  exist.  Identify  all  employees  with 
irregular  or  inconsistent  chargii^  pat¬ 
terns.  Focus  attention  on  those  employ¬ 
ees  with  the  most  questionable  time 
charging  patterns. 

(4)  For  employees  identified  in  (3), 
physically  inspect  timecards  (or  othn 
source  document)  starting  with  the  most 
current  time  penod.  Review  each  time¬ 
card  for  (i)  consistent  time  splitting  ^ 
especially  atert  to  employees  working 
multiple  jobs  in  a  day),  (ii)  changm  in 
chatgi^  patterns,  and  (iii)  corrections, 
alterations,  whiteKiuts,  or  indications 
that  someone  else  is  completing  the  time¬ 
card. 
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(3)  For  employees  identified  above, 
review  travel  expense  reports  and  com¬ 
pare  travel  charges  to  labor  distribution 
charges.  Look  for  inconsistencies. 

(6)  Gather  additional  pertinent  infor¬ 
mation  on  each  employee’s  time  charges 
by  reviewing  other  available  documenta¬ 
tion.  Obtain  an  understanding  of  the 
nature  of  the  work  for  each  contract/cost 
objective  charged  during  the  review  peri¬ 
od,  the  time  spent  on  each  job  including 
accurate  time  charging  when  multiple 
jobs  are  worked  on  a  daily  basis,  and  any 
other  relevant  information.  Also,  review 
CAM  Sections  3-1210,  3-1211,  and  3- 
1212  for  additional  examples  or  risk 
areas. 

b.  Selection  of  employees  for  interview 
should  be  made  as  a  result  of  the  above 
review.  Select  employees  whose  time 
charges  and  review  of  other  documenta¬ 
tion  indicate  a  high  probability  of  misc- 
haiging.  There  should  be  a  strong  indica¬ 
tion  that  the  selected  employees  have 
mischarged  their  labor  effort. 

c.  If  no  employees  in  the  risk  area 
appear  to  have  questionable  time 
charges,  discuss  terminating  the  audit  of 
the  risk  area  with  the  audit  supervisor. 

d.  An  important  phase  of  preinterview 
analysis  techniques  is  the  preparation  of 
adequate  working  papers.  Careful  prepa¬ 
ration  of  working  papers  is  critical  to  the 
establishment  of  a  basis  for  effective 
interviews.  Consistency  in  working  paper 
preparation  should  be  maintained 
throughout  the  review.  To  facilitate  re¬ 
view  and  reference,  the  working  papers 
should  include  the  employee  name  and 
ID  number,  date  of  interview,  the  atten¬ 
dees,  the  reason  for  employee  selection, 
an  interview  summary,  and  audit  (inclu¬ 
sion. 

e.  Data  gathered  during  the  preinter¬ 
view  analysis  forms  the  basis  for  ques¬ 
tions  asked  during  the  interview.  Formu¬ 
late  the  questions  to  be  asked  each  em¬ 
ployee  and  anticipate  the  responses.  The 
questions  should  be  designed  to  confirm 
the  employee’s  suspect^  mischargii:^ 
Keep  questions  factual  in  nature;  avoid 
questions  which  solicit  the  employee’s 
opinion.  Develop  a  “game  plan”  for  each 
interview. 
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6-404.9  Detailed  Employee  Interviews 

Effective  interviews  and  a  review  of  the 
labor  system  of  internal  controls  (see 
CAM  3-90<^  can  provide  sufficient  infor¬ 
mation  to  form  an  opinion  on  the  ade¬ 
quacy  of,  and  compliance  with  internal 
controls  aad  the  propriety  of  the  record¬ 
ed  labor  charge.  Justification  for  per¬ 
forming  detailed  employee  interviews  is 
provided  by  GAGAS  (see  2-306).  The 
third  standard  of  field  work  quires  that 
sufficient  competent  evidential  matter  be 
obtained  through  inspection,  observa¬ 
tion,  inquiry,  and  confirmation  to  afford 
a  reasonable  basis  for  an  opinion  on  costs 
recorded.  (See  2-306). 

a.  The  conduct  of  employee  interviews 
will  vary  according  to  the  amount  and 
quality  of  preinterview  data  gathered. 
Certain  basic  steps  should  be  followed 
when  conducting  interviews: 

(1)  Interviews  should  be  performed  on 
a  current  basis  to  be  effective.  Recent 
events  are  fresh  in  the  employee’s  mind 
and  responses  to  questions  on  current 
time  charges  will  usually  produce  the 
most  reliable  audit  evidence.  However, 
the  auditor  is  not  precluded  from  asking 
questions  about  general  time  charging 
patterns  that  may  have  occurred  over  an 
extended  period  of  time. 

(2)  All  interviews  should  be  conducted 
at  the  employee’s  work  location  because 
documentation  is  readily  available. 

(3)  The  interview  team  should  be  com¬ 
prised  of  two  auditors:  one  interviewer, 
one  recorder.  The  recorder  is  expected  to 
ask  pertinent  questions  overlooked  by  the 
interviewer.  In  addition,  a  contractor 
representative  should  accompany  each 
team  (see  6-404.3c(3)). 

(4)  The  contractor  should  not  be  ad¬ 
vised  ahead  of  time  about  the  sp^iflc 
department  or  individuals  to  be  inter¬ 
viewed.  Advance  notice  of  time  of  the 
interviews  or  the  employees  to  be  inter¬ 
viewed  will  not  be  ^ven. 

b.  The  length  and  complexity  of  the 
interview  will  vary  with  the  number  and 
typra  of  discrepancies  disclosed  during 
preinterview  analysis.  There  is  no  ques¬ 
tionnaire  used.  Questionnaires  may  raise 
problems  r^ardmg  distribution  to  em¬ 
ployees  and  access  requests  by  contrac¬ 
tors.  However,  below  is  a  list  of  certain 
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general  information  that  will  be  elicited 
from  each  employee  interviewed: 

(1)  Employee’s  name  and  identiflca- 
tion  number. 

(2)  Employee’s  current  job  title,  posi¬ 
tion  description,  and  nature  of  his  or  her 
work. 

(3)  Employee’s  current  projects  and  the 
period  of  performance. 

(4)  Description  of  the  nature  of  work 
performed  dtuing  the  period  under  re¬ 
view. 

(3)  Percentage  of  time  worked  on  each 
project. 

(6)  The  cha^  numbers/aooounts  used 
to  record  their  effort  on  each  job. 

(7)  How  and  frcm  whom  work  authori¬ 
zations  and  charge  numbers  are  obtained. 

(8)  Employee’s  timekeepiiw  ptoce- 
dures,  including  maintenance  of  informal 
logs. 

(9)  Any  other  relevant  information 
resulting  from  employee  responses  or 
observations  at  the  employee’s  worksta¬ 
tion. 

c.  Listen  and  record  the  employee’s 
complete  response  and  be  alert  to  any 
comments  or  reactions  that  seem  incon¬ 
sistent.  Ask  appropriate  follow-up  ques¬ 
tions. 

d.  Obtain  any  available  documentation 
from  the  employee  substantiating  the 
labor  effort.  Documentation  may  include 
final  reports,  trip  reports,  drawings, 
working  papers,  inventory  tags,  etc. 

6-404.10  DevekHPKit  of  Flodiags 

a.  Data  gathered  durii^  the  interview, 
compa^  with  information  obtained  in 
the  preinterview  analysis  will  either  con¬ 
firm  the  employee  labor  mischaige  or 
establish  the  propriety  of  the  chai]ge. 
Labor  mischai^  connrmed  during  in¬ 
terviews  should  be  discussed  with  the 
audit  supervisor  and,  if  an  assist  audit, 
with  the  requesting  FAO.  Sufficient  re¬ 
view  should  be  performed  to  determine  if 
the  mischaige  r^iesents  an  isolated  in¬ 
stance  or  is  indicative  of  a  more  wide¬ 
spread  condition.  Determine  if  more  au¬ 
dit  effort  (interviews)  is  needed  to  sup¬ 
port  the  audit  conclusion.  All  conclusions 
must  be  fully  documented. 

b.  Eadi  nric  area  should  be  treated 
independently.  This  approach  results  in  a 
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more  effective  review  and  diminishes  the 
chance  of  wasting  time  during  the  review. 

c.  Determine  any  costs  questioned  re¬ 
lated  to  labor  mischari^.  Costs  ques¬ 
tioned  should  be  specincally  identified 
(contract,  department,  cost  center,  etc.) 
to  each  risk  area. 

6-404.11  Reporting  Results 

a.  Effective  labor  audit  reports  suc¬ 
cinctly  summarize  the  major  audit  find¬ 
ings,  provide  documentable  facts  of  the 
conditions  found,  suggest  actions  neces¬ 
sary  to  correct  the  condition,  and  provide 
the  contractor’s  reaction  and  appropriate 
auditor  response. 

b.  Conduct  an  exit  conference  in  accor¬ 
dance  with  4-304  only  after  approval  of 
the  supervisory  auditor.  Include  the  con¬ 
tractor’s  reactions  in  the  working  papers 
and  the  report.  To  ensure  all  pertinent 
data  has  been  considered,  discuss  the 
findings  and  recommendations  with  the 
contracting  officer  before  the  report  is 
issued. 

c.  Follow  the  format  in  10-400  for 
reporting  problems  with  procedures  and 
controls,  but  use  the  wording/format  in 
10-805  foi  reporting  CAS/FAK  noncom¬ 
pliances. 

d.  If  deficiencies  have  been  disclosed 
and/or  recommendations  are  presented 
in  the  report,  schedule  a  follow-up  review 
to  be  performed  within  a  reasonable 
I>eriod  of  time.  In  the  case  of  serious 
timeke^ing  deficiencies,  followup  will 
be  within  three  months  to  ensure  correc¬ 
tive  action  was  taken. 

e.  During  the  course  of  the  audit,  the 
auditor  may  become  aware  of  conditions 
which  may  indicate  fraudulent  or  other 
suspected  irtraular  activities  as  defined 
in  4-702.1b.  mmptly  report  these  as 
described  in  4-702.4. 

6-405  Obscrratioiis  of  Work  Areas 
(Floor  Checks)  Procednres 

6-405.1  Aadlt  Okiectives 

a.  The  audit  objectives  include:  (1)  an 
evaluation  of  the  contractor’s  compliance 
with  its  internal  controls  and  procures 
to  insure  the  reliability  of  employee  time 
records  and  (2)  the  physical  obsmatitms 
(floor  checks)  of  work  areas  to  determine 
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that  employees  are  actually  at  work,  that 
they  are  performing  in  the  assigned  job 
classification,  and  that  the  time  is 
charged  to  the  appropriate  job. 

b.  Floor  check  procedures  are  appro¬ 
priate  when  there  is  limited  government 
risk  or  vulnerability.  If  conditions  indi¬ 
cating  a  high  probability  of  mischarging 
exist,  a  comprehensive  analysis  of  labor 
charging  and  allocation,  including  em¬ 
ployee  interviews,  as  described  in  6-404 
is  appropriate. 

c.  The  performance  of  floor  checks  will 
satisfy  the  mandatory  annual  audit  re¬ 
quirement  relating  to  labor  floor  checks 
(MAAR  6).  This  MAAR  is  classified  as 
concurrent  and  must  be  performed  for 
the  current  year  during  the  first  field  visit 
to  the  contractor  facility  within  the  year. 
This  will  normally  be  accomplished  dur¬ 
ing  a  price  proposal  review,  or  annual 
incurred  cost  audit,  or  within  a  specific 
labor  audit  assignment.  Floor  checks 
must  be  performed  at  least  annually 
except  for  very  small  contractors  which 
require  no  other  field  visits  within  the 
year. 

d.  The  extent  and  frequency  of  addi¬ 
tional  floor  checks  should  depend  upon 
the  adequacy  and  reliability  of  the  con¬ 
tractor’s  system  for  controlling  the  accu¬ 
racy  of  time  charges,  materiali^,  internal 
controls,  the  frequency  and  eflwtiveness 
of  floor  checks  by  contractor  personnel, 
and  the  results  of  previous  floor  checks. 

e.  Floor  check  procedures  include  re¬ 
viewing  the  contractor’s  timekeeping  pro¬ 
cedures,  selecting  employees  to  be  floor- 
checked,  gathering  background  data,  per¬ 
forming  the  floor  checks,  and  summariz¬ 
ing  the  results. 

6-405.2  Procedures  for  Reviewing 
Timekeeping  Controls 

Obtain  an  understanding  of  the  con¬ 
tractor’s  timekeeping  procedures  prior  to 
performing  floor  checks.  Consider  the 
results  of  the  review  of  the  control  risk 
assessment  documented  in  the  internal 
control  audit  planning  summary  and  the 
review  of  internal  controls  relating  to 
timekeeping  (see  5-900).  The  review  of 
timekeeping  procedures  should  include 
the  following  procedures: 

a.  Establish  the  validity  of  the  time 
records  by  observing  the  contractor’s 


timekeeping  system  in  operation.  This 
includes  an  observation  and  evaluation 
of  the  method  for  recording  time  and 
periodic  physical  observations  of  the 
work  areas. 

b.  Determine  whether  employee  atten¬ 
dance  is  controlled  by  clock  cards,  time¬ 
cards,  or  other  suitable  time  and  atten¬ 
dance  records  and  review  contractor’s 
procedure  for  checking  employee  early 
leave  and  late  arrival. 

c.  Review  and  evaluate  the  system  by 
which  employee  time  records  are  con¬ 
trolled  at  each  timekeeping  station,  in¬ 
cluding  assignment  of  job  numbers  for 
tasks  performed.  If  job  cards  are  com¬ 
pleted  by  employee,  evaluate  procedures 
for  notifying  the  worker  of  the  assigned 
job  number.  Determine  whether  proce¬ 
dures  provide  that  all  changes  are  proper¬ 
ly  initialed  by  the  employee  who  initially 
prepared  the  time  ticket  or  job  card  and 
the  approving  supervisor. 

d.  Determine  whether  hours  shown  on 
time  tickets  or  job  cards  are  reconciled 
periodically  with  the  hours  recorded  on 
attendance  records  and  the  total  hours 
recorded  on  the  payroll. 

e.  Determine  whether  there  is  a  divi¬ 
sion  of  responsibility  between  personnel 
responsible  for  the  preparation  of  time 
and  attendance  records  and  those  respon¬ 
sible  for  the  preparation  and  distribution 
of  the  payroll. 

f.  Determine  whether  there  is  a  divi¬ 
sion  of  responsibility  between  personnel 
having  a  part  in  the  preparation  of  time 
and  attendance  records  and  those  respon¬ 
sible  for  operating  within  budgets. 

g.  E>etermine  whether  procedures  have 
been  established  for  coding  and  recording 
idle  time.  The  auditor  should  review  or 
prepare  an  analysis  of  idle  time  according 
to  the  reasons  for  idle  time  such  as 
waiting  for  inspection,  lack  of  materials 
on  hand,  etc.,  and  ascertain  whether  the 
contractor  has  taken  corrective  action  to 
reduce  the  idle  time. 

h.  Determine  whether  records  of  piece¬ 
work  and  work  performed  under  wage 
incentive  plans  are  checked  and  con¬ 
trolled  independently  as  to  production 
counts,  approvals  for  allowances,  and 
other  operations. 

i.  Perform  independent  floor  checks 
and  test  employee  attendance  and  the 
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accuracy  in  recording  the  work  per¬ 
formed  for  all  shills. 

j.  When  appropriate,  request  represen¬ 
tatives  of  the  contracting  officer  to  ac¬ 
company  him  or  her  on  floorchecks. 

k.  Scan  batches  of  labor  distribution 
documents  for  obvious  errors  or  arbitrary 
allocations  of  time  to  contracts. 

6-405 J  Procednres  for  Petformiag 
Physksl  ObsermtkNis  (Floor  Checks) 

Floor  checks  should  be  conducted  in  a 
manner  which  will  least  disturb  the  nor¬ 
mal  operations  of  the  contractor.  When 
appropriate,  other  government  personnel 
or  contractor  representatives  may  accom¬ 
pany  the  auditor  during  the  floor  checks. 
The  extent  and  frequency  of  floor  checks 
should  depend  upon  the  adequacy  and 
reliability  of  the  contractor’s  system  for 
controlling  time,  internal  controls,  the 
frequency  and  effectiveness  of  floor 
checks  by  contractor  personnel,  and  the 
reliability  of  the  records  indicated  as  a 
result  of  floor  checks.  Consider  the  proce¬ 
dures  described  below  in  conducting  a 
floor  check. 

a.  Identify  the  population  of  employees 
by  obtaining  a  control  list  of  persons 
assigned  to  the  department  or  area  to  be 
checked.  A  listing  of  employees  by  loca¬ 
tion  will  be  helpful  in  determiniim  any 
necessary  assist  audits.  If  si^incant 
numbers  of  employees  are  at  offsite  loca¬ 
tions,  consider  requesting  assist  audits 
(see  ^8(X)).  When  a  common  area  is  used 
to  perform  government  and  other  pro¬ 
duction,  a  floor  check  of  the  government 
work  alone  is  not  sufficient.  To  establish 
over-all  control,  check  the  entire  depart¬ 
ment,  work  area,  or  specific  labor  cate¬ 
gory,  but  when  circumstances  warrant, 
emphasize  the  government  portion  of  the 
operation. 

b.  Select  employees  to  be  floorchecked. 
Employees  may  be  selected  either  ran¬ 
domly  or  judgmentally,  depending  upon 
the  audit  circumstances  and  objectives.  If 
chosen  randomly,  procedures  described 
in  Appendix  B  should  be  followed. 

c.  Gather  back^und  data  relating  to 
the  selected  employees.  Appropriate  data 
may  include: 

(1)  Employee  identification  numbers. 

(2)  Employee  Job  classifications. 


(3)  Nature  of  the  work  usually  per¬ 
formed  by  the  employee  and  by  the 
department  or  cost  center  to  which  he  or 
she  is  assigned. 

d.  Offer  the  contractor  an  opportunity 
to  designate  a  representative  to  accompa¬ 
ny  each  audit  team  during  the  floor 
checks.  A  primary  and  alternate  represen¬ 
tative  should  be  designated  for  each  of 
the  contractor’s  locations. 

e.  Determine  the  make-up  of  the  floor 
check  team.  In  high-risk  situations,  the 
team  should  consist  of  two  auditors:  one 
interviewer  and  one  recorder. 

f.  Ensure  that  all  team  members  are 
thoroughly  briefed  on  the  overall  audit 
objectives  and  that  they  have  the  neces¬ 
sary  background  knowledge  to  contribute 
to  the  floor  check. 

g.  Obtain  a  plant  layout  and  note  the 
location  of  employees  selected  for  ques¬ 
tion!^. 

h.  Hoor  check  the  employees  selected. 
The  employee’s  manager  should  not  be 
present  unless  it  will  facilitate  accom¬ 
plishment  of  the  objectives.  Try  to  ques¬ 
tion  all  selected  employees  in  a  given 
work  area  before  moving  to  another.  If  a 
particular  employee  cannot  be  located, 
obtain  contractor  assistance.  Note,  how¬ 
ever,  that  seeking  such  assistance  has  the 
effect  of  providing  advance  notice  of  the 
floor  check. 

i.  Identify  each  selected  employee  at 
work  in  the  department  or  area  being 
observed  and  check  to  the  control  list, 
showing  the  time  observed.  Determine 
whether  the  employee  is  performii^  in 
the  proper  capacity  as  direct  or  indirect 
labor  and  whether  time  is  being  charged 
correctly  by  discussing  the  nature  of  the 
work  being  performed  with  the  employee 
and  observing  the  actual  work  ^ifor- 
mance.  If  an  employee’s  time  for  the 
prior  period  was  charged  to  a  cost  code  or 
work  project  other  than  the  one  he  or  she 
is  wooing  on  during  the  floor  check  and 
the  nature  of  his  or  her  work  is  not  such 
that  it  obviously  entails  frequent  job 
changes,  the  employee  should  lx  queried 
regarding  his  or  her  work  assignment  in 
the  prior  period  This  procedure  may 
disclose  errors  adjustments,  or  alter¬ 
ations  to  the  pf’or  period  labor  distribu¬ 
tion  records  which  require  further  analy¬ 
sis. 
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j.  Discuss  the  employee’s  timekeeping 
procedures  to  determine  compliance  with 
established  internal  controls  and  to  deter¬ 
mine  if  the  employee  has  received  ade¬ 
quate  orientation  and  training.  Question 
the  employee  to  ascertain  the  following; 

(1)  Procedures  for  receiving  the  time¬ 
card. 

(2)  Procedures  for  receiving  work  as- 
si^ment  charge  numbers  and  descrip¬ 
tions. 

(3)  Procedures  for  completing  and  sub¬ 
mitting  the  timecard. 

k.  Listen  patiently  and  attentively  to 
the  employee’s  complete  responses  to 
questions.  Do  not  interrupt  or  answer  for 
the  employee  nor  allow  the  contractor’s 
representative  to  do  so. 

l.  Record  the  employee’s  complete  re¬ 
sponse  and  be  alert  to  any  comments  or 
reactions  that  seem  inconsistent  with 
question  responses. 

m.  Comp^  responses  with  previous 
data  gathered.  If  inconsistencies  arise  or 
further  clarification  is  required,  ask  ap¬ 
propriate  follow-up  questions. 

n.  Obtain  explanations  promptly  (be¬ 
fore  the  close  of  the  shift  whenever 
possible)  concerning  all  questionable  pro¬ 
cedures  or  practices  observed  during  the 
floor  check.  Determine  the  reasons  for 
any  timekeeping  discrepancies  noted  on 
the  control  list,  such  as:  employees  at 
work  who  are  not  on  the  control  list, 
employees  on  the  control  list  who  could 
not  be  located,  reasons  for  time  being 
charged  to  work  which  is  not  being 
performed,  reasons  for  working  at  other 
than  assigned  labor  classifications,  and 
reasons  for  idleness. 

o.  Determine  whether  the  observations 
made  during  the  floor  check  are  properly 
reflected  on  the  payroll  and  labor  distri¬ 
bution  records.  Advance  planning  may  be 
required  to  assure  that  the  records  are 
available  in  sufficient  detail  to  make  this 
check  possible.  When  the  contractor’s 
timekeeping  system  is  automated,  special 
print-outs  may  be  required. 

p.  With  automated  timekeeping  proce¬ 
dures,  additional  care  must  be  Uken  in 
the  design  of  the  floor  check  and  the 
subsequent  comparison  to  labor  distribu¬ 
tion  records.  An  automated  system  uses 
remote  data  entry  terminals  to  record 
labor  charging  data  directly  to  the  com- 
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puter  for  processing.  Supporting  docu¬ 
mentation  normally  consists  of  machine 
printouts  showing  data  that,  in  a  manual 
system,  appears  on  source  documents.  A 
computerized  system  can  be  programmed 
to  alter  the  labor  cost  distribution  and 
prepare  printouts  to  support  it.  The  effect 
is  the  same  as  a  manual  alternation  of 
records,  lire  computer,  however,  can  do 
the  job  more  efficiently  and  without 
involving  large  numbers  of  people.  If 
internal  controls  over  the  automated  sys¬ 
tem  are  weak,  consideration  should  be 
given  to  expanding  the  floor  check  into  a 
review  of  labor  cost  charging  and  alloca¬ 
tion  (6-404). 

q.  ^  alert  to  unusual  situations  such  as 
employee  idleness,  extensive  use  of  labor 
for  rework  or  remake  operations,  exces¬ 
sive  number  of  workers  or  inefficient  use 
of  woikers  assigned  to  government  work, 
lack  of  appropnate  protection  of  property 
from  theft  or  the  elements,  use  of  mainte¬ 
nance  supplies  to  construct  capital  assets, 
unused  floor  space  or  equipment,  or 
assignment  of  the  more  efficient  workers 
to  commercial  work  while  similar  govern¬ 
ment  work  is  being  performed  by  less 
efficient  workers  receiving  substantially 
the  same  rate  of  pay.  Information  to 
substantiate  the  use  of  less  experienced 
workers  on  government  contracts  may  be 
developed  ftom  an  examination  of  per¬ 
sonnel  records  (length  of  service  and 
background  experience),  labor  tickets, 
and  payroll.  V^en  a  situation  as  de¬ 
scribe  above  exists,  ascertain  the  rea¬ 
sons  for  the  condition,  whether  it  is 
permanent  or  temporary,  and  whether 
corrective  action  is  nec^sary. 

r.  Discuss  the  results  of  the  floor  checks 
with  the  audit  supervisor  and  summarize 
the  results  of  audit. 

s.  Report  the  audit  results  as  prescribed 
in  6-404.11. 

6-405.4  Access  to  Restricted  Areas 
(Floor  Checks) 

Occasionally  during  the  course  of  a 
floor  check  an  auditor  is  denied  access  to 
an  employee,  documentation  r^arding 
the  employee’s  work,  or  an  area  of  the 
contractor's  facility  due  to  security  rea¬ 
sons.  The  floor  check  audit  team  should 
not  automatically  omit  selected  employ¬ 
ees  because  of  these  security  restrictions. 
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When  access  is  denied,  the  auditor 
should  work  with  the  FAO  security  con¬ 
trol  officer  and  the  contractor  to  make 
arrangements  for  obtaining  special  access 
in  accordance  with  1-S03.1.  If  it  is  deter¬ 
mined  that  another  audit  oiganization 
has  cognizance  of  the  area,  an  assist  audit 
request  to  that  organization  should  be 
considered. 

a.  At  contractors  where  both  the  r^- 
lar  and  Field  Detachment  DCAA  FAOs 
have  audit  workload,  annual  coordina¬ 
tion  meetings  are  held  between  the  two 
FAOs  to  determine  the  cognizant  FAO 
and  discuss  the  responsibilities  of  each 
FAO.  During  this  meeting,  the  FAOs 
should  discuss  suggested  procedures  to 
follow  where  access  is  denied  during  a 
floor  check  because  of  security  clearance 
reasons. 

b.  If  there  is  reason  to  believe  that  the 
denial  of  access  is  not  based  on  a  govern¬ 
ment-imposed  security  restriction  and 
the  auditor  has  the  appropriate  clearance 
to  obtain  access,  carefully  consider  the 
guidance  in  1-504  to  determine  whether 
the  procedures  cited  in  DCAA  Instruc¬ 
tion  No.  7640.17  are  applicable. 

6-406  Review  of  Payroll  Preparation 
and  Payment 

6406.1  Aadit  Objectives 

a.  The  basic  audit  objectives  are  to 
determine  (I)  the  contractor’s  compli¬ 
ance  with  its  policies,  procedures,  and 
internal  controls  for  the  preparation  of 
payroll,  (2)  whether  payroll  payment  pro¬ 
cedures  afford  adequate  protection  to 
payroll  checks  and  cash,  (3)  whether 
distribution  is  made  to  employees  named 
as  payee  on  payroll  check  or  pay  enve¬ 
lope,  (4)  whether  there  is  adequate  con¬ 
trol  over  undelivered  payroll  checks  or 
cash,  (5)  whether  these  activities  are 
accomplished  in  an  economical  manner, 
and  (6)  the  int^ty  of  payroll  and  labor 
cost  records  by  reconciling  payroll  accru¬ 
als  and  disbursements  to  cost  distribu¬ 
tion  records. 

b.  Accomplishment  of  the  above  objec¬ 
tives  will  satisfy  the  mandatory  annual 
audit  requirement  related  to  pay¬ 
roll/labor  distribution  and  tracing 
(MAAR  9).  The  extent  of  audit  in  this 
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area  will  depend  on  the  effectiveness  of 
the  contractor’s  accounting  procedures. 
Thus  the  early  identification  of  system 
weaknesses  is  of  prime  importance  to 
efficiently  satisfy  this  MAAR. 

6406.2  Audit  Procedures 

a.  Payroll  Preparation.  The  auditor 
should  review:  the  results  of  the  labor 
internal  controls  review,  chapter  S-900; 
and  organizational  responsibilities  to  as¬ 
certain  whether  the  payrolls  are  prepared 
by  personnel  independent  of  persons  re¬ 
sponsible  for  the  timekeeping  operation 
and  for  the  actual  payroll  payinent.  In 
evaluating  compliance  with  the  internal  I 
controls  for  payroll  preparation,  the  audi¬ 
tor  should  be  guided  by  the  following 
procedures: 

(1)  Ascertain  the  accuracy  of  the  basic 
payroll  records  (clock  cards,  job  tickets, 
assignment  records)  and  evaluate  the 
method  for  processing  the  data. 

(2)  Review  and  evaluate  the  methods 
used  to  reconcile  the  totals  of  clock  cards 
and  job  tickets  and  note  changes  made  in 
time  recorded  on  clock  cards. 

(3)  Ascertain  whether  all  time  adjust¬ 
ments,  other  than  apparent  and  obvious 
arithmetical  errors,  indicate  evidence  of 
supervisory  review  and  control. 

(4)  Ascertain  whether  pay  rates  in 
effect  are  supported  by  written  authoriza¬ 
tion  from  the  personnel  department  or 
other  authorized  source. 

(5)  Determine  whether  suitable  cross 
checks  are  maintained  within  the  payroll 
department  for  verifying  the  accuracy  of 
names,  rates,  hours,  extensions,  deduc¬ 
tions,  footing,  and  accounting  distribu¬ 
tion. 

(6)  Reconcile  payroll  totals  (dollar  val¬ 
ue  and  hours)  with  totals  of  related  labor 
cost  distribution  records.  This  reconcilia¬ 
tion  attests  that  the  labor  charges  to 
contracts  represent  actual  paid  or  ac¬ 
crued  costs  and  that  such  costs  are  appro¬ 
priately  recorded  in  the  accounting  rec¬ 
ords.  (^mpletion  of  this  will  help  satisfy 
the  mandatory  aimual  audit  requirement 
relating  to  payroll/labor  distribution  rec¬ 
onciliation  and  tracing  (MAAR  9). 

(7)  Determine  the  adequacy  of  proce¬ 
dures  to  assure  that  payroll  advances  are 
not  charged  as  a  direct  or  indirect  ex¬ 
pense. 
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(8)  Test  pay  rates  by  reference  to  labor 
union  or  other  employment  t^reements, 
applicable  contract  provisions,  and  con- 
tractiiw  officer  approvals. 

(9)  Review  and  evaluate  the  methods 
us^  for  reconciling  over-all  payments  to 
labor  cost  distribution  reco^s. 

(10)  Review  and  evaluate  the  periodic 
reconciliations  performed  by  the  person¬ 
nel  department  from  the  information 
submitted  by  the  payroll  depmtment. 

b.  Payroll  Payments.  In  verifying  pay¬ 
roll  payments,  the  auditor  should  ob¬ 
serve,  on  an  unannoimced  basis  and  in 
selected  areas  on  a  test-check  basis,  the 
actual  distribution  of  checks  or  cash  to 
employees,  including  the  method  used  to 
identify  employees.  The  auditor  should 
review  the  methods  for  safeguarding  pay 
checks  or  cash  for  persons  absent  on  the 
regular  pay  date  and  the  procedures  for 
suD^uent  payment  to  employees.  The 
auditor  should  be  guided  by  the  following 
procedures  in  examining  payroll  dis¬ 
bursements: 

(1)  Determine  whether  all  employees 
are  paid  by  prenumbered  checks  and 
whether  the  contractor  accounts  for  all 
numbers. 

(2)  Ascertain  whether  checks  prepared 
in  error  are  voided  by  permanent  nota¬ 
tion  and  are  filed  in  numerical  sequence 
with  the  canceled  checks.  The  contrac¬ 
tor’s  procedures  should  provide  for  obso¬ 
lete  or  surplus  checks  to  be  destroyed  in 
the  presence  of  authorized  personnel  and 
the  destruction  evidenced  by  their  signa¬ 
ture. 

(3)  Ascertain  the  disposition  made  of 
unclaimed  payroll  checks.  Where  the 
government  hais  been  ctoiged  for  the  cost 
represented  by  unclaimra  checks,  the 
auditor  should  determine  that  costs  to 
the  government  are  properly  adjusted, 
either  by  payment  to  the  government,  by 
a  credit  to  the  accounts  originally  chained 
to  an  overtiead  account,  or  in  some  other 
equitable  manner. 

(4)  Compare  selected  names  on  the 
payroll  with  personnel  records  to  estab¬ 
lish  authenticity  of  employment  and  pay 
rates. 

(5)  Determine  wh^er  the  contractor’s 
internal  audit  staff  observes  the  distribu¬ 
tion  of  payroll  checks  at  unannounced 
intervals. 


(6)  Review  the  manner  in  which  the  I 
reconciliation  of  the  payroll  bank  ac¬ 
count  is  performed,  and  determine 
whether  it  includes  (1)  examination  of 
endorsements  on  paid  checks,  (2)  ac¬ 
counting  for  the  numerical  sequence  of 
checks,  (3)  a  comparison  of  checks  with 
the  payroll  recorite,  and  (4)  appropriate 
action  to  cancel  long-outstanding  checks. 
The  reviews  and  reports  of  this  function 
by  the  contractor’s  public  accountant  and 
internal  auditors  should  be  considered. 

6-407  Review  of  Personnel  Policies 
and  Procedures 

Review  and  evaluation  of  the  contrac¬ 
tor’s  personnel  policies  and  prorodures 
should  assist  the  auditor  in  determining 
the  extent  of  verification  and  testing 
required. 

6-407.1  Review  and  Evaluation  cf 
Management  Policies 

a.  The  review  and  evaluation  of  the  j 
contractor’s  policies  and  internal  controls  | 
for  (1)  hiring,  assigning,  dismissing,  and  i 
controlling  the  labor  force,  (2)  establish¬ 
ing  pay  rates,  rate  changes  and  any  addi¬ 
tional  compensation,  (3)  establishing  at¬ 
tendance  and  time  keeping  controls,  (4) 
authorizing  and  monitoring  overtime  and 
multi-shift  work  by  hourly  paid  person¬ 
nel,  (S)  authorizing,  controlling,  and  dis¬ 
posing  of  compensatory  time  worked  by 
salaried  personnel,  establishing  vacation, 
sick  leave,  and  holiday  allowances,  and 
(6)  establishing  and  maintaining  surveil¬ 
lance  over  categories  for  direct  and  indi¬ 
rect  labor  classifications  is  covered  in 
chapter  5-900. 

b.  The  auditor  should  obtain  an  under¬ 
standing  of  the  internal  control  for  per¬ 
sonnel  records.  Effective  controls  should 
include  as  a  minimum,  the  following 
practices  and  procedures: 

(1)  Hiring  and  dismissal  of  employees 
should  be  approved  by  responsible  com¬ 
pany  officios. 

(2)  The  personnel  department  should 
exercise  control  over  all  absences. 

(3)  Reasonable  ranges  of  compensation 
should  be  established  for  eadi  salary  and 
wage  grade. 
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(4)  Payroll  increases  or  decreases 
should  be  approved  by  a  responsible 
official  of  the  personnel  department. 

(5)  Procedures  should  be  established  in 
the  personnel  department  for  the  prompt 
reporting  to  the  payroll  department  of  all 
changes  affecting  payroll,  such  as  new 
hires,  rate  changes,  dismissals,  and  other 
employee  separations. 

(6)  Personnel  records  should  be  main¬ 
tain^  for  each  employee.  The  records 
should  be  independent  of  the  payroll 
department  and  should  include  informa¬ 
tion  such  as  the  date  of  employment,  pay 
rate,  classification,  terms  of  employment, 
personal  history,  and  approval  for  hire. 

(7)  The  payroll  department  should 
compile  a  hsting  of  all  employees  by 
class,  draartment  assigned,  and  pay  rate. 
This  information  should  be  forwarded 
periodicaJly  to  the  personnel  department 
for  reconaliation  with  its  records. 

6-407.2  Evalaathm  nt  Advance  Plaanhig 
Pracedares 

The  auditor  should  evaluate  the  con¬ 
tractor’s  plan  for  establishing  the  pro¬ 
pose  level  of  operations  and  should 
review  all  significant  contemplated  in¬ 
creases  or  decreases  in  labor  costs.  When 
marked  increases  in  production  are 
plarmed,  the  auditor  should  review  the 
contractor’s  plans  for  lead  time  in  hiring, 
trainir^  and  utilizing  additional  person¬ 
nel.  When  necessary,  the  auditor  should 
seek  the  opinion  of  qualified  government 
technical  petsoruel.  Improper  lead  time 
rtuy  generate  unwarranted  costs  either  by 
hinn^  persormel  in  advance  of  need  (con- 
sidenng  the  training  period)  or  by  not 
hiring  soon  enough  and  thereby  disrupt¬ 
ing  the  production  line.  When  the  con¬ 
tractor  contemplates  a  cut-back  in  pro¬ 
duction,  and  a  corisequent  decrease  in 
persormel,  the  auditor  should  evaluate 
the  contractor’s  plan  for  decreasit^  per¬ 
sormel  and  detemine  whether  the  con¬ 
tractor  is  retaining  the  higher  salaried 
technical  and  supervisory  persormel  be¬ 
yond  the  required  period  at  an  increased 
cost  to  the  government.  The  auditor 
should  ascertain  also  that  direct  labor 
personnel  aho  should  be  terminated  ate 
not  transferred  to  duties  of  an  indirect 
nature  without  justificatkm.  This  is  par¬ 
ticularly  important  when  the  9>vemment 
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is  sharing  substantially  in  the  contractor’s 
indirect  expenses.  These  procedures  will 
satisfy  the  mandatory  armual  audit  re¬ 
quirement  relating  to  changes  in  di- 
m:t/indirect  charging  (MAAR  7). 

6-407 J  Evalaatkm  GaMaiice 

In  evaluating  the  contractor’s  person¬ 
nel  practices,  the  auditor  should  include, 
but  not  limit  his  review  to,  the  following: 

a.  A  review  of  the  corporate  minutes 
generally  record  top-management  deci¬ 
sions  which  affect  i^rsoimeT  policies.  (In 
multi-plant  operations,  this  review  is 
usuaUy  made  by  the  Contract  Audit  Co¬ 
ordinator  or  the  auditor  of  the  corpora¬ 
tion  home  office.)  This  will  help  satisfy 
the  mandatory  annual  audit  requirement 
relating  to  direct/indirect  charging 
(MAAR  7). 

b.  A  review  and  evaluation  of  the 
current  written  operating  procedures 
which  apply  to  persormel  activities. 

c.  A  review  of  the  actual  practices 
followed  at  the  operating  levels  and  a 
comparison  of  these  practices  with  the 
written  procedures. 

6-407.4  Review  of  Procednres  for 
Deteniinfaig  Personnel  Reqairements 

The  auditor  should  evaluate  the  proce¬ 
dures  by  which  the  contractor  determines 
the  required  number  and  classification  of 
personnel.  When  contractors  have  been 
producing  under  government  contracts 
over  an  extended  period  of  time  at  ap¬ 
proximately  the  same  level  of  operations, 
requirements  usually  are  based  on  per¬ 
sonnel  turnover  experience.  When  a  pro¬ 
gram  is  undergoing  expansion  or  v^en 
the  contractor  has  been  awarded  a  con¬ 
tract  for  the  first  time,  determination  of 
the  number,  type,  and  quality  of  person¬ 
nel  required  is  usually  based  on  the 
contractor’s  estimates.  The  auditor’s 
evaluation  of  the  contractor’s  basis  for 
determining  personnel  requiremmits 
should  iiKlude,  as  a  minimum,  ascertain¬ 
ing  (1)  that  the  policies  are  sound,  clearly 
stat^  and  generally  applicable  to  a  pru¬ 
dently  operated  business,  (2)  that  the 
request  for  persormel  is  approved  by  a 
responsible  executive,  and  (3)  that  amen 
a  request  for  additional  perronnel  is 
submitted  it  is  supported  by  valid  reasons 
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and  management  has  considered  all  other 
alternatives  before  granting  the  request. 

6-408  Review  of  Recruitmeiit  Costs 
and  Practices 

6-408.1  Area  of  Coverage 

The  recruitment  of  most  employees  is  a 
function  of  the  personnel  department. 
Costs  incurred  include  (1)  help  wanted 
advertising,  (2)  salaries  and  travel  ex¬ 
penses  of  company  personnel  engaged  in 
recruiting  efforts,  (3)  travel  and  living 
expenses  of  applicants  and  new  employ¬ 
ees,  (4)  expense  of  moving  household 
effects  of  new  employees,  and  (S)  fees 
I  paid  to  employment  agencies. 

6-408.2  Aadit  Objectives 

The  audit  objectives  are  to  establish 
whether  (1)  the  contractor’s  recruiting 
policies,  procedures,  and  practices  are 
acceptable,  (2)  the  program  is  effectively 
administered,  and  (3)  the  total  cost  is 
reasonable  in  comparison  with  the  results 
achieved  and  appropriately  allocated. 

6-408 J  Awlit  Procedores 

In  accomplishing  the  audit  objective, 
the  auditor  should  be  guided  by  the 
procedures  described  below: 

a.  Review  the  prescribed  duties  and 
responsibilities  assi^ed  to  the  organiza¬ 
tional  unit  responsible  for  recruitment 
activities  and  ascertain  that  they  are 
clearly  established  to  accomplish  the  as¬ 
signed  mission. 

b.  Review  recruitment  activities  for  the 
most  recent  operating  period  and  obtain, 
among  other  information,  data  on: 

(1)  Employment  changes  during  the 
period  under  review  (new  hirings,  trans¬ 
fers,  separations)  to  determine  the  rate  of 
turnover  by  classes  of  employees. 

(2)  Recruitment  efforts  (apmicants  in¬ 
terviewed  and  employment  offers  made, 
accepted,  and  rejected). 

J|3)  Sources  of  new  niies  (advertising, 
ei^s,  and  employment  agencies). 

(4)  Total  costs  of  recruitment  (advertis¬ 
ing,  salaries,  travel  expense  of  contractor 
personnel  and  recruits,  relocation  ck- 
pense,  and  employment  fees).  The  audi¬ 
tor  should  review  or  develop  data  on  the 
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cost  per  hire,  and  by  type  of  hire,  such  as 
engineers  or  executives. 

c.  Review  the  various  traes  of  payroll 
allowances  or  fringe  benefits  to  employ¬ 
ees.  Determine  whether  allowances  are  m 
accordance  with  established  company 
policy  and  whether  they  are  reasonable  in 
view  of  standard  industry  practices  and 
criteria  for  determining  reasonableness 
contained  in  procurement  directives. 

d.  Ascertain  the  nature  and  extent  of 
budgetary  controls  exercised  over  the 
cost  of  different  types  of  recruiting  meth¬ 
ods  used  and  allowances  paid  employees. 

e.  Compme  employee  turnover  rates 
being  expmenced  for  various  eateries 
of  personnel  with  prior  years’  rates  and 
with  rates  anticipated  by  management. 
Consider  the  effect  of  the  turnover  rates 
on  the  continued  need  for  large  scale 
recruitment  activities;  or  conversely,  the 
need  to  reduce  these  activities  signifi¬ 
cantly.  Ascertain  if  measures  are  being 
taken  to  identify  and  eliminate  the  causes 
of  the  turnover. 

f.  Review  the  extent  to  vtiiich  recruit¬ 
ment  is  controlled  by  manpower  fore¬ 
casts,  specific  job  requisitions,  and  by 
manwement  approval. 

g.  Evaluate  procedures  used  to  recruit 
qualified  technical  personnel  to  meet 
work  requirements. 

6-409  Review  of  Overtine,  Extra-Pay 
Shifts,  aad  Malti-Sliift  Work 

The  auditor  should  review  the  contrac¬ 
tor’s  policies,  procedures,  and  internal 
controls  on  overtime,  extra-pay  shifts, 
and  multi-shift  work,  and  the  accounting 
and  distribution  of  the  premium  costs. 
The  auditor  should  be  familiar  with  the 
provisions  of  FAR  22.103,  which  in¬ 
cludes  definitions  and  conditions  under 
which  overtime  costs  may  be  approved 
under  government  contracts.  When  over¬ 
time  work  is  required,  the  contractor’s 
policies  and  procedures  7hould  comply 
with  FAR  22.103  and  insure  that  the 
operations  will  be  limited  to  the  actual 
need  for  the  accomplishment  of  specific 
work.  The  auditor  tiiould  ascertain  that 
the  amount  ot  work  performed  at  premi¬ 
um  rates  is  equitably  divided  between 
government  uid  commercial  operatkms. 
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6-409.1  Aadit  Objectives 

The  objectives  of  audit  are  to  deter¬ 
mine  whether  (I)  management  is  proper¬ 
ly  authorizing,  scheduling,  and  control¬ 
ling  overtime,  extra-shift,  and  multi-shift 
work,  (2)  the  contractor  is  obtaining  the 
contracting  officer’s  written  approval 
when  required  by  contract  provisions,  (3) 
the  premium  costs  are  reasonable  and 
properly  allocable  to  the  government 
contracts,  (4)  adec^uate  control  is  exer¬ 
cised  over  productivity  in  the  extra-pay 
periods,  and  (S)  compensatoiy  overtime 
work  by  salari^  personnel  is  properly 
authorized,  and  af^lication  against  sulv 
sequent  woiking  hours  is  properly  moni¬ 
tored. 

6-409.2  Audit  Preccduies 

Audit  procedures  should  include  the 
following 

a.  A  dfetermination  as  to  whether  the 
contractor’s  practices  are  consistent  with 
the  government’s  interests.  Effective  pro¬ 
cedures  should  include  (1)  acceptable 
standards  to  determine  the  need  for  over¬ 
time  and  premium  shift  work,  (2)  the 
establishment  of  eateries  of  employees 
eligible  to  receive  premium  pay,  (3)  the 
proper  levels  of  management  authoriza¬ 
tion,  approval,  and  continuing  control 
over  these  operations,  (4)  the  establish¬ 
ment  of  adequate  procures  for  author¬ 
izing  compewtory  overtime  and  effec¬ 
tive  monitoring  oi  compensatory  over¬ 
time  credits  against  sub^uent  working 
time  not  actiudly  worked,  and  (3)  the 
continual  review  of  overtime  and  shift 
data  by  management  to  control  overtime 
and  shift  premium  costs. 

b.  A  review  of  contract^  when  over¬ 
time  and  shift  wotk  is  applicable,  and  an 
examination  of  the  bid  propo^  and 
negotiating  memorandum  to  ascertain 
the  extent  to  which  the  contract  price 
provided  for  overtime  premium  and  shift 
premium  expenses.  If  overtime  and  shift 
premiums  were  not  considered  in  the 
contract  price,  the  auditor  should  ascer¬ 
tain  and  evaluate  the  reasons  for  the 
overtime  and  shift  premiums. 

c.  A  determiiution  that  premium  labor 
costs  charged  to  the  contract  have  been 
approved  by  the  oontracti^  officer, 
when  requirM,  and  have  been  incurred  in 


accordance  with  the  contractor’s  normal 
policy. 

d.  A  periodic  review  of  the  continuing 
need  for  the  exception  types  of  overtime 
operations  cited  in  FAR  22.103- 
4/DFARS  222.103-4. 

e.  A  review  of  the  accounting  treatment 
accorded  overtime  premium  pay  and  the 
method  of  cost  distribution.  Overtime 
premium  pay,  although  generally  treated 
as  indirect  expense,  may  be  acceptable  as 
a  direct  charge  when  it  is  the  contractor’s 
regularly  established  policy  and  when 
appropriate  tests  clearly  demonstrate  that 
this  policy  results  in  equitable  cost  alloca¬ 
tions. 

f.  A  review  of  the  accounting  and 
distribution  treatment  accorded  shift  pre¬ 
mium  pay. 

g.  A  review  of  the  contractor’s  proce¬ 
dures  for  compensatory  overtime  work  to 
determine  that  this  ty^  of  woric  is  prop¬ 
erly  authorized  and  performed  according 
to  an  acceptable  company  policy  and  that 
proper  monitotii^  is  exercised  by  man¬ 
agement  in  applying  an  employee’s  com¬ 
pensatory  overtime  to  subs^uent  sched¬ 
uled  woiking  time  in  which  the  employee 
does  not  work. 

6^10  Review  of  Uncompensated 
Overtime 

6410.1  Introdaction 

a.  The  Fair  Labor  Standards  Act 
(FLSA)  requires  employers  to  compen¬ 
sate  hourly  workers  for  hours  work^  in 
excess  of  40  hours  per  week,  but  the 
FLSA  does  not  r^uire  employers  to  |»y 
overtime  to  salari^  employees.  Salaried 
or  exempt  employees  are  paid  a  salary  to 
provide  a  service.  The  salary  (wemy, 
monthly,  or  annual)  is  based  on  provid¬ 
ing  that  service  in  whatever  time  is 
required.  Therefore,  exempt  employees 
are  compensated  for  all  hours  wonced 
including  th<»e  worked  beyond  the  nor¬ 
mal  40-hour  week.  However,  because 
most  contractors’  accounting  s^^ems  ac¬ 
count  for  labor  based  on  a  40-hour  week, 
the  hours  worked  in  excess  of  the  normal 
40  hours  per  week  are  commonly  called 
uncompenmted  overtime.  In  April  1991 
a  new  solicitation  provision  and  contract 
clause,  DFARS  231237-7019,  Identiftca- 
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tion  of  Uncompensated  Overtime,  was 
issued  which  detines  uncompensated  ov¬ 
ertime  as  “hours  worked  in  excess  of  an 
average  of  40  hours  per  week  by  direct 
charm  employees  who  are  exempt  from 
the  Fair  Labor  Standards  Act  (FLSA), 
without  additional  compensation.”  Sw 
9-505. 

b.  Many  contractors’  accounting  sys¬ 
tems  do  not  assign  costs  to  those  hours 
worked  by  exempt  employees  in  excess  of 
8  hours  per  day  or  40  hours  per  week.  In 
some  cases,  labor  costs  are  distributed 
only  to  cost  objectives  woriced  on  during 
the  first  8  hours  of  the  day.  In  other  cases, 
employees  are  permitted  to  select  the  cost 
objectives  to  be  charged  when  more  than 
8  hours  per  day  are  worked  or  the  con¬ 
tractor  has  an  informal  policy  as  to  how 
employees  should  select  the  objectives  to 
charge.  For  example,  when  a  contract  and 
BAP  project  are  worked  on  the  same  day, 
the  actu^  hours  incurred  on  the  contract 
mi^t  be  charjged  first  and  the  balance  up 
to  8  hours  might  be  charged  to  the  B&P 
project.  Obviously,  there  is  serious  risk  of 
misebarging  costs  to  government  con¬ 
tracts  under  such  circumstances. 

6-410.2  Audit  Objectives 

The  basic  audit  olnectives  are  to  deter¬ 
mine  (1)  whether  the  contractor  is  ac¬ 
counting  for  aU  hours  worked;  (2)  wheth¬ 
er  the  contractor  is  allocating  an  equita¬ 
ble  ^lare  of  salary  costs  paid  to  all  effort 
performed  in  accordance  with  FAR 
31.201-4;  and  (3)  whether  all  work  ac¬ 
complished,  including  that  using  excess 
hours  worked  by  exempt  emi^loyees,  is 
included  in  the  base  for  distribution  of 
overhead  costs  in  accordance  with  CAS 
418. 

6410J  Basic  Aadit  Procedares 

a.  Review  the  contractor’s  policies  and 
procedures  relative  to  work  pmormed  by 
exempt  employees  in  excess  of  8  hours 
per  day  or  40  hours  per  week.  For  service 
contracts  to  be  awarded  on  the  basis  of 
the  number  of  hours  to  be  provided, 
DFARS  252.237-7019  requires  an  offeror 
to  submit  a  copy  of  its  policy  addressing 
uncompensated  overtime  with  its  propos¬ 
al.  In  addition,  this  DFARS  requires  that 
an  offeror’s  accounting  practices  used  to 
estimate  uncompensatM  overtime  be 


consistent  with  its  cost  accounting  prac¬ 
tices  used  to  accumulate  and  report  un¬ 
compensated  overtime  hours.  See  9-505. 

b.  Determine  whether  the  contractor  is 
recording  all  hours  woriced  by  exempt 
employees.  If  a  review  of  the  employee 
time  records  discloses  that  exempt  em¬ 
ployees  consistently  record  only  8  hours 
per  day/40  hours  per  week,  conduct  floor 
checks  and/or  employee  interviews  to  see 
whether  exempt  employees  work  in  ex¬ 
cess  of  8  hours  per  day  or  40  hours  per 
week.  If  th^  do,  discuss  with  contractor 
representatives  the  need  to  record  all 
hours  worked  by  exempt  employees  in 
order  to  ensure  that  salary  and  applicable 
indirect  costs  are  being  equitably  allocat¬ 
ed  to  all  effort  performed  by  the  employ¬ 
ees  during  the  period.  If  the  contractor 
refuses  to  record  all  hours  worked  by 
exempt  employees,  expand  the  floor 
checls  and  employee  interviews  to  deter¬ 
mine  whether  the  failure  of  the  contrac¬ 
tor  to  record  all  time  worked  results  in  a 
material  difference  in  the  allocation  of 
costs  to  Hnal  cost  objectives.  Obtain  the 
assistance  of  the  contracting  officer  in 
requiring  the  contractor  to  record  aU 
hours  worked  when  a  material  difference 
in  allocation  of  costs  is  determined. 

c.  Determine  whether  the  contractor  is 
allocating  salary  costs  paid  to  exempt 
employees  to  all  effort  performed  in 
accordance  with  FAR  31.201-4  and  CAS 
418. 

d.  If  it  is  determined  that  government 
contracts  are  being  over  charged  by  a 
material  amount  due  to  an  inequitable 
allocation  of  costs  because  the  contractor 
does  not  record  all  time  worked,  the 
contractor  should  be  cited  as  being  in 
noncompliance  with  FAR  31.201-4  and 
CAS  4 18. Any  material  excess  allocation 
of  costs  to  government  contracts  should 
be  questionra  or  disapproved  as  an>lica- 
ble.  Materiality,  as  discussed  in  CAM  10- 
103.3j(2),  is  the  governing  factor  when 
determining  wb^er  noncompliances 
should  be  cited  and  whether  a  contractor 
should  be  required  to  implement  a  total- 
hour  accounting  system. 

6-410v4  Acceptable  AooonMfa«  Methoda 

Accounting  for  excess  hours  worked  by 
exempt  employees  may  be  acomnplished 
by  a  variety  of  methods,  including: 
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a.  Computing  a  separate  average  labor 
rate  for  each  labor  period,  based  on  the 
s^ary  paid  divided  by  the  total  hours 
worked  during  the  period,  and  distrib¬ 
uting  the  salary  cost  to  all  cost  objectives 
worked  on  during  the  period  based  on 
this  rate. 

h.  Determining  a  pro  rata  allocation  of 
total  hours  worked  during  the  period  and 
distributing  the  salary  cost  using  the  pro 
rata  allocation.  For  example,  if  an 
ployee  was  paid  on  a  weekly  asis 
wonted  25  hours  on  one  co$  ijective 
and  25  hours  on  another  cost  <tective, 
each  cost  objective  would  be  charged 
with  one-half  of  the  employee’s  weekly 
salary. 

c.  Computing  an  estimated  hourly  rate 
for  each  employee  for  the  entire  year 
based  on  the  total  hours  the  employee  is 
expected  to  work  during  the  year  and 
distributing  salary  costs  to  all  cost  objec¬ 
tives  worked  on  at  the  estimated  houily 
rate.  Any  variance  between  actual  salaiy 
costs  and  the  amount  distributed  is 
charged/credited  to  overhead. 

6-4103  Other  Possible  Accoonthig 
Methods 

Other  methods  of  accounting  for  excess 
hours  worked  by  exempt  employees  may 
be  used  by  the  contractor,  some  of  which 
would  be  unacceptable  and  others  of 
which  would  require  further  review  to 
determine  acceptability.  Examples  of 
these  methods  are  (1)  distributing  the 
salary  cost  to  all  cost  objectives  bas^  on 
a  labor  rate  predicated  on  an  8-hour 
day/40-hour  week  and  crediting  the  ex¬ 
cess  amount  distributed  to  overhead;  and 

(2)  determining  a  pro  rata  allocation  of 
hours  worked  each  day  and  distributing 
the  daily  salary  cost  using  the  pro  rata 
allocation  (use  of  daily  distribution  in¬ 
creases  the  possibility  for  “gaming”). 
Evaluation  should  be  made  of  the  meth¬ 
od  used  by  the  contractor  to  determine 
the  significance  of  any  inequities  which 
may  result. 

6-411  Review  of  Other  Labor  Costii^ 
Systeau  (Standard  Cost  and  Sole 
Proprietors’/Partners’  Salaries) 

a.  Standard  Cost  System.  The  use  of 
standard  costs  (when  variances  are  ap- 
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propriately  applied)  to  record  direct  labor 
costs  for  ^vemment  contracts  is  accept¬ 
able,  particularly  when  the  operations 
among  several  ^vemment  contracts  or 
the  operations  between  government  and 
commercial  production  are  similar  and 
are  so  intermingle  as  to  unduly  compli¬ 
cate  the  actual  cost  accounting  processes. 
Use  of  a  standard  cost  accounting  system 
to  cost  government  contracts  is  permitte 
only  when  it  meets  the  criteria  in  CAS 
407  (see  8-407). 

(1)  In  accepting  standard  labor  costs, 
the  auditor  should  determine  the  extent 
to  which  collateral  labor  costs  such  as 
overtime,  shift  premium,  sick  leave,  and 
vacation  pay  are  included  in  the  estab¬ 
lished  standard. 

(2)  The  auditor  should  determine 
whether  standards  are  based  on  formal, 
scientific  and  reasonably  current  studies 
representative  of  actual  operations  per¬ 
formed.  The  auditor  should  trace  stan¬ 
dard  labor  charges  from  distribution 
sheets  to  the  payroll  records  to  determine 
whether  record^  standard  operations  for 
a  given  date  or  period  conform  to  the 
actual  operations  for  which  payment  was 
made  to  employees. 

(3)  The  auditor  should  test  related 
variances  to  product  line  to  determine 
whether  standards  and  variances  approx¬ 
imate  actual  costs. 

(4)  The  auditor  should  also  analyze 
variances,  preferably  by  reviewing  con¬ 
tractor’s  own  analyses,  to  find  the  causes 
of  variances  (for  example,  rate,  efficien¬ 
cy,  down  time,  or  setup).  This  may  dis¬ 
close  improper  charges  to  direct  labor 
through  the  variance  accounts. 

b.  Mle  Proprietors’  and  Partners’  Sala¬ 
ries.  Sole  proprietors’  and  partners’  sala¬ 
ries  usually  are  included  in  overhead. 
However,  when  owners  or  partners  are 
personally  engaged  in  performing  under 
government  contracts,  particularly  in  re¬ 
search  and  development  contracts,  their 
compensation  may  be  charged  as  direct 
labor.  The  review  of  time  charged  direct¬ 
ly  should  be  coordinated  with  the  screen¬ 
ing  of  other  direct  and  indirect  labor  to 
prevent  duplication  of  charges  in  direct 
and  indirect  labor.  It  may  be  more  appro¬ 
priate  in  some  instances  to  treat  the 

as  O^r  Direct  ^osU  without  o^rhead. 
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The  auditor  should  evaluate  the  reason¬ 
ableness  of  the  compensation  charged  on 
the  basis  of  services  rendered.  Proprie¬ 
tors  and  partners  time  ch^ed  direct  will 
also  influence  consideration  of  profit  or 
management  return.  When  the  rate  of 
pay  has  not  been  stipulated  in  the  con¬ 
tract,  the  auditor  should  evaluate  the 
reasonableness  of  the  rate.  The  auditor 
should  ascertain  whether  acceptable  time 
records  are  available  to  substantiate  the 
time  charged  to  the  contract.  When  the 
amount  of  time  ^nt  on  the  contract  is 
significant,  all  of  the  individual’s  time 
should  be  accounted  for  and  not  only  that 
portion  of  time  charged  to  the  contract. 
The  services  of  a  government  technical 
representative  should  be  solicited  when 
the  auditor  is  unable  to  evaluate  the 
reasonableness  of  the  charge  because  of 
technical  considerations. 

6-412  Evaluation  of  Quantitative  and 
Qualitative  Utilization  of  Labor 

6-412.1  Audit  Objectives 

The  basic  audit  objectives  are  to  evalu¬ 
ate  the  internal  controls  instituted  to 
assure  prudent  utilization  of  staffing  in 
the  performance  of  government  con¬ 
tracts,  to  determine  whether  the  costs  are 
commensurate  with  the  benefits  derived, 
and  to  determine  the  reasonableness  and 
efficiency  of  the  labor  utilization. 

6-412.2  Audit  Procedures 

To  accomplish  the  audit  objective,  the 
auditor  should  be  guided  by  the  proce¬ 
dures  described  below.  The  evaluation  of 
the  quantitative  and  qualitative  utiliza¬ 
tion  of  labor  may  require  the  assistance 
of  qualified  government  technical  per¬ 
sonnel.  The  auditor  should  go  as  far  as  he 
or  she  can  in  each  audit  step  pending 
technical  review  and  analysis.  \^en  the 
issuance  of  an  audit  report  would  other¬ 
wise  be  unduly  delayed  because  the  tech¬ 
nical  analysis  is  not  available,  a  qualified 
report  should  be  issued.  The  auditor 
should  identify  manpower  utilization  re¬ 
views  performed  by  the  contractor  or 
others  and  consider  the  results  in  com¬ 
pleting  the  following  audit  procedures. 

a.  Review  the  contractors  fiiiKtions 
and  related  activities  for  quantitative  and 


qualitative  utilization  of  labor.  The  re¬ 
view  should  disclose  organizational  and 
functional  areas  which  require  audit  em¬ 
phasis. 

b.  Ascertain  whether  the  work  per-  I 
formed  by  the  contractor  is  required  by 
the  terms  of  the  contract,  properly  au¬ 
thorized,  and  directed  to  the  appropriate 
operational  unit. 

c.  Determine  whether  there  are  unwar-  I 
ranted  variations  between  staffing  bud¬ 
gets  allocated  by  upper  management  and 
staffing  budgets  actually  used  by  operat¬ 
ing  or  middle  management.  (See  5-S(X) 
for  guidance  on  contractor  budgeting 
procedures.) 

d.  Determine  whether  the  contractor  I 
maintains  adequate  control  over  the  ex¬ 
penditure  of  the  technical  effort  to  assure 
maximum  productivity,  whether  this 
control  includes  the  evaluation  of  actual 
work  assignments  and  target  completion 
dates,  and  wiiether  comparisons  are 
made  with  staffing  budgets  and  staffing 
tables  approved  by  management. 

e.  When  salaries  and  wages  constitute  a  I 
significant  portion  of  contract  costs,  re¬ 
view  and  evaluate,  on  a  selective  basis, 
personnel  files  of  employees  assigned  to 
government  contract  work  to  determine 
whether  qualifications  of  workers  per¬ 
forming  the  contract  are  commensurate 
with  the  rates  charged  and  all  other 
requirements  of  the  contract. 

r.  Review  the  contractor’s  personnel  i 
practices  during  start-up  and  phase  out 
periods  to  determine  whether  the  cost  of 
excess  personnel  is  charged  to  ^vem- 
ment  contracts  in  the  build-up  period 
and  whether  the  government  contracts 
are  unduly  burdened  with  the  retention 
of  unnecessary  personnel  in  the  phase  out 
period. 

g.  Review  the  contractor’s  basis  for  I 
assigning  and  phasing  out  technical  per¬ 
sonnel  for  both  government  production 
and  commercial  operations.  Audit  em¬ 
phasis  should  be  accorded  the  phase  out 
portion  of  the  contract  to  determine  the 
reasons  for  retaining  certain  classes  of 
technical  personnel  to  complete  the  con¬ 
tract.  The  auditor  should  also  determine 
whether  the  contractor  is  assigning  tech¬ 
nical  personnel  in  accordance  with  their 
skills.  The  use  of  highly  trained  personnel 
to  perform  routine  work  which  could  be 
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perfonned  by  lower  paid  personnel  is  not 
economical.  The  use  of  less  than  quali¬ 
fied  personnel  to  perform  difficult  work 
may  result  in  higher  costs  to  the  govern¬ 
ment  because  more  time  and  greater 
supervision  may  be  required.  The  type  of 
contract  should  be  a  guide  to  the  auditor 
in  determining  the  extent  of  verification 
in  these  areas. 

I  h.  Examine  the  contractor’s  staffing 
and  labor  control  practices  to  determine 
the  effectiveness  of  controlling  idle  time. 
If  unreasonable  idle  time  is  perceived  or 
controls  are  judg^  to  be  inadequate, 
conduct  a  prelimini^  work  sampling 
(probe).  Work  sampling  is  described  in 
Appendix  I. 

I  i.  Qtmpare  labor  classifications 
charged  to  the  contract  with  those  pro¬ 
posed  to  ascertain  whether  the  contractor 
IS  utilizing  the  type  of  personnel  for 
which  the  government  has  contracted. 

I  j.  Determine  whether  engineering, 
technical  writing,  etc.  on  government 
work  is  subcontracted  rather  than  per¬ 
formed  by  the  contractor  and  whether 
such  practice  results  in  unreasonable 
costs  to  the  government.  Among  the 
factors  to  be  considered  is  whether,  under 
the  prevailing  conditions,  there  is  any 
necessity  for  subcontracting  other  than  to 
meet  temporary  or  emergency  r^uire- 
ments.  (Sm  7-1900  for  further  guidance 
in  this  area.) 

I  k.  Review  manual  labor  procedures  for 
possible  mechanization  (capital  invest¬ 
ment  opportunities,  14-600)  which  will 
result  in  increased  efficiencies  and  econo¬ 
mies  of  the  contractor’s  operation  and 
less  cost  to  the  government. 

I  6-413  Reaaonabkness  of 
Compensatioii  Costs 

The  guidance  contained  in  this  subsec¬ 
tion  is  designed  to  assist  the  auditor  in 
determining  the  reasonableness  of  em¬ 
ployee  compensation  costs  in  accordance 
with  the  criteria  set  forth  in  FAR  31.205- 
6,  Compensation  for  Personnel  Services. 
Tlie  review  of  the  compensation  system 
and  related  internal  controls  is  covered  in 
S-800.  The  scope  and  extent  of  any 
testing  for  reasonableness  should  be 
based  on  the  control  risk  assessment  and 


results  of  the  review  of  internal  controls 
over  compensation. 

6-413.1  Cmnpliance  with  FAR  31.205- 
6(c),  Labor-Management  Agreements 

a.  All  compensation  paid  in  accordance 
with  an  “arm’s  length’’  negotiated  labor- 
management  agreement  is  considered 
reasonable  unless  the  provisions  of  the 
a^eement  are  either  unwarranted  or  dis¬ 
criminatory  against  the  government  per 
FAR  31.205-^c).  That  is,  it  will  not  be 
tested  for  reasonableness  under  FAR 
31.20S-6(b).  But  it  must,  nonetheless, 
satisfy  any  sp^ific  compensation  ele¬ 
ment  allowability  criteria  elsewhere  in 
FAR  31.205-6. 

b.  Unwarranted  or  discriminatory  pro¬ 
visions  exist  when,  under  unique  circiun- 
stances,  the  work  conditions  vary  signifi¬ 
cantly  from  those  contemplated  by  the 
n^otiating  parties,  or  the  collective  bar¬ 
gaining  agreement  contains  provisions 
that  are  inequitable  to  the  government  as 
a  class  of  customer  by  the  character  and 
nature  of  the  work. 

c.  Arm’s  length  agreements  refer  to 
those  agreements  between  independently 
organized  labor  groups  such  as  labor 
unions  and  contractor  management  for 
the  purpose  of  establishing  w^e  in¬ 
creases,  hours,  benefits,  and  working  con¬ 
ditions. 

d.  Provisions  of  an  agreement  designed 
to  set  pay  rates  based  on  a  given  set  of 
circumstances  and  conditions  of  employ¬ 
ment  such  as  work  involving  extremely 
hazardous  activities  are  unwarranted  if 
the  work  on  government  contracts  is  less 
hazardous. 

e.  Provisions  of  an  agreement  are  con¬ 
sidered  discriminatory  against  the  gov¬ 
ernment  as  a  class  of  customer  when  the 
agreement  mandates  pay  provisions  for 
work  of  the  same  chtuacter  and  nature 
that  exceed  those  comparable  to  similar 
commercial  work.  Therefore,  an  agree¬ 
ment  with  provisions  which  require  high¬ 
er  pay  levels  for  contractor  employees 
who  work  on  government  contracts  foan 
for  those  contractor  employees  perform¬ 
ing  under  the  same  conditions  on  com¬ 
mercial  contracts  is  discriminatory.  For 
example,  a  union  agreement  that  provid¬ 
ed  for  higher  wage  rates  for  construction 
work  on  a  government  installation  than 
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for  rates  applicable  to  commercial  con¬ 
struction  in  the  same  area  under  similar 
circumstances  would  be  considered  dis¬ 
criminatory. 

f.  Compensation  costs  resulting  from 
labor-management  agreements  deter¬ 
mined  unwarranted  or  discriminatory 
against  the  government  should  not  be 
disallowed  per  FAR  31.20S-6(c)  unless 
“(1)  The  contractor  has  been  permitted 
an  opportunity  to  Justify  the  costs;  and 
(2)  Due  consideration  has  been  given  to 
whether  unusual  conditions  pertain  to 
government  contract  work,  imposing  bur¬ 
dens,  hardships,  or  hazards  on  the  con¬ 
tractor’s  employees,  for  which  compensa¬ 
tion  that  might  otherwise  appear  unrea¬ 
sonable  is  required  to  attract  and  hold 
necessary  personnel.” 

I  6-413.2  Evalnadon  of  the  Reasonableness 
of  Nonunion  Compensation  per  FAR 
31.20S4(b) 

a.  FAR  31.205-6(bXl)  states: 

In  administering  this  principle,  it  is 
recognized  that  not  every  compensation 
case  need  be  subjected  in  detail  to  the 
above  or  other  tests.  The  tests  need  be 
applied  only  when  a  general  review  re¬ 
veals  amounts  of  compensation  that  ap¬ 
pear  unreasonable  or  unjustified. 

Ib.  Should  the  results  of  review  of  the 
contractor’s  compensation  system  (see  S- 
800)  determine  that  significant  deficien¬ 
cies  exist,  specific  testing  for  the  reason¬ 
ableness  of  the  compensation  resulting 
from  the  system  should  be  conducted 
under  FAR  31.20S-6^K1)-  If  it  deter¬ 
mined  that  the  contractor  has  established 
and  maintained  a  sound  compensation 
system,  it  should  not  be  necessary  to 
apply  the  tests  of  reasonableness  per  FAR 
31.2()S-^Ki)>  unless  warranted  by  spe¬ 
cific  polices  or  procedures  that  appear  to 
promote  unreasonable  costs,  such  as  the 
contractor’s  pay  policies  require  that  pay 
levels  significantly  exceed  averue  labor 
market  pay  levels  without  justification. 
Before  taking  exception  to  compensation 
costs,  consider  the  reasonableness  test 
proc^uies  as  discussed  in  this  subsec¬ 
tion.  Compensation  costs  subject  to 
CAM  6-414  should  not  be  accepted  on 
the  basis  of  comprasation  system  reviews 
without  some  testing  to  substantiate  the 
reasonableness  of  the  compensation. 


c.  When  evaluating  wage  increases,  if 
the  compensation  system  is  adequate, 
and  the  contractor’s  established  practice 
is  to  provide  wage  increases  to  certain 
nonunion  employees  comparable  to  those 
given  union  employees,  no  tests  of  rea¬ 
sonableness  need  be  applied. 

d.  Each  aUowable  element  making  up 

an  employee’s  compensation  package 
must  be  reasonable  per  FAR  31.205- 
6(bXl).  Compensation  must  be  reason¬ 
able  for  the  work  performed  as  evidenced 
by  consideration  of  relevant  facts  to 
include  general  conformity  with  the  com¬ 
pensation  practices  of  other  firms  of  the 
same  size,  other  firms  of  the  same  indus¬ 
try,  other  firms  in  the  same  geographic 
area,  other  firms  engaged  in  pi^omi- 
nantly  non-government  work,  and  with 
the  costs  of  comparable  services  obtain¬ 
able  from  outside  sources.  [For  compen¬ 
sation  paid  in  accordance  with  a  labor- 
management  agreement,  refer  to  6-  I 
413.1].  I 

6-4133  Apidication  of  Reasonableness  I 

Tests 

To  apply  the  FAR  reasonableness  tests, 
the  contractor’s  wages  and  salaries  are  to 
be  compared  with  the  wages  and  sala^ 
data  of  other  firms  that  meet  the  criteria 
described  in  subsection  6-413.2.  The  I 
most  likely  medium  for  obtaining  the 
wages  and  salary  data  will  be  market  pay 
surveys.  When  market  pay  survey  data 
are  used  in  making  the  FAR  comparison 
tests,  identification  of  the  firm  partici¬ 
pants  and  their  qualifications  to  meet  the 
FAR  criteria  is  required  and  should  be 
documented  in  the  audit  working  |»pers. 
For  example,  to  meet  the  geographic  area 
factor  for  a  contractor  located  in  Los 
Angeles,  the  pay  survey  used  must  state 
that  the  geographic  location  of  the  partic¬ 
ipating  firms  IS  also  Los  Angeles.  This 
information  should  be  documented. 

a.  FAR  31.205-6(bXl)  states  that  in 
determining  the  reasonableness  of  indi¬ 
vidual  compensation  elements  consider¬ 
ation  should  be  given  to  all  potentially 
relevant  facts.  These  facts  include  gener^ 
conformity  with  the  practices  of  fmns  of 
the  same  size,  in  the  same  industry,  in  the 
same  geographic  area,  firms  enga^  in 
predominately  non-government  work. 
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and  the  cost  of  comparable  services  from 
outside  sources. 

(1)  Geographic  area  refers  to  compari¬ 
sons  made  with  firms  in  the  same  locale 
or  regional  area  as  that  of  the  contractor. 

(2)  Size  pertains  to  compmisons  with 
firms  of  relatively  the  same  size  in  terms 
of  number  of  employees  or  sales  volume. 
Sales  volume  is  a  factor  in  evaluating 
executives’  compensation. 

(3)  Industry  means  comparisons  with 
firms  producing  similar  products  or  pro¬ 
viding  similar  services.  For  instance,  the 
compensation  levels  for  a  contractor 
whose  principal  product  is  shipbuilding 
should  be  compared  to  other  shipbuild¬ 
ers.  Other  industries  include  aerospace, 
electrical/electronics,  office  equipment 
and  computers,  or  research  and  develop¬ 
ment.  The  contractor’s  specific  industries 
may  be  identified  by  reference  to  the 
government’s  Standard  Industrial  Classi- 
tication  (SIQ  codes  which  are  used  ^o 

,  classify  companies  by  industry.  The  SIC 
I  codes  can  be  found  in  item  1.3.0.  of  the 
contractor’s  Cost  Accounting  Standard 
disclosure  statement.  (However,  this  item 
has  been  removed  from  the  revised  dis¬ 
closure  statement  form  dated  March 
1992.)  It  should  be  noted  that  compensa¬ 
tion  survey  data  for  several  related  SIC 
codes  is  often  presented  in  aggregate  to 
represent  a  group  of  industries  commonly 
categorized  for  example  as  aerospace 
industries. 

(4)  Contractor’s  compensation  levels 
should  be  compared  to  Arms  that  are 
engaged  in  predominantly  non-^ovem- 
ment  work,  that  is  firms  with  non-gov- 
emment  annual  sales  of  SO  percent  or 
greater. 

(5)  For  services  such  as  janitorial  ser¬ 
vices  which  may  be  readily  provided  by 
outside  contracting  services,  comparisons 
of  related  compensation  levels  sho^d  be 
made  with  the  costs  of  comparable  ser¬ 
vices  from  sources  outside  of  the  contrac¬ 
tor.  This  test  should  be  considered  equal¬ 
ly  with  other  tests. 

b.  All  factors  may  not  be  relevant  to  the 
same  extent;  therefore,  all  factors  must  be 
considered  in  order  to  determine  tteir 
relevance.  Relevance  is  directly  tied  to  a 
contractor’s  circumstances  as  explained 
I  in  S-808.3fo).  Rationale  for  the  determi¬ 
nation  of  the  significance  of  the  relevant 
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factors  to  be  applied  must  be  sufHcien,  to 
address  the  considerations  of  reasonable¬ 
ness  as  set  forth  in  FAR  31.201-3  (see  6- 
413.5)  I 

c.  Acceptable  wage  or  salary  surveys  to 
be  used  for  applying  the  FAR  tests  should 
provide  the  appropriate  relevant  factor 
data  as  outlined  above  to  make  the 
comparisons  and  should  be  determined 
reliable  as  provided  in  6-413.4.  An  ac-  I 
ceptable  survey(s)  may  include  firms  that 
represent  more  than  one  of  the  relevant 
factors  such  as  firms  that  are  of  the  same 
size,  geographic  area,  and  industry  as  the 
contractor. 

d.  Make  comparison  tests  with  bench- 
marked  jobs  within  a  pay  structure  grade 
(see  5-808.1)  or  equivalent.  Tests  are  to  I 
be  made  by  comparing  the  weighted 
averse  wi^e  or  salary  of  a  job  with  those 
provided  in  an  acceptable  survey.  For 
executives,  the  tests  should  be  applied  to 
each  top-level  executive  individually  re¬ 
gardless  of  the  individuals’  assignment  to  I 
a  pay  grade. 

e.  If  more  than  one  survey  is  required 
to  consider  the  relevant  factors,  the  deter¬ 
mination  of  reasonableness  should  be 
influenced  by  their  relative  sig^nificance 
in  the  circumstance.  If  determined  reli¬ 
able  and  applicable,  use  the  contractor’s 
market  comparison  studies  (see 
5-808.3(e))  wherein  the  contractor  has  I 
selected  jobs  to  be  benchmarked  and  has 
compared  them  with  survey  job  pay 
rates. 

f.  As  a  guide,  tests  should  be  applied  to 
jobs  that  represent  at  least  40  percent  of 
the  benchmarked  jobs  of  a  pay  structure. 
Pay  grades  selected  for  the  comp^son 
tests  should  contain  at  least  two  jobs. 

6413.4  Determinatioa  ci  ReasonabIcMss  I 

a.  Wages  or  salaries  of  jobs  within  a 
pay  grade  or  the  ^uivalent  are  consid¬ 
er^  unreasonable  if  the  contractor’s  total 
benchmarked  job  rates  significantly  ex¬ 
ceed  the  survey  data  \\e^ted  averai^ 
rates  and  are  not  justifled.  Significance  is 
judgmentally  denned  as  that  which  ex¬ 
ceeds  10  percent.  This  jud^ent  factor 
considers  that  a  determination  of  unrea¬ 
sonable  compensation  results  from  nute- 
rial  compensation  ^em  deficiencies  or 
unjustified  pay  polrcies. 
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b.  An  example  of  a  test  comparison  by 
I  pay  grade  is  shown  in  Figure  6-4-1.  The 

following  explanation  for  computing  to¬ 
tal  cost  avoidance  applies  within  a  pay 
grade  for  speciflc  benchmarked  jobs. 
When  the  sum  of  the  products  of  the 
number  of  employees  (by  job)  multiplied 
by  their  average  base  salaries/wi^es  ex¬ 
ceeds  the  sum  of  the  products  of  the 
number  of  employees  (by  job)  multiplied 
by  the  survey  weighted  average  salar- 
i^wages,  increased  10  percent,  com¬ 
pute  a  ratio  of  this  difference  to  the  total 
salaries/wages  of  benchmarked  jobs. 
Then  apply  this  ratio  to  the  total  grade 
base  salaries/wages  to  arrive  at  total  base 
salaries/wages  cost  avoidance  before  ap¬ 
plication  of  the  related  fringe  benefits 
rate.  Related  fringe  benefits  are  costs  that 
vary  directly  with  payroll  and  include 
items  such  as  FICA,  pension  costs,  and 
certain  insurance  costs. 

c.  A  contractor’s  pay  structure  may 
include  jobs  in  pay  grades  that  cannot  be 
compared  to  market  survey  data  because 


of  a  low  number  of  incumbents  or  the 
jobs  are  unique  to  the  organization  (see 
5-808.1).  Nonbenchmarked  jobs  within 
the  same  pay  ^de,  range,  or  level  as  the 
benchmarked  jobs  are  to  be  considered 
unreasonable  to  the  same  degree  as  the 
benchmarked  jobs  because  they  are  of 
relative  value  based  on  the  contractor’s 
job  evaluation  system  (see  5-808.2(e)). 

d.  Each  individual  executive’s  elements 
of  compensation  (such  as  salaries,  cash 
bonuses,  and  deferred  compensation) 
may  each  be  subject  to  the  FAR  tests  and 
be  considered  unreasonable  if  they  si^if- 
icantly  exceed  the  market  survey  weight¬ 
ed  average  data  by  10  percent  without 
justification.  Unreasonable  costs  are 
computed  by  applying  the  percent  differ¬ 
ence  between  the  amount  that  the  execu¬ 
tive  compensation  element  significantly 
exceeds  the  survey  data  to  the  element 
amount.  However,  offsets  between  allow¬ 
able  elements  of  compensation  should  be 
considered.  See  6-413.6  for  guidance. 
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Figure  6-4-1 

Example  of  Determining  Unreasonable  Wages  at  the  Grade  Level 


GRADE  4 

JOB  TITLE 
NO. 

(1) 

NO.  OF 
EMPLOYEES 

(2) 

TOTAL 

SALARY 

(3) 

AVERAGE 

BASE 

SALARY 

(4) 

TOTAL  SALARIES  OF 
BENCHMARICED  JOBS 

(5) 

SURVEY 

WEIGHTED 

AVERAGE 

SAIjUUES 

(6) 

EXTEND 
SURVEY 
AVERAGE 
(1  X  5) 

0023 

4 

$108,000 

$27,000 

NOT  BENCHMARKED 

0026 

20 

550,500 

27,525 

$550,500 

$21,000 

$420,000 

0045 

5 

140,000 

28,000 

NOT  BENCHMARKED 

0049 

3 

87,000 

29,000 

NOT  BENCHMARKED 

0056 

6 

169,200 

28,200 

169,200 

28,000 

168,000 

0077 

7 

200,200 

28,600 

200,200 

29,750 

208,250 

0084 

3 

81,600 

27,200 

NOT  BENCHMARKED 

0087 

4 

108,000 

27,000 

NOT  BENCHMARKED 

0104 

4 

114,000 

28,500 

NOT  BENCHMARKED 

0123 

15 

420.000 

28,000 

420.000 

22,000 

330,000 

TOTAL 

71 

$1,978,500 

$1,339,900 

$1,126,250 

EXTENDED  SURVEY  AVERAGES 
LEVEL  OF  SIGNIFICANCE 


$I.126.2S0 

1.10  MULTIPLY 


SURVEY  LEVEL  OF  SIGNIFCANCE 
TOTAL  SALARIES  OF  BENCHMARKED  JOBS 


$1, 238,875 

1,339,900  SUBTRACT 


AMOUNT  EXCEEDING  LEVEL  OF  SIGNIFICANCE 
TOTAL  SALARIES  OF  BENCHMARKED  JOBS 


101,025 

$1,339,900  divide 


RATIO  .0754 

GRADE  4  TOTAL  BASE  SALARY  DOLLARS  (COLUMN  2)  $1.978,500  MULTIPLY 


TOTAL  BASE  SALARY  COST  AVOIDANCE 
APPLICABLE  BENEFIT  RATES  -  15% 


$  149,179 

1.15  MULTIPLY 


TOTAL  COST  AVOIDANCE 


$  171,556 


In  the  example  above,  the  contractor 
benchmarked  4  of  the  10  jobs  within 
grade  4.  This  would  be  an  acceptable 
amount  to  determine  the  overall  reason¬ 
ableness  of  grade  4.  As  a  guide,  at  least  40 
percent  of  the  benchmarked  jobs  or  total 
annual  pay  value  of  the  grade  would  be 
sufficient  to  form  a  basis  on  the  overall 
reasonableness  of  a  grade.  However,  it 
should  be  noted  that  in  some  instances 
acceptance  could  be  at  a  percentage  less 
than  40  percent.  Reasons  for  an  accep¬ 
tance  level  below  40  percent  may  include: 
the  contractor  is  unable  to  benchmark  the 
jobs  within  the  grade  to  external  surveys 
or  the  contractor’s  policies  dictate  a  low¬ 
er  amount  as  sufficient  enough  to  form 
an  opinion  on  the  external  market  com¬ 
parability  of  the  grade. 


6-413  J  Justification 

a.  Although  the  contractor’s  compensa¬ 
tion  is  determined  to  be  unreasonable,  as 
described  above,  the  contractor  may  pro¬ 
vide  justification  for  the  excessive  com¬ 
pensation.  Examples  of  this  are  compli¬ 
ance  with  federal  or  state  laws,  employee 
relation  concerns,  or  labor  shortages. 
However,  the  contractor  should  provide 
sufficient  documentation  to  establish  a 
sound  basis  for  any  exceptions. 

b.  The  contractors  justification  should 
address  the  following  considerations  for 
reasonableness  as  provided  in  FAR 
31.201-3  as  follows: 

(1)  A  cost  is  reasonable  if,  in  its  nature 
and  amount,  it  does  not  exceed  that 
which  would  be  incurred  by  a  prudent 
person  in  the  conduct  of  competitive 
business. 
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(2)  The  cost  is  generally  recognized  as 
ordinary  and  necessary  for  the  conduct  of 
the  contractor’s  business  or  the  contract 
performance. 

(3)  Consideration  should  be  given  to 
generally  accepted  sound  business  prac¬ 
tices,  arm’s  length  bargaining,  and  federal 
and  state  laws  and  regulations. 

(4)  Consideration  should  be  given  to 
the  contractor’s  responsibilities  to  the 
government,  other  customers,  the  owners 
of  the  business,  employees,  and  the  pub¬ 
lic  at  large. 

(5)  Any  significant  deviations  from  the 
contractor’s  established  practices  should 
be  considered  in  determining  the  reason¬ 
ableness  of  a  cost. 

6-413.6  Offsets 

a.  For  purposes  of  determining  overall 
reasonableness  of  compensation,  offsets 
may  be  presented  between  otherwise  al¬ 
lowable  employee  compensation  ele¬ 
ments  such  as  wages,  bonuses,  pension 
and  savings  plan  benefits,  health  insur¬ 
ance  benefits,  deferred  compensation, 
life  insurance  benefits,  and  compensated 
personal  absence  benefits  per  FAR 

I  31.205-6<bXlKi)'  By  using  offsets,  con¬ 
tractors  may  chdienge  the  determination 
that  an  element  is  unreasonable. 

b.  An  offset  element  must  be  an  other¬ 
wise  allowable  element  of  compensation 
and  be  quantifiable  for  comparison  with 
the  compensation  elements  deemed  un¬ 
reasonable.  For  example,  deferred  com¬ 
pensation  introduced  as  an  offset,  must 
be  based  upon  allowable  deferred  com¬ 
pensation  Items.  Most  stock  options, 
SARs,  and  phantom  stock  plans  cannot 
be  introduced  as  an  offset  because  they 
produce  costs  which  would  be  unallowa¬ 
ble  for  Government  contracts.  The  offset 
items  must  be  evaluated  in  accordance 
with  the  same  FAR  31.205-6(bKI)  crite¬ 
ria  used  to  evaluate  the  elements  found  to 
be  unreasonable  in  amount;  i.e.,  the  off¬ 
set  compensation  element  must  be  shown 
to  be  from  a  similar  industry,  a  similar 
sized  firm,  the  same  geographical  area, 
etc. 

c.  Offsets  are  computed  as  to  the 
amount  that  one  element  of  compensa¬ 
tion  significantly  exceeds  the  survey 
weighted  average  ^  10  percent  to  the 
amount  that  the  offsc  ’ing  element  falls 
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under  10  percent  of  the  survey  weighted 
average.  For  example,  an  executive’s  un¬ 
reasonable  salary  which  exceeded  the 
survey  weighted  average  by  15  percent 
could  be  offset  by  a  bonus  that  only 
exceeded  the  survey  weighted  average  by 
5  percent. 

6-413.7  Fringe  Benefits  I 

FAR  31.20S-6(m)  states  that  fringe 
benefits  are  allowable  to  the  extent  that 
they  are  reasonable  and  required  by  law, 
employer-employee  agreement,  or  an  es¬ 
tablished  contractor  policy.  Review  the 
contractor’s  compliance  with  the  FAR 
criteria  as  outlined  below  and  make  a 
determination  of  reasonableness  similar 
to  that  described  for  compensation  costs. 
(See  6-41 3.3(a))  Benefits  are  considered  I 
reasonable  to  the  extent  that  the  total 
benefit  pack^e  rate  calculated  as  a  per¬ 
centage  of  payroll  does  not  significantly 
exceed  the  average  rate  of  the  compari¬ 
son  data  by  more  than  10  percent.  If  the 
total  benefit  package  rate  is  determined 
unreasonable,  only  then  conduct  an  anal¬ 
ysis  of  each  of  the  individual  elements 
comprising  the  total  benefits  package. 

a.  Legally  Required.  Those  benefits  I 
that  are  required  by  statutory  law  are 
workers’  compensation,  social  security, 
and  unemployment  compensation.  The 
cost  of  these  benefits  are  dependent  upon 
the  level  of  wa^es  and  salaries. 

b.  Pensions,  Life  and  Health  Insurance.  I 
A  review  of  a  contractor’s  insurance  and 
pension  programs  is  normally  performed 
as  a  Contractor  Insurance/Pension  Re¬ 
view  (CIPR)  as  set  forth  in  DFARS 
242.73  (see  5.1303).  The  results  of  these 
reviews  should  be  considered  in  the  scope 
of  the  benefits  program  review.  Refer  to 
4-1000  for  guidance  for  relying  upon  the 
work  of  others. 

c.  Pay  for  Time  Not  Worked.  Benefits  I 
within  this  category  include  paid  vaca¬ 
tions  and  payments  in  lieu  of  vacation, 
payments  for  holidays  and  for  holidays 
worked,  paid  sick  leave,  and  payments 
for  National  Guard,  Army,  other  reserve 
duty,  or  jury  duty.  Policies  necessary  for 
the  control  of  these  benefits  include  (1) 
eligibility  rules,  (2)  the  size  of  the  benefit, 
such  as  how  many  holidays  will  the 
company  pay  for  or  how  much  vacation 
an  employee  is  entitled  to  receive,  (3)  the 
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effect  of  holidays  or  sickness  which  oc¬ 
curs  during  a  vacation,  (4)  the  degree 
vacation  and  unused  sick  leave  time  can 
be  banked  and  carried  over  to  another 
I»y  period  or  paid  at  time  of  termina¬ 
tion,  and  (S)  circumstances  for  extra  pay 
rather  than  paid  time  off. 

I  d.  Other.  Other  benefits  include  sever¬ 
ance  pay,  thrift  savings  plans,  deferred 
compensation  plans,  stock  bonus  plans, 
and  employee  stock  ownership  plans 
(ESOPs).  The  contractor’s  policies  and 
procedures  for  these  benefits  should  be 
documented,  include  authorization  pro¬ 
cedures,  requirements  for  monitoring 
and  reporting  the  results  to  management, 
and  control  ranges  on  amounts  of  bene- 
Hts  to  be  provided. 

e.  Allowability  of  Costs.  The  cost  prin¬ 
ciples  provide  specific  restrictions  on  the 
allowability  of  some  of  these  beneflts  as 
follows: 

(1)  Severance  Pay  -  FAR  31.205-6(g), 
refer  to  7-1907  for  guidance  on  the 
evaluation  of  these  costs. 

(2)  ESOP  -  FAR  31-205-60X7),  refer  to 
7-1914  for  guidance  on  the  evaluation  of 
these  costs. 

6-414  Reasonableness  of 
Compensation  Costs  of  Owners, 
Executives,  and  Other  Employees 
Which  Poses  a  Higher  Risk  of 
Unreasonable  Compensation 

6-414.1  Introduction 

a.  FAR  31.20S;6(bX^  provides  for 
special  consideration  or  compensation 
paid  or  proposed  for  employees  under 
certain  circumstances.  Principally,  the 
special  circumstances  pertain  to  employ¬ 
ees  who  are  also  owners,  partners,  or 
persons  committed  to  acquire  a  substan¬ 
tial  financial  interest  in  the  company. 
The  special  circumstances  also  include 
employees  who  are  family  members  of 
such  persons.  In  general,  the  special  cir¬ 
cumstances  criteria  include  those  em¬ 
ployees  who  can  exercise  influence  over 
their  own  compensation,  either  directly 
or  through  the  authority  of  a  family 
member.  The  ability  to  influence  their 
own  compensation  creates  a  higher  risk 
that  such  employees  could  pay  them¬ 
selves  unreasonable  compensation. 


b.  Because  of  their  ownership  or  family 
position,  such  persons  are  often  company 
executives.  In  many  cases,  employees 
who  are  executives  or  members  of  a 
corporate  board  of  directors,  but  who  are 
not  owners,  have  been  delegated  owner¬ 
ship  type  authority  to  act  without  being 
subject  to  significant  oversight.  Such 
non-owner  employees  should  also  be  con¬ 
sidered  as  higher  risks  for  unreasonable 
compensation.  Such  persons  would  nor¬ 
mally  include  officers  of  the  company. 

6-414.2  Cbmpensation  System  Review 
(CSR)  Considerations 

a.  CSRs  are  performed  to  evaluate  the 
systems  utilized  by  the  contractor  to  set 
compensation  for  its  employees.  To  the 
extent  that  the  systems  are  well  designed 
and  properly  operated,  the  audit  of  com¬ 
pensation  costs  can  rely  to  a  greater 
degree  upon  the  costs  generated  by  the 
system.  Well  designed  compensation  sys¬ 
tems  must  have  internal  controls  includ¬ 
ed  in  its  design  which  will  ensure  that  its 
provisions  are  carried  out. 

b.  Within  organizations,  there  are  usu¬ 
ally  employees  whose  decisions  are  not 
reviewed  or  controlled  due  to  their  posi¬ 
tions  within  the  organization.  A  CSR 
type  audit  of  costs  should  not  accept  the 
compensation  of  such  individuals  based 
upon  system  design  since  there  can  be  no 
assurance  that  the  design  has  been  or  will 
be  adhered  to  other  than  actual  testing  of 
the  costs  for  reasonableness.  Audits  of 
compensation  of  employees  falling  into 
the  higher  risk  categories  should  include 
sufficient  testing  to  determine  if  the 
compensation  of  each  such  employee  is 
reasonable  for  the  period  covered  by  the 
audit. 

6-414J  Ownenhip  and  Substantial 
Financial  Interest 

If  an  employee  owns  less  than  100 
percent  of  a  company,  the  employee  may 
still  exercise  influence  over  the  decision 
making  process.  All  partners  in  a  partner¬ 
ship  arrangement  by  definition  have  sub¬ 
stantial  influence.  Many  authorities  (e.g., 
the  SEC)  quantify  the  ownership  neces- 
suy  to  influence  a  corporation’s  deci¬ 
sions  as  10  percent  of  the  voting  stock. 
The  auditor  should  consider  all  sole  own¬ 
ers,  partners,  and  persons  meeting  the  10 
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percent  standard  to  have  influence  over 
their  own  compensation.  The  auditor 
should  also  consider  the  combination  of 
corporate  voting  power  held  by  one  fami¬ 
ly  in  determining  if  those  family  mem¬ 
bers  who  are  employees  can  influence 
their  own  compensation. 

6-414.4  Review  for  Umeasouble 
Compensation 

a.  In  general,  the  review  procedures  in 
6-413  apply  to  such  individuals.  How¬ 
ever,  the  reason  such  employees  are  con¬ 
sidered  high  risk  is  that  they  are  not 
subject  to  the  contractor’s  normal  inter¬ 
nal  controls  over  compensation.  There¬ 
fore,  the  auditor  may  not  rely  on  those 
normal  internal  controls. 

b.  Such  higher  risk  employees  may 
nominally  be  part  of  a  class  of  employees. 
(Hie  president’s  son  may  be  an  engineer 
in  the  design  department  or  an  owner  of 
25  percent  of  the  firm  may  be  one  of 
several  scientists  working  in  research.) 
The  auditor  should  not  accept  their  com¬ 
pensation  as  reasonable  because  the  class 
IS  reasonable  as  a  whole  without  checking 
to  assure  that  the  higher  risk  employees 
have  substantially  equal  duties  and  com¬ 
pensation  as  the  other  members  of  the 
class.  Especially  in  the  case  of  family 
members  of  owners  or  executives,  such 
an  employee  may  be  oveigraded  consid¬ 
ering  the  duties  actually  performed  or 
simply  paid  more  than  others  doing  the 
same  work 

c.  Executive  positions  within  a  comi»- 
ny  are  usually  unique  positions  within 
that  company.  Only  the  largest  of  firms 
have  the  potential  for  a  class  of  employ¬ 
ees  performing  vice-presidential  level  du¬ 
ties  which  can  be  described  as  having 
similar  rank,  function,  and  responsibility. 
In  the  normal  circumstance,  executives 
are  not  part  of  a  class  of  employees  and 
must  be  evaluated  individually. 

d.  Such  positions  are  best  evaluated  by 
comparison  to  positions  with  comparable 
ranl^  function,  and  responsibility  in  oth¬ 
er  firms  of  similar  size.  If  the  firm 
changes  in  size,  prior  determinations  of 
reasonable  compensation  amounts  will 
need  to  be  reevaluated. 

e.  Reasonable  executive  compensation 
should  also  maintain  internal  equity  with 
compensation  paid  to  non-executive  em- 
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ployees.  If  the  non-executive  are  being 
paid  average  compensation,  apparent 
breaches  of  internal  equity  are  a  warning 
that  the  executive  compensation  may  be 
unreasonable. 

f.  Determination  should  be  made  that 
compensation  is  reasonable  for  the  per¬ 
sonal  services  rendered.  Owners  may 
claim  excessive  amounts  as  costs.  Such 
amounts  in  excess  of  the  reasonable 
amount  for  personal  services  rendered 
are  actually  a  distribution  of  profits. 
However,  payments  made  to  owners  are 
not  automaticalljr  unallowable  if  the  pay¬ 
ments  are  a  distribution  of  profits  on  the 
accounting  records  of  the  enterprise. 
Some  sm^ler  firms,  including  sole  own¬ 
ers  and  partnerships,  re^larly  compen¬ 
sate  owners  throu^  distribution  of  prof¬ 
its.  These  amounts  should  only  be  ques¬ 
tioned  if  the  total  compensation  paid  to 
an  individual  exceeds  an  amount  reason¬ 
able  for  the  services  preformed. 

g.  For  closely  held  corporations,  com¬ 
pensation,  including  bonuses,  shall  not  be 
recognized  in  amounts  exc^ing  those 
costs  that  are  deductible  as  compensation 
under  the  Internal  Revenue  Code  (IRC) 
and  regulations  under  it. 

(1)  To  be  deductible  under  the  IRC  and 
reflations,  the  total  compensation  paid 
must  meet  the  test  of  reasonableness.  In 
general,  reasonableness  under  the  Code 
and  reflations  is  such  amount  as  would 
be  paid  for  like  services  by  like  enter¬ 
prises  under  like  circumstances.  The  cir¬ 
cumstances  to  be  taken  into  consider¬ 
ation  are  those  existing  at  the  date  of 
agreement  with  the  employee  for  the 
services,  not  those  existing  at  the  date 
when  the  amount  is  questioned. 

(2)  Excess  compensation  received  by  a 
shareholder  is  considered  by  the  IRS  to 
be  constructive  dividends,  lliis  is  likely 
to  occur  in  the  case  of  a  corporation 
having  few  shareholders,  practically  all  of 
whom  draw  salaries.  If  in  such  a  case  the 
salaries  are  in  excess  of  those  ordinarily 
paid  for  similar  services  and  the  exces¬ 
sive  payments  correspond  or  bear  a  close 
relationship  to  the  stock  holdings  of  the 
officers  or  employees,  it  woiud  seem 
likely  that  the  salaries  are  not  paid  wholly 
for  services  rendered,  but  that  the  exces¬ 
sive  payments  are  a  distribution  of  earn¬ 
ings  upon  the  stock. 
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6-414.5  Reporting  on  Compensation  Paid 
to  Higher  Risk  Employees 

a.  Compensation  system  review  audits 
should  exclude  positions  or  individual 
employees  not  effectively  covered  by  the 
compensation  system’s  controls  from  any 
opinion  that  the  contractor’s  compensa¬ 
tion  system  is  adequate. 

b.  For  incurred  costs,  opinions  on  such 
employees’  compensation  should  be  lim¬ 
ited  to  recommendations  on  the  accep¬ 
tance  of  sp^iflc  compensation  amounts 
claimed  which  are  found  to  be  reasonable 
for  the  services  rendered  and  disallo¬ 
wance  of  amounts  found  to  be  unreason¬ 
able. 

c.  For  forward  pricing,  the  determina¬ 
tion  of  reasonableness  is  based  on  an 
evaluation  of  projections  made  by  the 
contractor. 

d.  When  compensation  of  employees 
becomes  unreasonable  due  to  changed 
circumstances  after  some  period  of  time 
during  which  the  Government  consid¬ 
ered  compensation  paid  to  be  reasonable, 
the  contractor  is  generally  afforded  a 
period  of  time  to  adjust  its  compensation 
levels  before  the  costs  are  questioned. 
Compensation  of  owners  and  executives 
is  more  flexible  and  is  generally  depen¬ 
dent  on  circumstances  as  they  occur. 
Thus,  compensation  of  owners  and  exec¬ 


utives  may  be  questioned  after  a  shorter 
period  of  time  if  circumstances  used  to 
support  the  compensation  change.  Of 
course,  any  increased  compensation  may 
be  questioned  immediately  if  it  is  unrea¬ 
sonable  due  to  a  change  in  the  previously 
reviewed  compensation  system  or  a  fail¬ 
ure  to  follow  that  system. 

6-414.6  Tennination  Payments  to 
Owners  and  Executives 

a.  It  would  be  unreasonable  for  an 
owner  to  terminate  himself/herself  and 
claim  compensation  for  the  termination. 
Allowable  severance  payments  must  be 
for  involuntary  terminations.  All  other 
termination  payments  must  make  eco¬ 
nomic  sense  to  be  allowable.  If  a  payment 
makes  economic  sense,  then  the  profit 
motive  should  be  sufficient  reason  for  the 
owner  to  retire.  Owners  receive  their 
payment  through  the  profit  from  their 
decisions. 

b.  The  auditor  should  also  be  alert  to 
termination  agreements  made  with  retir¬ 
ing  owners  and  executives  to  pay  them 
for  consulting  services  for  some  period  of 
time  after  retirement.  The  ^yments 
should  be  commensurate  with  services 
expected  from  the  retiree.  Such  payments 
may  represent  unallowable  compensation 
payments. 
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6-500  Sectioo  5  —  Audit  of  Incurred  Other  Direct  Costs  and  Credits 


6-501  Introduction 

This  section  presents  audit  guidance 
for  the  review  and  evaluation  of  other 
direct  costs  and  credits.  In  addition  to 
dir^  labor  and  material  (prime  costs), 
which  can  be  readily  identified  with  a 
specific  job,  there  are  other  types  of 
expenses  which  under  certain  circum¬ 
stances  may  be  charged  directly  to  a 
specific  job.  These  are  generally  referred 
to  as  “other  direct  costs.”  Examples  are: 

(1)  special  tooling,  dies,  jigs,  and  fixtures; 

(2)  plant  rearrangement;  (3)  packi^ng 
and  packing  (4)  consultant’s  fees;  (S) 
outbound  freight;  (6)  expediting;  (7)  roy¬ 
alties;  (8)  travel;  (9)  long  distance  tele¬ 
phone;  (10)  scrap  sales;  and  (1 1)  deposit 
returns.  Costs  of  this  nature  may  be 
charged  direct  to  jobs,  allocated  on  some 
representative  basis,  or  charged  partially 
direct  and  partiaUy  by  allocation. 

6-502  Audit  Objectives 

I  a.  The  objectives  in  auditing  other 
direct  costs  are  to  determine  whether  (1) 
the  contractor’s  cost  representations  are 
reliable  and  accurate,  (2)  the  amounts 
char^  to  government  contracts  are  rea¬ 
sonable  and  are  allocable  to  government 
contracts,  (3)  costs  have  been  accumulat¬ 
ed  in  acwrdance  with  generally  accepted 
accounting  principles  appropriate  in  the 
circumstances,  wd  (4)  the  contractor  has 
been  consistent  in  allocating  such  costs  to 
commercial  and  government  work. 

b.  Of  special  concern  in  the  other  direct 
cpst  area  is  the  differentiation  between 
direct  and  indirect  cost.  Therefore,  the 
audit  should  provide  assurance  that  when 
items  ordinarily  chargeable  as  indirect 
costs  are  charged  to  government  work  as 
direct  costs,  the  costs  of  like  items  appli¬ 
cable  to  other  woili  of  the  contractor  are 
treated  in  the  same  manner. 

6-503  Audit  Appitwch 

The  auditor  should  determine  whether 
the  audit  could  be  more  efficiently  per¬ 
formed  by  expanding  transaction  testing 
(maximum  control  nsk)  or  reviewing  the 
internal  control  structure.  This  assess¬ 


ment  will  be  based  on  auditor  judgement 
considering  the  factors  in  3-l(M  and 
document^  in  the  working  papers  and 
permanent  file,  if  applicable. 

6-503.1  Systems  Review 

The  same  procedures  as  are  identified 
in  S-10(X)  should  be  used  (1)  to  gain  an 
understanding  of  the  contractor’s  internal 
control  structure  (5-100),  (2)  document  in 
the  working  papers  and  permanent  files, 
the  understanding  of  the  indirect  cost 
^stem  internal  control  structure  (5-106), 

(3)  test  the  operational  effectiveness  of 
the  contractor’s  internal  controls  (5-108), 
and  (4)  assess  control  risk  as  a  basis  to 
identify  factors  relevant  to  the  design  of 
substantive  tests  (5-109).  Transaction 
testing  may  be  required  based  on  the 
results  of  a  review  of  the  internal  control 
structure.  The  extent  of  the  testing  re¬ 
quired  should  be  based  on  the  assessed 
control  risk  (5-109)  as  documented  in  the 
permanent  file  (MAAR  1). 

6-503.2  Transaction  Testing 

When  transaction  testing  is  more  eco¬ 
nomical  than  a  review  of  the  internal 
control  structure  or  when  warranted 
based  on  the  internal  control  review, 
judgementally  or  statistically  select  trans¬ 
actions  for  review  following  the  guidance 
below  and  in  3-104,  6-603,  6-605  and  6- 
800. 

6-504  Scope  of  Audit 

The  review  should  provide  for  the 
accomplishment  of  MAARs  and  may 
include  a  review  and  evaluation  of  the 
contractor’s  internal  control  structure. 
The  scope  of  the  review  should  be  bas^ 
on  the  factors  discussed  in  3-104  and  6- 
503  above.  Special  scope  considerations 
are: 

6-504.1  Interrelated  Reviews 

a.  Other  direct  costs  are  incurred  on 
the  basis  of  maiuigement  decisions  in  a 
manner  similar  to  the  incurrence  of  indi¬ 
rect  costs  and  are  subject  to  the  same 
internal  controls.  Whenever  practicable, 
apply  the  scope  of  audit  described  in  6- 
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603  to  other  direct  costs  and  perform  the 
audit  in  conjunction  with  the  audit  of 
indirect  costs.  For  example,  the  contrac¬ 
tor’s  policies  and  proc^ures  regarding 
the  segregation  of  unallowable  travel 
costs  should  be  the  same  for  both  direct 
and  indirect  travel. 

b.  Similarly,  when  an  item  is  pur¬ 
chased,  documents  such  as  the  purchase 
requisition,  purchase  order,  receiving  re¬ 
port,  and  inspection  report  should  identi¬ 
fy  the  contract  for  which  the  cost  was 
incurred.  When  the  contractor  manufac¬ 
tures  components  or  parts,  the  wotic 
orders  and  all  documents  serving  as  a 
basis  for  charges  to  the  work  order,  such 
as  requisitions  and  job  tickets,  should  be 
identified  with  the  contract.  Internal  con¬ 
trols  over  accounting,  purchasing,  sub¬ 
contracting  or  make^uy  decisions  may 
impact  the  review  of  other  direct  cost. 

c.  The  audit  should  provide  assurance 
that  when  items  ordinarily  chaigeable  as 
indirect  costs  are  charged  to  government 
work  as  direct  costs,  the  costs  of  like 
items  applicable  to  other  work  of  the 
contractor  are  treated  in  the  same  man¬ 
ner,  CAS  402  or  MAAR  7  reviews  may 
provide  sufficient  documentation  to  re¬ 
duce  scope. 

6-504.2  Review  of  Bid  Proposals  aod 
Coatract  Provisioas 

I  a.  When  the  contractor’s  accountii^ 
procedures  provide  for  the  accumulation 
of  other  direct  costs,  or  the  cost  represen¬ 
tations  include  other  direct  costs,  tte 
auditor  should  review  negotiation  memo¬ 
randums  and  the  contract  provisions  to 
ascertain  whether  it  was  the  intent  of  the 
contracting  parties  to  treat  certain  costs 
as  direct  rather  than  as  indirect  costs. 
Contracts  awarded  on  a  firm  fixed-price 
basis  generally  do  not  contain  provisions 
concerning  costs  to  be  charged  to  the 
contract.  However,  if  there  is  informa¬ 
tion  that  a  category  of  cost  was  consid¬ 
ered  as  a  direct  chaige  during  the  negotia¬ 
tion  of  a  firm  fixed-price  contract,  the 
auditor  should  determine  that  other  ^v- 
emment  contracts  do  not  share  the  same 
cost  through  an  indirect  cost  allocation. 

b.  When  auditing  costs  of  special  tool¬ 
ing  or  special  equipment,  review  the 
terms  of  the  contract  to  determine  wheth¬ 
er  the  costs  are  to  be  treated  as  other 


direct  costs.  If  so,  evaluate  the  contrac¬ 
tor’s  controls  to  determine  whether  they 
ensure  the  appropriate  disp(»ition  of 
specialized  items  upon  completion  of  the 
contract.  When  a  contract  is  silent  con¬ 
cerning  these  types  of  costs,  seek  the 
assistance  of  the  contracting  officer  and 
ascertain  the  necessity  for  the  acquisition 
of  the  equipment  and  the  propriety  of 
treating  the  costs  as  a  direct  chaige  to  the 
contract.  (See  3-200,  7-1906,  and  14- 
402). 

6-5043  DbdosBK  Statement 

The  auditor  should  be  alert  to  inconsis¬ 
tencies  in  the  treatment  of  other  direct 
costs  which  may  result  in  inequitable 
charges  to  government  contracts.  Part  3 
of  the  disclosure  statement  delineates  the 
contractor’s  policy  r^arding  differentia¬ 
tion  between  direct  and  indirect  costs, 
identifies  contractor’s  other  direct  costs, 
and  explains  deviations  from  the  contrac¬ 
tor’s  normal  direct  charging  policy.  Be¬ 
cause  a  primary  concern  regarding  other 
direct  costs  relates  to  consistency  of  treat¬ 
ment,  a  review  of  disclosed  practices  may 
indicate  areas  for  review.  When  such 
inconsistencies  are  noted,  advise  the  con¬ 
tracting  officer  to  take  corrective  action. 
When  the  amounts  are  significant  and 
consistent  treatment  cannot  be  attained, 
it  may  be  necessary  to  establish  qiecial 
indirect  cost  rates  for  the  contracts  affect¬ 
ed  to  avoid  inequitable  charges  to  those 
contracts. 

6-504.4  Selected  Areas  of  Cost 

The  auditor  should  review  the  contrac¬ 
tor’s  presentation  for  new,  unusual,  or 
miscellaneous  types  of  ODC.  Guidance 
on  audit  methods  and  techniques  for 
selected  areas  of  costs  are  provided  in  7- 
000. 

6-505  Aadit  Procedares 

The  auditor  should  determine  that  all 
items  of  other  direct  costs  are  readily 
identifiable  with  the  contract  to  which 
they  have  been  charged.  The  audit  of 
other  direct  costs  shoiud  include  a  review 
and  evaluation  of: 

a.  The  reasonableness  of  the  amount 
incurred  in  relation  to  the  beneflts  to  be 
derived; 
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I  b.  The  allocabilitjr  of  the  cost  to  the 
product,  service,  activity,  or  contract  to 
which  it  was  charged,  and  the  consistency 
of  application;  and 

I  c.  The  allowability  of  the  cost  in  accor¬ 
dance  with  FAR/DFARS  and  the  provi¬ 
sions  of  the  contract. 

I  6-SOS.l  Reasonableness  of  Accounting 
Costs  in  Relation  to  Benefits 

Apply  the  guidelines  in  FAR  Part  31  to 
determine  whether  other  direct  costs  are 
reasonable  in  amount  in  relation  to  the 
contractual  benefits  to  be  derived.  When 
the  amount  is  not  significant  in  compari¬ 
son  to  the  total  costs,  determine  whether 
the  cost  of  additional  time  expended  bv 
cost  clerks,  voucher  examiners,  payroll 
analysts,  and  others  to  accomplish  the 
refinements  are  commensurate  with  the 
benefits  the  government  may  expect  to 
derive  from  maintaining  such  precise 
accounting. 

I  6-505.2  Allocation  Methods  and 
Consistency  of  Application 

a.  Evaluate  the  contractor’s  methods 
for  identifying  other  direct  costs  and 
determine  whether  such  methods  result 
in  an  equitable  distribution  of  costs  to 
both  government  and  other  work.  When 
items  are  chaig^  to  a  government  con¬ 
tract  as  other  direct  costs,  the  contrac¬ 
tor’s  procedures  should  provide  for  like 
or  comparable  items  to  be  similarly 
charged  to  other  work.  When  the  contrac¬ 
tor  has  not  been  consistent,  eliminate 
those  comparable  or  similar  cost  items 
applicable  to  all  other  work  from  the 
indirect  expense  pool  prior  to  allocation. 
Make  sufficient  tests  to  determine  consis¬ 
tency  of  accounting  treatment. 

b.  Under  certain  circumstances,  1:  is 
appropriate  to  treat  certain  types  of  costs 
as  direct  charges  and  as  overhead.  For 
example,  all  travel  directly  applicable  to 
government  contracts  or  other  work  may 
be  chaig^  direct,  while  travel,  such  as 
for  recruitment  and  general  administra¬ 
tion,  may  be  treated  as  overhead. 

c.  Whm  a  contractor  manufactures 
special  tools,  review  the  propriety  of 
allocating  overhead  to  the  in-house  man¬ 
ufacturing  process.  When  special  tools 


are  manufactured  in  a  separate  dep^- 
ment  which  is  considered  a  production 
department,  the  indirect  costs  of  the 
department  and  any  prorations  from  oth¬ 
er  service  departments  constitute  tooling 
overhead  allocable  to  tooling  labor  costs. 
However,  when  the  contractor  considers 
the  special  tooling  department  as  an 
indirect  department,  overhead  would  not 
be  allocable  because  the  overiiead  gener¬ 
ated  remains  in  the  expense  pool  and  is 
subs^uently  prorated  to  production. 
Consider  the  equity  of  this  method  as 
part  of  the  review  of  the  contractor’s 
procedures  for  accounting  for  indirect 
costs. 

6-505 J  Allowability  of  Costs  I 

Certain  cat^ories  of  cost  (FAR  Part 
31-Appendix  A  of  this  manual)  are  not 
allowable  in  pricing  government  con¬ 
tracts  whether  chaigra  direct  or  through 
allocation.  Further,  the  terms  of  a  con¬ 
tract  may  specifically  preclude  the  con¬ 
tractor  from  classifying  certain  classes  of 
costs  as  ’’direct,”  and  conversely,  the 
contract  may  permit  the  contractor  to 
reflect  certain  classes  of  costs  as  direct 
costs.  However,  in  all  instances,  the  al¬ 
lowability  of  costs  under  government 
contracts  is  subject  to  the  tests  of  alloca- 
bility  and  reasonableness. 

6-506  CoordiMtkm  with  Govenunt  I 
Tcchaical  Persoaael 
The  auditor  should  request  technical 
assistance  to  determine  the  need  as  well 
as  the  reasonableness  of  the  costs  in  areas 
outside  his  or  her  technical  competence 
and  for  which  the  auditor  cannot  make 
an  independent  assessment.  For  example, 
technical  advice  may  be  required  when 
the  contractor  manufactures  special  tools 
or  incurs  plant  rearrangement  costs 
which  are  charged  to  other  direct  costs, 
or,  when  pacl^ng  costs  r^resent  a 
significant  amount  of  other  direct  costs, 
in  which  event  the  auditor  should  seek 
the  services  of  ^vemment  packamng 
experts  to  determine  the  need  as  well  as 
the  reasonableness  of  the  costs  for  pack¬ 
aging.  Guidance  on  requestir^  and  usi^ 
the  work  of  technical  specialists  is  in 
Appendix  D. 


DCAA  CoBtract  Aadit  Maaial 


662 

6-600 


iinuary  1995 


6-600  Sectioo  6  —  Audit  of  Incurred  Indirect  Costs 


6-601  Introduction 

This  section  presents  audit  j^dance 
and  procedures  for  the  review  of  indirect 
costs  used  in  establishing  final  indirect 
cost  rates  for  other  than  firm  fixed-price 
type  contracts.  Refer  to  Section  3-1000, 
Indirect/Other  Direct  Cost  Systems,  for 
guidance  and  procedures  on  the  evalu¬ 
ation  of  the  contractor’s  policies,  proce¬ 
dures,  and  internal  controls  which  affect 
indir^  costs.  The  guidance  is  also  to  be 
used  for  the  determination  of  allowable 
indirect  costs  under  other  circumstances 
such  as  reviews  of  terminated  contracts 
(12-304.13),  reviews  of  progress  payment 
r^uests  (14-200),  and  for  interim  re¬ 
views  of  incurred  costs. 

a.  An  indirect  cost  is  any  cost  which  is 
not  directly  identifled  with  a  sin^e  final 
cost  objective,  but  is  identified  with  two 
or  more  final  cost  objectives  or  an  inter¬ 
mediate  cost  objective  (FAR  31.203  (a)). 
Indirect  costs  are  to  be  accumulated  by 
logical  groups  and  distributed  on  the 
basis  of  benefits  accruing  to  the  several 
cost  objectives.  The  numbers  and  compo¬ 
sition  of  cost  groupings  should  be  go¬ 
verned  by  practical  considerations. 

b.  Prot^ures  for  settling  final  indirect 
cost  rates  are  presented  in  6-700.  Guid¬ 
ance  for  audits  of  the  base  costs  to  which 
the  rates  apply  is  provided  in  this  section. 

6-602  Audit  Objectives 

a.  The  audit  objectives  are  to  evaluate 
and  determine  (1)  the  allowability,  allo- 
cability,  and  reasonableness  of  the  costs 
charg^  to  government  contracts;  (2)  the 
propriety  of  the  methods  used  to  allocate 
indirect  costs  to  government  contracts; 
(3)  the  correctness  of  the  bases  used  to 
apportion  indirect  costs;  (4)  the  appro¬ 
priateness  of  the  indirect  cost  period;  (5) 
the  consistency  of  the  application  of 
policies  and  procedures  to  the  govern¬ 
ment  and  to  other  operations;  and  (6)  the 
mathematical  accunuy  of  the  computed 
final  indirect  cost  rates. 

b.  The  discovery  of  fraud  or  other 
unlawful/improper  activity  is  not  the 
primary  audit  objective,  but  the  auditor 


must  be  attentive  to  any  condition  which 
suggests  that  such  a  situation  may  exist. 
If  such  activity  is  suspected,  the  circum¬ 
stances  should  be  reported  in  accordance 
with  4-700. 

6-603  Scope  of  Audit 

a.  The  review  should  provide  for  the 
accomplishment  of  MAARs  (see  6-603.2 
below)  and  should  include:  (1)  a  review 
and  evaluation  of  the  contractor’s  system 
of  internal  control,  including  the  means 
by  which  all  echelons  of  management 
control  the  level  of  indirect  costs  (see  3- 
1000);  (2)  a  review  of  the  composition 
and  suitability  of  the  allocation  bases;  (3) 
a  review  of  the  composition  of  the  vari¬ 
ous  indirect  cost  pools  to  ascertain 
whether  they  are  logical  and  bear  a  rea¬ 
sonable  relationship  to  the  bases  used  for 
apportioning  expenses  to  operations;  (4) 
a  review  of  selected  indirect  cost  ac¬ 
counts;  (3)  a  verification  to  the  financial 
records;  and  (6)  a  verification  of  the 
mathematical  accuracy  of  the  rate  com¬ 
putation. 

b.  The  extent  of  audit  effort  should  be 
influenced  by:  (1)  the  adequacy  of  the 
contractor’s  ^licies,  procedures,  and  in¬ 
ternal  controls,  including  the  contractor’s 
monitoring  and  testing  efforts  (see  3- 
1000);  (2)  the  mandatory  annual  audit 
requirements  (MAARs);  (3)  the  types  of 
government  contracts  and  the  percentage 
of  p^icipation  (the  total  dollar  value  of 
the  indirect  costs  allocated  to  govern¬ 
ment  contracts);  (4)  the  ad^uacy  of  the 
records  based  on  past  experience  and  the 
impact  of  changed  conditions;  and  (3)  the 
contract  terms. 

6-603.1  Types  of  Cdutiacts  and 
Gorenment  Paitidpation 

a.  For  discussion,  contracts  other  than 
firm-fixed-price,  time-and-materials,  or 
labor-hour  are  referred  to  as  cost-reim¬ 
bursable.  The  various  types  of  contracts 
are  more  fully  defined  in  FAR  Part  16. 
Audits  of  incurred  indirect  costs  are 
performed  only  at  contractors  with  cost- 
reimbursable  contracts.  The  higher  the 
value  and  percentage  of  reimbursable 
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costs,  the  greater  the  need  to  review 
management  decisions  and  internal  con¬ 
trols  over  costs  and  the  greater  the  depth 
of  review  of  selected  accounts.  The  hi^er 
the  percentage  of  firm-fixed-price  or 
commercial  work,  the  greater  the  need  to 
review  the  allocation  of  costs  between 
government  and  other  contracts.  An  anal¬ 
ysis  of  participation  may  result  in  re¬ 
duced  scope  for  the  whole  audit  or  only 
certain  pools.  For  instance,  pools  with 
hi^  government  participation  may  re¬ 
quire  detailed  account  analysis,  whereas 
pools  with  no  government  participation 
may  require  omy  a  determination  that 
the  allocation  base  is  appropriate  to  as¬ 
sure  absorption  of  all  allocable  costs. 

b.  The  scope  of  audit  may  also  be 
affected  by  the  percentage  and  amount  of 
subcontract  or  interdivisional  work  per¬ 
formed.  Prime  contractors  have  a  respon¬ 
sibility  to  audit  their  subcontractors.  The 
auditor  cognizant  of  the  ^rime  or  higher 
tier  contractor  is  responsible  for  obtain¬ 
ing  adequate  audit  coverage  of  subcon¬ 
tracts,  either  from  the  prime  contractor 
or  from  the  cognizant  government  audi¬ 
tor  (MAAR  12)  (see  6-31 1.4  for  guidance 
on  subcontract  coverage  by  the  prime 
auditor). 

c.  Contractors  may  have  both  DoD  and 
non-DoD  contracts  which  may  affect  the 
scope  of  audit  because  of  dinerences  in 
procurement  regulations.  Some  non-DoD 
agencies  request  and  reimburse  DCAA 
for  audit  services;  others  do  not.  The 
requirement  for  our  services  on  non-DoD 
contracts  should  be  confirmed  by  a  re¬ 
view  of  the  contract  terms  or  discussion 
with  the  appropriate  contracting  officer 
or  Office  of  the  Inspector  General  (see  1- 
300  and  15-100  for  guidance  on  audit 
services  for  non-DoD  agencies). 

6-603.2  Maadatory  Amnal  Audit 
Reqairemeiits  (MAARa) 

a.  MAARs  represent  basic  cote  audit 
requirements  which  should  be  accom¬ 
plished  along  with  the  other  procedures 
discussed  in  this  section  to  complete  the 
review  of  incurred  costs.  MAARs  must  be 
performed  at  all  contractors  when  war¬ 
ranted  by  materiality  and/or  significance. 
At  major  contractors  it  should  always  be 
presumed  that  materiality  necessitates 
accomplishment  of  all  MAARs.  At  non¬ 


major  contractors,  auditors  are  expected 
to  independently  make  such  judgments 
on  the  basis  of  specific  circumstances  in 
each  audit.  General  guidance  on  MAARs 
is  provided  in  6-104.  Descriptions  of  the 
MAARs  are  provided  in  6-lSl. 

b.  MAARs  are  historical  audit  tests  and 
procedures.  However,  MAAR  6  (floor 
checks)  and  part  of  MAAR  1 3  (purchases 
existence  and  consumption)  can  only  be 
accomplished  during  the  contractor  riscal 
year  to  which  they  apply.  It  may  be 
beneficial  from  a  stafnng  viewpoint  to 
accomplish  portions  of  other  MAARs 
during  the  year. 

c.  The  extent  of  audit  necessary  to 
accomplish  any  MAAR  is  a  matter  of 
auditor  judgment,  subject  to  supervisory 
review.  Berause  of  the  dollar  value  of 
cost  reimbursable  work  at  major  contrac¬ 
tor  locations,  all  MAARs  wiU  be  accom¬ 
plished  for  each  year.  Considerations  of 
materiality,  based  on  government  partici¬ 
pation  and  other  factors,  may  result  in  a 
decision  to  perform  minimal  transaction 
testing. 

6-603 J  Procedures  and  Internal  Controls 

The  adequacy  of  the  contractor’s  poli¬ 
cies,  procedures,  and  internal  controls 
increases  the  auditor’s  reliance  on  cost 
representations  and  reduces  the  extent  of 
testing  and  verification  which  might  oth¬ 
erwise  be  required  to  express  an  opinion 
on  the  acceptability  of  indirect  costs. 
Refer  to  section  5-1000  for  guidance  on 
reviewing  and  evaluating  contractor  indi- 
rect/other  direct  cost  systems  and  related 
internal  controls.  The  permanent  files 
should  also  provide  information  on  the 
contractor’s  internal  controls  and  prob¬ 
lem  areas  disclosed  during  ongoing  audits 
and  should  be  reviewed  during  d^ermi- 
nations  of  audit  scope. 

6-603.4  Put  Experience  and  Changed 
Conditions 

a.  Put  experience  can  be  a  significant 
determinant  of  scope.  Reviews  of  prior 
audits  not  only  provide  the  accounts 
where  costs  have  been  questioned  in  the 
put,  but  also  the  accounts  where  costs 
have  been  voluntarily  deleted.  If  put 
experience  indicates  good  internal  con¬ 
trol  over  unallowable  costs  and  minimum 
costs  questioned,  transaction  testing  can 
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be  reduced  if  the  auditor  can  determine 
that  the  controls  are  still  in  place.  A 
comparative  analysis  of  cost  accounts  by 
year  provides  an  indication  of  si^iflcant 
changes  in  cost  account  activity  or 
changes  in  methods  of  allocation. 

b.  Changed  conditions  (MAAR  7)  af¬ 
fect  the  reasonableness  of  costs  and  the 
equitable  distribution  of  indirect  costs. 
Changes  in  conditions  may  significantly 
affect  the  development  of  indirect  cost 
rates.  These  changes  may  include  the 
award  of  a  signincant  cost-reimburse¬ 
ment  contract  when  prior  government 
contracts  were  primarily  of  the  firm- 
fixed-price  type;  a  shift  in  emphasis  from 
research  to  production,  which  may  re¬ 
quire  reclassifying  indirect  costs  into  dif¬ 
ferent  departments;  or  changing  the 
method  of  allocating  and  distributing 
indirect  costs.  Further,  significant  varia¬ 
tions  in  levels  of  production  and  techno¬ 
logical  modernization  of  manufacturing 
facilities  (14-800)  may  require  a  review 
to  determine  the  effect  on  facilities,  la¬ 
bor,  and  indirect  costs. 

6-603.5  Contract  Terms 

a.  As  discussed  in  6-603. 1(c)  above,  a 
mixture  of  DoD  and  non-DoD  contracts 
may  result  in  increased  scope  to  accom¬ 
modate  the  differences  in  procurement 
regulations.  The  contract  bnefs  state  the 
procurement  regulations  which  are  appli¬ 
cable  and  they  may  also  indicate  special 
contract  terms  or  conditions  on  cost 
allowability  or  allocability  which  may 
increase  scope.  The  contract  briefs  may 
indicate  advance  agreements  made  by  the 
contracting  officer  affecting  allowability 
or  allocability,  the  most  common  of 
which  are  IR&D/B&P  weements  and 
precontract  costs  (see  FAR  31.109  for  a 
discussion  of  advance  agreements). 

b.  The  auditor  must  identify  the  con¬ 
tractor’s  status  with  respect  to  CAS  (not 
covered;  subject  to  401  and  402  only; 
fully  covered;  fully  covered  and  required 
to  nle  a  disclosure  statement).  Compli¬ 
ance  control  schedules  and  FMIS  CAS 
Compliance  Testing  Reports  maintained 
for  each  CAS-covered  contractor  (see  8- 
305)  identify  the  status  of  a  contractor’s 
compliance  with  CAS  and  pinpoint  spe¬ 
cific  areas  requiring  consideration  in  es¬ 
tablishing  the  audit  scope. 
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64i03.6  Multi-Year  Auditing 

a.  The  auditor  should  consider  multi¬ 
year  audit  techniques  when  establishing 
the  audit  scope.  At  nonmajor  contractors, 
the  auditor  may  determine  it  would  be 
efficient  to  include  in  the  audit  scope  two 
or  more  fiscal  years’  incurred  costs.  Also, 
at  major  contractors,  it  may  be  efficient 
to  audit  certain  accounts  on  a  multi-year 
basis. 

b.  Multi-year  auditing  techniques 
should  be  based  on  the  following  guide¬ 
lines; 

(1)  For  each  year  being  audited,  per¬ 
form  the  following  MAARs:  Permanent 
File  MAARs  (1,  3,  7);  Reconciliation 
MAARs  (2,  4,  9,  14,  15,  19);  and  Special 
Purpose  MAARs  (5,  6,  8,  12,  13,  17,  18). 
See  CAM  6-l(M. 

(2)  Perform  the  transaction  testing 
MAARs  10,  1 1,  16,  and  20  in  accordance 
with  the  following  guidance.  Normally, 
transaction  testing  will  be  performed 
across  all  yea.'s.  However,  transaction 
testing  can  be  limited  to  one  year  if 
account  balances  and  conditions  are  sim¬ 
ilar  for  all  years  and  no  significant  excep¬ 
tions  are  identified.  If  significant  exc^ 
tions  are  found,  transaction  testing 
should  then  be  expanded  across  all  years. 
The  auditor  should  document  the  risk 
assessment  decision  to  limit  transaction 
testing  to  one  year  when  no  exceptions 
are  found.  When  account  balances  vary 
significantly  or  conditions  have  changed 
from  year  to  year,  transaction  testing 
must  be  performed  across  all  years. 

(3)  Transaction  tests  of  any  new  ac¬ 
counts  should  be  performed  in  the  year 
they  Hist  appear,  if  the  accounts  are 
material. 

c.  Some  of  the  potential  advantages  of 
multi-year  auditing  include  increased  ef¬ 
ficiency  in  transaction  testing  and  the  use 
of  one  set  of  working  papers  to  audit 
more  than  one  year’s  costs.  Also,  one 
audit  report  may  be  used  to  cover  the 
years  audited. 

6-604  Review  and  Evaluation  of 
Contractor’s  Policies,  Procedures, 
and  Internal  Controls 

a.  Chapter  5-100  presents  general  guid¬ 
ance  for  the  review  and  evaluation  of  a 
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contractor’s  policies,  procedures,  and  in¬ 
ternal  controls.  Guidelines  applicable  to 
the  review  and  evaluation  of  policies, 
procedures,  and  internal  controls  as  they 
relate  to  indirect/other  direct  costs  are 
discussed  in  5-1000. 
b.  Sources  for  the  review  of  internal 

I  controls  are  found  in  the  permanent  flies 
(see  4-405.1).  The  Internal  Control  Audit 
Planning  Summary,  Disclosure  State¬ 
ments,  and  CAS  Compliance  Control 
Schedules  should  be  reviewed  and  updat¬ 
ed  during  incurred  cost  audits.  Inade¬ 
quate  internal  controls  or  noncompli¬ 
ances  with  FAR  or  CAS  should  be  anno¬ 
tated  on  the  appropriate  control  docu¬ 
ment,  e.g..  Internal  Control  Audit  Plan- 
I  ning  Summary  or  CAS  compliance  con¬ 
trol  schedules  (MAAR  1),  and  reported 
immediately  to  the  ACO. 

6-604.1  Effect  of  Changed  Conditions 
The  auditor  should  review  for  changes 
in  procedures  and  practices  for  charging 
direct  or  indirect  costs.  Such  changes 
could  result  in  circumventing  cost  targets 
or  ceilings  or  produce  inconsistencies  in 
the  treatment  of  direct  and  indirect  costs, 
especially  between  cost  reimbursable  and 
other  contracts  or  between  government 
and  other  contracts.  The  review  for 
changes  in  direct  and  indirect  charging 
satisfies  MAAR  7. 

a.  Determining  Changed  Conditions.  A 
review  of  corporate  minutes,  which  gen¬ 
erally  record  top  management  decisions, 
may  disclose  changes  having  an  impact 
on  indirect  cost.  Discussions  with  con¬ 
tractor  personnel  and  physical  plant  ob¬ 
servations  (see  6-608.2a)  also  provide 
information  on  changed  conditions.  To¬ 
day,  physical  plant  observations  take  on  a 
new  importance  in  view  of  contractors’ 
current  trend  toward  modernization  of 
manufacturing  facilities  (5-108d,  14- 
800).  In  addition,  comparisons  of  the 
current  claim  with  prior  year  amounts 
(see  6-608.2c)  and  a  review  of  the  perma¬ 
nent  flies  may  disclose  changes. 

b.  Reporting  Changed  Conditions.  As  a 
continuing  audit  responsibility,  the  audi¬ 
tor  should  test  the  internal  controls  and 
procedures  for  reporting  changed  condi¬ 
tions  which  affect  indirect  costs.  When  a 
change  in  indirect  cost  method  is  pro¬ 
posed  by  a  contractor,  the  effect  fln 
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dollars)  on  existing  contracts  should  be 
studied  and  presented  by  the  contractor 
as  a  part  of  its  overall  support  for  the 
change.  The  contractor  should  have  a 
procedure  requiring  this  support  and 
identifying  any  required  reporting.  For 
CAS-covered  contractors,  the  reporting 
requirements  for  accounting  changes  are 
in  8-303.3  and  FAR  52.230-5(a).  There  is 
no  similar  requirement  for  non-CAS-cov- 
ered  contractors;  however,  a  similar  anal¬ 
ysis  will  assist  the  auditor  in  evaluating 
the  proposed  change.  Every  effort  should 
be  made  to  obtain  this  information  from 
the  contractor;  otherwise,  the  auditor 
should  estimate  the  impact. 

c.  Review  of  Changes.  When  changes 
are  identified,  they  should  be  reviewed  to 
determine  that  (1)  they  comply  with  CAS 
(see  8-303.3),  if  applicable,  and  (2)  they 
do  not  have  the  effect  of  improperly 
circumventing  cost  targets  or  ceilings  of 
certain  contracts  or  other  significant  cost 
categories. 

6-604.2  Voluntary  Management 
Reductions 

Contractors  with  weak  or  ineffective 
controls  to  separately  identify  and  ex¬ 
clude  unallowable  costs  frequently  at¬ 
tempt  to  reduce  their  risk  of  noncompli¬ 
ance  by  using  alternative  procedures.  The 
most  common  procedure  is  the  applica¬ 
tion  of  bottom  line  reductions  to  estimate 
the  amount  of  unallowable  costs.  These 
reductions,  generally  referred  to  as  volun¬ 
tary  management  reductions,  are  often 
unsupported  estimates  and  do  not  identi¬ 
fy  specific  unallowable  costs.  The  use  of 
this  type  of  reduction  is  not  an  acceptable 
alternative  to  an  effective  system  of  con¬ 
trols.  Cost  Accounting  Standard  405  and 
FAR  31.201-6  (accounting  for  unallowa¬ 
ble  costs)  require  contractors  to  specifi¬ 
cally  identify  and  exclude  unallowable 
costs  from  incurred  cost  proposals  sub¬ 
mitted  to  the  government.  The  auditor 
should  not  offset  any  unallowable  costs 
found  during  the  audit  with  voluntary 
management  reductions.  Since  the  audi¬ 
tor  does  not  review  all  transactions,  the 
probability  exists  when  contractors  have 
ineffective  controls  that  the  actual 
amount  of  unallowable  costs  may  exceed 
the  management  reduction.  The  auditor 
should  also  prepare  appropriate 


DCAA  Contract  Andit  Manonl 


666 

16-604.2 

CAS/FAR  noncompliance  and  internal 
control  deficiency  reports  when  the  con¬ 
tractor  uses  management  reductions  in 
lieu  of  having  adequate  controls  to 
identify  and  segregate  unallowable  costs. 

6-605  Indirect  Cost  Base  Period 

a.  The  contractor  must  select  a  time 
period  to  be  used  as  a  base  period  (cost 
accounting  period)  for  accumulating  and 
reporting  costs,  llie  base  period  for  the 
allocation  of  indirect  expenses  to  opera¬ 
tions  is  generally  the  period  during  which 
the  expenses  were  incurred  (matching 
principle)  and  usually  represents  a  calen¬ 
dar  year  or  a  fiscal  year. 

(1)  For  contracts  subject  to  modified 
CAS  coverage  and  for  non-CAS<overed 
contracts,  the  base  period  for  allocating 
indirect  costs  must  be  determined  in 
accordance  with  FAR  31.203(e).  The 
base  period  will  normally  be  the  contrac¬ 
tor’s  fiscal  year. 

(2)  For  contracts  subject  to  full  CAS 
coverage,  the  criteria  and  guidance  in 
CAS  406  (8-406)  must  be  used  for  select¬ 
ing  the  cost  accounting  periods  used  in 
allocating  indirect  costs  (FAR  31.203(e)). 
Instances  of  noncompliance  with  CAS 
406  should  be  reported  to  the  ACO 
immediately  (see  8-300  for  guidance  on 
reporting  noncompliances). 

b.  In  certain  circumstances,  it  may  be 
more  equitable  for  contract  costing  pur¬ 
pose  to  use  a  shorter  indirect  cost  base 
period  than  the  contractor’s  normal  fiscal 
year.  These  circumstances  may  include 
the  contract  performance  within  a  shorter 
period  of  time,  or  the  provision  of  items 
or  services  for  the  government  which  are 
different  from  the  normal  type  of  activi¬ 
ties.  Other  occurrences  which  may  influ¬ 
ence  the  cost  accounting  period  include  a 
major  change  in  the  contractor’s  organi¬ 
zation,  or  the  ohaseout  or  assumption  of 
a  pro^m  or  \rea  of  activity  having  an 
unusual  effect  on  indirect  costs.  When  an 
indirect  cost  base  period  other  than  the 
fiscal  year  is  used,  the  auditor  should 
determine  that  the  base  period  is  suffi¬ 
ciently  long  to  avoid  inaccuracies  result¬ 
ing  from  seasonal  fluctuations,  or  that 
appropriate  adjustments  have  been 
made;  that  a  proportionate  share  of  end 
of  period  adjustments,  deferrals,  and  ac- 
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cruals  is  included;  and  that  CAS  406 
criteria  are  met,  if  applicable. 

c.  Quick  closeout  procedures  which 
allow  the  final  period  of  a  contract  to  be 
closed  at  other  than  final  rates  for  the  full 
year  are  discussed  in  6-610.2  and  6-1009. 

6-606  Evaluation  of  Allocation 
Methods 

6-606.1  General 

a.  Indirect  costs  should  be  accumulated 
by  logical  (homogeneous)  cost  groupings 
(pools),  with  due  consideration  of  the 
reasons  for  incurring  such  costs,  and 
allocated  to  cost  objectives  in  reasonable 
proportion  to  the  beneficial  or  causal 
relationship  of  the  pool  costs  to  the  final 
cost  objective  (FAR  31.203(b)).  To  satis¬ 
fy  MAAR  No.  18,  the  auditor  should 
determine  that  the  allocation  bases  used 
by  the  contractor  for  the  allocation  of 
indirect  costs  are  equitable  and  consis¬ 
tent  with  any  applicable  CAS  require¬ 
ments,  generally  accepted  accounting 
principles,  and  applicable  provisions  of 
the  contract.  Guidance  on  the  verifica¬ 
tion  of  the  activity  base  is  in  6-609. 
Guidance  on  verification  of  the  rate 
computation  is  in  6-610.  Guidance  on 
the  transitional  method  for  G&A  expense 
under  CAS  410  is  provided  in  8-4 10a. 

b.  Knowledge  obtained  from  a  review 
of  the  internal  control  structure  (see  5- 
1005)  may  reduce  the  extent  of  audit 
effort.  If  not  reviewed,  the  auditor  must 
make  a  thorough  study  of  the  indirect 
cost  activity,  including  the  activity  bases 
used  for  aUocation  and  the  costs  to  be 
allocated,  to  determine  whether  the  activ¬ 
ity  base  chosen  by  the  contractor  is 
appropriate  for  cost  allocation  and  results 
in  a  reasonable  measure  of  the  activity. 
The  base  should  (1)  be  a  reasonable 
measure  of  the  activity,  (2)  be  measurable 
without  undue  expense,  and,  except  for 
residual  G&A  expense,  (3)  fluctuate  con¬ 
currently  with  the  activity  which  is  the 
source  of  the  cost. 

c.  When  the  methods  of  allocation  have 
been  tested  over  an  extended  period  and 
determined  to  be  satisfactory,  the  auditor 
presumes  that  these  proc^ures  and 
methods  are  still  satisfactory.  However, 
when  the  nature  of  a  business  changes 
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substantially  because  of  a  change  in  vol¬ 
ume  of  commercial  or  government  busi¬ 
ness,  or  because  of  technological  moder¬ 
nization  of  the  manufacturing  facilities 
(14-800),  the  existing  methods  of  allocat¬ 
ing  indirect  costs  may  not  be  appropriate 
and  the  auditor  must  review  and  evaluate 
them  in  accordance  with  existing  condi¬ 
tions.  If  the  contractor’s  method  appears 
to  be  sound  and  produces  equitable  and 
objective  results,  it  should  be  accepted  as 
provided  for  in  FAR  31.203  or  applicable 
CAS  (403,  410,  418.50(c)).  Conversely,  a 
more  appropriate  basis  for  allocation 
purposes  should  be  used  when  it  is  deter¬ 
mined  that  the  contractor’s  method  pro¬ 
duces  inequitable  results  and  the 
amounts  involved  are  significant.  Such  a 
condition  would  result  in  a  FAR 
31.203(b)  or  applicable  CAS  noncompli¬ 
ance  (see  8-3(M). 

d.  Part  IV  of  the  contractor’s  disclosure 
statement  provides  information  on  the 
contractor’s  bases  and  pools,  including  a 
functional  or  departmental  breakdown  of 
indirect  expenses.  A  review  of  the  disclo¬ 
sure  statement  (or  equivalent  data  from 
non-CAS-covered  contractors)  will  fre¬ 
quently  assist  in  determining  whether 
cost  allocations  are  equitable.  Any  differ¬ 
ences  or  inadequacies  should  be  identi¬ 
fied  and  reported  to  the  ACO  in  accor¬ 
dance  with  8-200.  If  the  contractor  is  not 
required  to  disclose  its  practices,  a  com¬ 
parison  should  be  made  between  the 
claim  and  the  contractor’s  written  poli¬ 
cies  or  procedures. 

6-606.2  Number  and  Composition  of 
Pools 

a.  The  number  and  composition  of 
pools  should  be  governed  by  practical 
considerations  (FAR  31.203(b))  and/or 
CAS  (418,  403,  and  41(». 

(1)  Proper  allocation  of  manufacturing 
overhead  generally  requires  the  use  of 
departmental  or  burden  center  rates. 
However,  the  use  of  a  single  plant-wide 
rate  may  be  acceptable  when  it  can  L  e 
demonstrated  that  its  use  will  result  in 
equitable  allocations:  for  example,  when 
a  single  product  is  manufactured;  when 
several  products  are  manufactured  but 
each  requires  proportionately  the  same 
amount  of  overhead  woriq  or  when  the 
contract  activity  is  so  small  that  costs  of 
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such  segregation  outweigh  the  benefits 
received. 

(2)  When  the  contractor’s  accounting 
system  does  not  provide  for  the  segrega¬ 
tion  of  engineering  expenses  from  the 
total  manufacturing  pool,  and  when  engi¬ 
neering  costs  represent  significant  costs 
to  the  government,  the  auditor  should 
make  appropriate  tests  to  determine  the 
equity  of  the  combined  allocation.  If  the 
combined  allocation  is  not  equitable,  the 
auditor  should  determine  serrate  rates. 
For  example,  engineering  effort  may  not 
be  required  on  commercial  or  govern¬ 
ment  contracts,  or  it  may  not  apply  to 
contracts  in  the  same  ratio  as  manufac¬ 
turing  labor. 

(3)  Contractors  modifying  their  ac¬ 
counting  systems  to  an  advanced  cost 
management  system  are  adopting  well 
thou^t  out  plans  for  distributing  and 
identifying  costs  to  objectives.  The  shift 
to  an  increasing  number  of  cost  pools  is 
not  for  the  purpose  of  fragmenting  the 
existing  pools  and  bases  but  to  portray 
more  accurate  product  cost.  Dunng  the 
accounting  system  development  phase, 
contractors  should  consider  the  cost  ben¬ 
efit  relationship  between  a  laige  number 
of  cost  pools  and  better  costing  in  striking 
a  reasonable  balance.  Auditors  should 
consider  and,  if  necessary,  discuss  the 
cost  benefit  analyses  at  pri^ess  briefings 
conducted  during  the  implementation 
period. 

b.  When  a  contractor’s  activities  are 
decentralized,  the  use  of  separate  indirect 
cost  rates  for  each  geographic  location 
will  normally  produce  more  equitable 
allocations  oi  indirect  cost  than  the  use  of 
composite  or  company-wide  rates.  Over¬ 
head  rates  determined  for  off-site  activi¬ 
ties  should  be  based  on  eliminating  from 
the  overhead  pool  those  types  of  indirect 
costs  which  do  not  benefit  off-site  activi¬ 
ties.  For  example,  occupancy  costs  may 
be  eliminated  from  off-site  pools  because 
the  contractor  uses  government  facilities. 

c.  The  manner  in  which  contract  prices 
were  negotiated  may  have  a  significant 
bearing  on  the  method  for  absorbing 
costs  on  individual  contracts  or  groups  of 
contracts.  Advance  understandings  or 
“ground  rules”  may  be  establish^  ^ 
agreement  between  the  contracting  offi¬ 
cer  and  the  contractor  to  facilitate  final 
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cost  determination.  (See  FAR  31.109  for 
a  description  of  advance  agreements.) 

d.  The  cost  of  money  (CAS  414)  is  an 
imputed  cost  which  is  identified  with  the 
total  facilities  capital  associated  with 
each  indirect  cost  pool  and  is  allocated  to 
contracts  over  the  same  base  used  to 
allocate  the  other  expenses  included  in 
the  cost  pool.  The  cost  of  money  may  be 
considered  to  be  an  indirect  expense 
associated  with  an  individual  cost  pool 
but  should  be  separately  identified.  The 
cost  of  money  is  subject  to  all  of  the  same 
allocation  procedures  as  any  other  indi¬ 
rect  expense  (see  8-414). 

6-606 J  Allocation  Bases  For  Overhead 
and  Setvioe  Centers 

a.  Overhead  ordinarily  includes  costs 
incurred  to  support  direct  labor  or  acqui¬ 
sition,  storage,  and  issuance  of  direct 
materials.  Therefore,  overhead  is  ordi¬ 
narily  allocated  to  final  cost  objectives 
without  any  intermediate  allocations. 
Service  centers  are  departments  or  other 
functional  units  which  perform  specific 
technical  and/or  administrative  services 
for  the  benefit  of  other  units.  Their  cost 
can  be  allocated  partially  to  specific  final 
cost  objectives  as  direct  costs  and  partial¬ 
ly  to  other  indirect  cost  pools,  usually 
based  on  units  of  output. 

(1)  When  CAS  is  applicable,  the  audi¬ 
tor  should  refer  to  the  r^uirements  of 
CAS  418  and  implementing  audit  guid¬ 
ance  in  8-418  in  addition  to  this  section. 
Even  thou^  CAS  does  not  apply,  the 
auditor  will  find  the  guidance  in  CAS  418 
to  be  useful  in  evaluation  of  allocation 
bases;  however,  FAR,  not  CAS,  must  be 
cited  as  a  reason  for  questioning  the 
appropriateness  of  the  base. 

(2)  In  the  evaluation  of  an  allocation 
base  for  overhead  or  service  center  costs, 
the  auditor  should  refer  to  the  guidance 
in  CAS  418.50e  for  pools  which  do  not 
contain  material  amounts  of  the  costs  of 
management  or  supervision  of  the  base 
activities  and  CAS  418.S0d  for  those 
which  do.  CAS  418.50e  recommends  a 
hierarchy  of  bases,  the  most  preferred 
being  measures  of  resource  consumption 
followed  by  measures  of  output  and  final¬ 
ly  by  a  surrogate  measure  which  varies  in 
proportion  to  services  received.  Since 
neither  consumption  nor  output  of  mana¬ 


gerial  and  supervisory  effort  can  be  mea¬ 
sured  in  terms  of  the  relative  benefit 
conferred  on  differing  elements  of  the 
activity  base,  CAS  410.50d  merely  re¬ 
quires  that  the  base  be  representative  of 
the  activity  being  managed  or  supervised. 
CAS  418.S0d(2)(i)  requires  that  direct 
labor  hours  or  direct  labor  dollars  be  used 
for  overhead  allocation  except  under  spe¬ 
cial  circumstances  as  noted  below,  and 
that  selection  between  the  two  should  be 
based  on  which  is  the  more  likely  to  vary 
in  proportion  to  the  costs  included  in  the 
pool. 

b.  Acceptable  activity  bases  for  appor¬ 
tionment  of  overhead  and  service  depart¬ 
ment  costs  include  among  others,  direct 
labor  hours,  direct  labor  costs,  direct 
labor  plus  fringe  benefits,  prime  costs, 
direct  material  cost,  value  or  units  of 
production,  floor  space,  cubic  content, 
meter  readings,  and  machine  hours.  Any 
one  or  a  combination  of  these  may  be 
acceptable  in  a  particular  case  and  unac¬ 
ceptable  in  another.  The  following  para¬ 
graphs  contain  guidance  to  assist  the 
auditor  in  reviewing  the  more  common 
methods  of  allocating  overhead  and  ser¬ 
vice  center  costs. 

(1)  Direct  Labor  Hours.  Direct  labor 
hours  is  an  acceptable  base  for  allocation 
of  overhead  costs  when  the  employees  are 
largely  interchangeable  such  as  in  a  man¬ 
ufacturing  operation.  The  basic  data  for 
using  direct  labor  hours  usually  are  avail¬ 
able  through  job  tickets.  However,  if  the 
cost  of  accumulating  the  data  is  prohibi¬ 
tive,  the  use  of  this  basis  is  not  recom¬ 
mended. 

(2)  Direct  Labor  Cost.  This  activity 
base  is  used  for  allocating  overhead  be¬ 
cause  data  are  readily  available  and  the 
method  is  simple  and  economical.  Labor 
costs  are  usu^ly  controlled  by  payroll 
records  and  the  general  books  of  account, 
and  the  base  is  subject  to  audit  verifica¬ 
tion.  This  basis  is  usually  acceptable  at  a 
manufacturing  location  when  labor  rates 
are  relatively  uniform  and  when  produc¬ 
tion  labor  is  a  significant  element  of  the 
product  cost. 

(a)  This  basis  is  often  used  at  non¬ 
manufacturing  locations.  Employees  at 
such  locations  have  widely  differing  skills 
and  salaries  which  are  correlated  to  their 
technical  expertise,  which  in  turn  is  the 
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subject  matter  of  contracts  with  such 
locations.  Related  overhead  is  primarily 
supervision  and  occupancy,  both  of 
which  tend  to  vary  directly  with  the  cost 
of  professional  labor. 

(b)  When  direct  labor  cost  is  the  basis 
for  allocating  costs,  the  auditor  should 
normally  eliminate  idl  overtime  and  shift 
premium  costs  from  the  base.  However, 
overtime  and  shift  premium  costs  need 
not  be  excluded  from  the  base  when  (1) 
the  amount  of  audit  work  required  does 
not  warrant  it  or  (2)  equally  equitable 
results  will  be  obtained  even  thou^  these 
additional  costs  are  included. 

(c)  When  direct  engineering  labor  cost 
is  the  base  for  allocating  the  related 
en^neering  costs  at  a  manufacturing  lo¬ 
cation,  adequate  tests  should  be  made  of 
the  salary  or  wage  levels  of  employees 
engaged  on  government  contracts  com¬ 
pared  to  the  overall  engineering  salary 
and  wage  structure.  If  the  avenge  wage  of 
employees  engaged  on  government  con¬ 
tracts  is  substantially  different  from  the 
overall  average,  the  direct  labor  cost 
method  ordinarily  will  not  be  acceptable. 
In  such  instances,  the  auditor  should 
consider  recommending  a  direct  engi¬ 
neering  labor  hour  base. 

(3)  Direct  Material  Cost.  Direct  mate¬ 
rial  cost  may  be  used  to  allocate  costs  of 
material  handling  (purchasing,  receiving, 
or  shipping)  departments.  It  is  particular¬ 
ly  important  that  the  auditor  analyze  the 
pool  and  base  relationship.  For  example, 
total  material  cost  may  not  be  an  appro¬ 
priate  base  if  it  includes  significant  costs 
for  items  which  are  not  received  at  the 
contractor’s  plant  but  are  drop  shipped 
directly  to  the  end  user. 

(4)  Unit  of  Product.  The  unit  of  prod¬ 
uct  method  is  perhaps  the  simplest  form 
of  allocation  b^use  it  distributes  over¬ 
head  equally  to  each  unit  of  product 
manufactured  during  the  period.  How¬ 
ever,  the  use  of  this  method  is  limited  to 
companies  producing  a  single  product,  or 
a  few  products  which  contain  elements 
such  as  weight,  dimension,  or  other  mea¬ 
sure  common  to  all  the  products  pro¬ 
duced. 

(5)  Floor  Space,  Cubic  Content,  and 
Meter  Readings.  Floor  space  area,  value 
of  space,  cubic  content,  or  meter  readings 
may  be  used  to  allocate  certain  types  of 
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indirect  costs  on  a  plant-wide  basis.  One 
or  more  of  these  bases  may  be  used  to 
allocate  service  department  expenses  to 
producing  departments  or  to  cost  centers. 

(6)  Machine  Hours.  The  use  of  ma¬ 
chine  hours  as  the  basis  for  allocating 
indirect  costs  may  be  appropriate  when 
the  principal  factor  in  pi^uction  is  the 
use  of  machinery.  It  is  most  frequently 
used  to  allocate  the  indirect  costs  of  a 
manufacturing  department  or  service 
center  using  large  machines.  Today’s 
trend  toward  technological  moderniza¬ 
tion  of  manufacturing  facilities  tends  to 
intensify  machine  orientation  on  the  fac¬ 
tory  floor  (14-800).  As  a  result,  careful 
consideration  must  be  given  to  the  suit¬ 
ability  of  overhead  allocation  bases.  With 
the  movement  toward  a  machine  orienta¬ 
tion,  the  use  of  machine  hours  and  other 
machine  oriented  bases  (such  as  process 
time  and  operation  movements)  is  likely 
to  become  relatively  more  appropriate. 
Objections  to  the  use  of  machine  hours  as 
a  basis  for  allocating  overhead  costs 
include  the  expense  of  accumulating  spe¬ 
cial  cost  data  not  otherwise  required. 
However,  with  the  advent  of  machinery 
encompassing  the  ability  to  accumulate 
performance  data,  these  objections  may 
not  continue  to  be  applicable. 

c.  Some  advanced  cost  management 
systems  will  place  a  stronger  focus  on  the 
activities  of  a  business.  For  businesses 
that  made  technological  progress,  this 
means  a  shift  to  more  machine  oriented 
allocation  bases,  such  as  machine  hours, 
process  time,  and  operational  move¬ 
ments.  In  other  areas  of  the  business 
operations,  appropriate  allocation  bases 
may  be  transaction  volume  or  services 
rendered,  such  as  space  utilization,  plant 
layout,  engineering  change  notices,  and 
purchase  requisitions.  Selection  of  appro¬ 
priate  allocation  bases  which  have  a 
causal  or  beneficial  relationship  with  the 
pooled  costs  is  no  different  for  an  ACMS 
(see  14-800)  than  for  traditional  account¬ 
ing  and  is  compatible  with  the  require¬ 
ments  of  CAS  418.S0(e). 

6-606.4  Allocation  Bases  for  General  and 
Administrative  Enmnse  Other  Than 
Corporate/Home  Office  Expense 

a.  G&A  expenses  are  any  management, 
financial,  and  other  expenses  which  are 
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incurred  by  or  allocated  to  a  business 
unit  and  which  are  for  the  general  man¬ 
agement  and  administration  of  the  busi¬ 
ness  unit  as  a  whole.  When  CAS  410 
applies,  the  auditor  should  refer  to  the 
requirements  of  the  standard  and  imple¬ 
menting  audit  guidance  in  8-410.  When 
CAS  410  does  not  apply,  the  auditor  may 
refer  to  CAS  410  in  conjunction  with  the 
guidance  in  this  section.  Audits  of  corpo¬ 
rate/home  office  expense  allocations,  and 
G&A  expense  allocation  under  facilities 
contracts  are  discussed  in  6-606.5  and  6- 
606.6. 

(1)  The  pool  grouping  should  be  as¬ 
sessed  using  the  principles  set  forth  in 
FAR  31.201-4,  Allocability,  and  31.203, 
Indirect  Costs.  The  expenses  in  the  G&A 
pool  should  represent  only  the  cost  of 
those  activities  that  are  necesst^  to  the 
overall  operation  of  the  business,  al¬ 
though  a  direct  relationship  to  any  p^ic- 
ular  cost  objective  cannot  be  shown.  The 
cost  of  those  activities  incurred  Sj^ifl- 
cally  for  a  contract  or  that  can  be  distrib¬ 
uted  to  both  government  and  other  work 
in  reasonable  proportion  to  the  benefits 
received  should  be  removed  from  the 
G&A  pool  and  distributed  to  the  final 
cost  objectives  on  a  more  appropriate 
basis.  Expenses  which  are  not  G&A  ex¬ 
penses  but  are  insignificant  in  amount 
may  be  included  in  the  G&A  expense 
pool. 

(2)  The  distribution  base  should  be 
evaluated  to  assure  that  it  is  common  to 
all  cost  objectives  to  which  the  G&A  pool 
is  to  be  allocated.  As  stated  in  CAS 
410.50(bKl),  the  G&A  allocation  base 
should  be  a  cost  input  base  r^resenting 
the  total  activity  of  the  business  unit. 
Cost  input  bases  are  discussed  in  6- 
606.4b(l)  and  include  total  cost  input, 
value  added  and  single  element.  CAS  also 
permits  special  allocations  under  certain 
conditions  (CAS  410.S()(j))  and  permits 
variants  of  the  foregoing  cost  input  bases 
if  they  are  representative  of  the  total 
year’s  business  activity  and  produce  an 
equitable  distribution  of  the  G&A  ex¬ 
penses  to  all  final  cost  objectives  (CAS 
410  supplement).  The  auditor  must  rec¬ 
ommend  another  distribution  base  when 
it  is  determined  that  the  selected  base 
does  not  adequately  represent  the  total 
year’s  business  activity  or  results  in  an 
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inequitable  distribution  of  the  G&A  ex¬ 
penses  to  final  cost  objectives. 

(3)  All  contractors  are  covered  by  FAR 
31.203(b),  which  states,  “Indirect  costs 
shall  be  accumulated  by  lo^cal  groupings 
(which)  should  be  determined  so  as  to 
permit  distribution  of  the  groupinp  on 
the  basis  of  the  benefits  accruing  to  the 
various  cost  objectives.”  If  a  contractor 
which  is  not  CAS-covered  has  a  single 
I>ool,  the  auditor  must  evaluate  its  alloca¬ 
tion  base  against  this  requirement. 

b.  The  subparagraphs  below  provide 
comments  on  distribution  bases  which 
may  be  proposed  for  allocating  G&A 
expense  to  contracts/jobs  where  Cost 
Accounting  Standards  do  not  apply.  In 
the  event  any  of  these  bases  of  allocation 
are  used  and  accepted  on  the  basis  that 
no  inequity  results,  such  acceptance 
should  be  qualifled  in  the  audit  report 
and  the  contractor  notified  that  a  more 
appropriate  distribution  base  will  be  used 
in  the  future  if  it  is  determined  that  the 
selected  base  is  creating  an  inequity. 

(1)  Cost  Input.  Cost  input  is  the  cost, 
except  G&A,  which  for  contract  cost 
purposes  is  allocable  to  the  production  of 
goods  and  services  during  the  cost  ac¬ 
counting  period.  The  most  often  used 
bases  are:  total  cost  input  (TCI),  all  costs 
excluding  G&A;  value-added  cost  input, 
all  costs  excludii^  material,  subcontracts, 
and  G&A;  and  single  element  cost  input. 
Ck>st  input  bases  are  generally  acceptable 
for  government  contracts  b^use  they 
express  the  causal  and  beneficial  relation¬ 
ship  between  G&A  expenses  and  all  of 
the  final  cost  objectives  of  a  cost  account¬ 
ing  period  (matching  principle). 

(2)  Cost  of  Goods  Sold.  The  cost  of 
goods  sold  base  is  often  identical  to  TCI, 
and  when  identical  it  is  acc^table.  Its 
advantage  is  that  the  amount  is  generally 
available  from  the  accounting  records 
and  does  not  require  separate  computa¬ 
tion.  C^t  of  goods  sold  bases  may  be 
unsatisfactory  when  the  G&A  expense 
allowable  under  government  contracts  is 
more  closely  related  to  production  for  the 
period  than  to  products  distributed  and 
sold.  Distortions  are  most  likely  to  result 
when  some  of  the  contractor’s  products 
require  a  long  manufacturing  cycle,  or 
when  commercial  items  are  produced  for 
stock  or  leasing  rather  than  to  fill  sales 
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commitments.  G&A  expenses  which  are 
not  clearly  a  part  of  production  may  not 
be  applied  to  inventory  because  to  do  so 
would  violate  generally  accepted  account¬ 
ing  principles.  Distortion  may  also  result 
if  a  contractor  classifles  all  costs  incurred 
under  cost-type  contracts  as  sales  when 
the  costs  are  incurred,  but  does  not 
record  sales  under  fixed-price  contracts 
and  other  work  until  shipment  of  the 
completed  product. 

(3)  Cost  of  Sales.  Cost  of  sales  includes 
selling  costs  whereas  cost  of  goods  sold 
does  not.  The  cost  of  sales  base  is  inequi¬ 
table  because  the  contractor  is  precluded 
from  recovering  allowable  selling  costs 
and  must  allocate  G&A  to  all  selling 
costs.  All  other  considerations  affecting 
cost  of  goods  sold  apply  to  cost  of  sales. 

(4)  Cost  of  Goods  Manufactured.  Cost 
of  goods  manufactured  differs  from  cost 
of  goods  sold  in  that  it  includes  ending 
inventories  and  excludes  beginning  in¬ 
ventories.  Cost  of  goods  manufactured  is 
generally  not  an  acceptable  allocation 
base  for  G&A  expense  under  government 
contracts  because  it  does  not  adequately 
represent  the  cost  of  production  for  the 
accounting  period.  Cost  of  goods  manu¬ 
factured  includes  prior  period  costs  ap¬ 
plicable  to  goods  in  process  at  the  begin¬ 
ning  of  the  accounting  period  and  ex¬ 
cludes  current  period  costs  applicable  to 
goods  remaining  in  process  at  the  end  of 
the  accounting  period.  Distortions  are 
most  likely  to  result  when  the  contrac¬ 
tor’s  products  require  varying  manufac¬ 
turing  cycles,  some  longer  than  others,  or 
inventories  of  taw  materials  and  work  in 
process  vary  significantly  between  the 
beginning  and  end  of  the  accounting 
periods. 

(5)  Total  Sales.  Total  sales  as  a  basis  for 
allocating  G&A  expense  is  generally  not 
acceptable  for  government  contracts  be¬ 
cause:  (1)  the  concurrence  of  sales  with 
production  usually  varies  between  the 
items  produced  for  the  government  and 
those  produced  commercially,  (2)  the 
margin  of  profit  may  vary  appreciably 
among  contracts  and  between  govern¬ 
ment  and  other  work,  and  (3)  the  final 
selling  price  of  incentive  type  contracts  or 
other  contracts  which  contain  price  revi¬ 
sion  terms  is  not  known  until  the  work 
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has  been  completed  and  the  price  negoti¬ 
ated. 

6-606.5  Allocation  Bases  for 
Corporate/Home  Office  Expense 

a.  When  CAS  403  applies,  reference 
should  be  made  to  the  requirements  of 
the  standard  and  implementing  audit 
guidance  in  8-403.  When  CAS  403  does 
not  apply,  it  may  be  used  as  general 
information  in  conjunction  with  the 
guidance  in  this  section. 

b.  Home  office  expense  is  the  cost  of 
administering  the  overall  operations  of  a 
multi-plant  or  multi-segment  company. 
Home  offices  typically  establish  policy 
for  and  provide  guidance  to  the  segments 
in  their  operations.  They  usually  perform 
management,  supervisory,  or  administra¬ 
tive  functions,  but  may  also  perform 
service  functions  in  support  of  the  opera¬ 
tions  of  the  various  segments.  The  costs 
may  include;  (1)  those  incurred  for  the 
benefit  of  a  specific  segment,  such  as 
specialized  consulting  services  or  leases 
for  specific  facilities;  (2)  those  incurred 
for  the  benefit  of  several  but  not  all 

Sents,  or  for  several  segments  in 
ring  proportions,  such  as  a  central 
computer  center  or  similar  service  opera¬ 
tions  or  fringe  benefit  costs  such  as 
pensions  and  insurance;  (3)  those  in¬ 
curred  for  the  common  benefit  of  all 
segments,  such  as  board  of  directors 
expenses  or  top  executive  salaries.  Costs 
of  the  third  type,  often  referred  to  as 
“residual”  corporate/home  office  ex¬ 
pense,  are  typically  allocated  to  all  seg¬ 
ments  over  a  common  allocation  base 
except  as  discussed  in  d.  below.  Costs  of 
the  first  two  types,  where  significant, 
require  separate  allocation  for  equitable 
costing  of  government  contracts  at  the 
various  segments. 

c.  The  segment  auditor  should  identify 
all  type  (1)  and  type  (2)  expenditures 
allocated  or  charged  to  the  s^ment,  and 
should  request  audit  assistance  simulta¬ 
neously  with  the  request  for  verification 
of  the  corporate  (type  (3))  allocation. 
Whether  or  not  assist  audit  i^uests  have 
been  received,  the  corporate  auditor 
should  initiate  the  reviews  of  charged  and 
allocated  expense  without  delay.  The 
corporate  auditor  is  also  required  to 
review  and  report  on  significant  matters 
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contained  in  the  corporate  financial 
statements,  minutes,  SEC  filings,  and  tax 
returns,  and  to  furnish  an  information 
copy  of  the  published  financial  state¬ 
ments  to  the  segment  auditors. 

d.  To  evaluate  the  bases  used  by  the 
contractor  to  distribute  home  office  ex¬ 
penses,  the  auditor  should  carehifly  re¬ 
view  the  organizational  structure  and 
operations  of  the  corporate  office  and 
each  corporate  segment,  including  details 
of  the  type  of  service  and  support  ren¬ 
dered  by  the  corporate  office  to  each 
segment.  This  may  require  close  coopera¬ 
tion  among  the  contract  auditors  cogni¬ 
zant  of  the  company  sites.  (See  1  S-2(X>  for 
information  on  the  contract  audit  coordi¬ 
nator  (CAC)  promm  which  has  been 
established  to  facilitate  this  coordination 
within  DCAA.)  In  addition,  the  corpo¬ 
rate/home  office  auditor  is  responsible 
for  the  necessary  reviews  of  segments  not 
involved  in  government  contract  work. 
The  objective  is  to  see  that  the  contrac¬ 
tor’s  allocations  proportionately  distrib¬ 
ute  home  office  costs  to  all  segments  of 
the  business  on  the  basis  of  the  relative 
benefits  received.  Use  the  applicable  con¬ 
tract  cost  principles  (such  as  FAR  31.201- 
4,  31.202,  and  31.203)  as  criteria  to 
evaluate  the  contractor’s  method. 

e.  Residual  expenses  generally  have  no 
discernible  direct  benefit  to  a  particular 
segment  but  are  necessary  to  the  overall 
business  operations.  They  may  be  cat^o- 
rized  as  costs  relating  to  the  prudent 
management  of  all  resources  at  the  dis¬ 
posal  of  the  corporation.  Residual  ex¬ 
penses  may  include  the  salaries,  fringe 
benefits,  occupancy  costs,  taxes,  and  oth¬ 
er  administrative  expenses  of  the  board 
of  directors,  executive  committees,  cor¬ 
porate  officers,  and  administra¬ 
tive/executive  management  officials.  The 
basis  of  allocation  of  residual  expenses 
should  reflect  the  total  activities  of  all 
se^ents  of  the  business.  However,  cer¬ 
tain  segments  may  require  special  alloca¬ 
tions  of  residual  expense  if  their  opera¬ 
tions  are  relatively  self-contained  or  self- 
sufficient  and/or  require  minimal  admin¬ 
istrative  simport  from  the  corpo¬ 
rate/home  office.  Conversely,  a  segment 
may  require  special  allocation  in 
amounts  greater  than  the  average  rate  if  it 
is  highly  dependent  upon  the  home  office 
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staff  for  general  administrative  support. 
(See  6-606.6  regarding  allocations  to 
GOCO  activities.) 

f.  The  form  of  the  business  (foreign  or 
domestic),  the  extent  of  ownership  (whol¬ 
ly-  or  partially-owned),  or  the  accounting 
treatment  for  financial  accounting  pur¬ 
poses  (consolidated  or  unconsolidated) 
are  not  basic  criteria  for  determining 
whether  a  particular  segment  should  be 
included  in  or  excluded  from  the  residual 
allocation  base.  Also,  the  fact  that  an 
individual  contract  or  group  of  contracts 
does  not  permit  recovery  of  corporate 
office  expenses  is  not  a  reason  to  exclude 
the  operating  segment  performing  the 
contract(s)  from  the  base  of  allocation. 
Once  an  appropriate  base  for  distributing 
indirect  costs  has  been  accepted,  it 
should  not  be  fragmented  by  removing 
individual  elements  (FAR  31.203(c)). 
Also  see  CAS  4I0.50j  for  a  discussion  of 
special  allocations.  To  the  extent  that  the 
home  office  provides  necessary  support 
for  the  segment,  a  proportionate  share  of 
the  residual  expenses  should  be  allocated 
to  that  segment. 

6-606.6  Allocatiofl  Bases  for  Residual 
Corporate/Home  Office  Expense  to 
GOCO  Activities 

a.  Special  attention  should  be  given  to 
the  appropriate  allocation  of  residual 
corporate/home  office  expense  to  govern¬ 
ment-owned  contractor-operated 

(GOCO)  plants.  Contractor’s  GOCO  ac¬ 
tivities  are  usually  conducted  on  a  basis 
substantially  independent  of  supervision 
by  higher  co^rate  echelons.  In  addi¬ 
tion,  less  administrative  support  is  usual¬ 
ly  received  from  the  centi^  office  since 
many  corporate  administrative  services 
are  paralleled  by  the  GOCO  administra¬ 
tive  activity.  In  such  circumstances,  it 
would  not  be  equitable  to  distribute  a 
share  of  all  the  higher  level  supervisory  or 
administrative  expenses  to  these  plants 
on  a  proportionate  basis  by  any  of  the 
methods  commonly  used  to  allocate  re¬ 
sidual  corporate/home  office  expense  to 
ents. 

Each  auditor  at  a  GOCO  plant  will 
provide  the  corporate/home  office  audi¬ 
tor  information  on  the  nature  and  extent 
of  administrative  functions  performed  at 
the  GOCO  plant.  The  auditor  at  the 
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home  ofTlce  will  review  with  the  contrac¬ 
tor  whether  portions  of  the  home  office 
expenses  duplicate  these  functions,  so 
that  a  suitable  corporate  allocation  struc¬ 
ture  is  developed  for  GOCO  activities. 

c.  If  it  is  appropriate  to  allocate  less 
residual  expenses  to  a  GOCO,  the  con¬ 
tractor  may  accomplish  this  by  develop¬ 
ing  two  expense  rates  as  follows:  (1)  a 
basic  rate  reflecting  those  corporate  ex¬ 
penses  which  apply  to  all  work  of  the 
contractor  including  GOCO  plant  opera¬ 
tions,  and  (2)  a  rate  in  addition  to  the 
basic  rate  reflecting  those  corporate  ex¬ 
penses  which  apply  to  all  work  of  the 
contractor  except  GOCO  plant  opera¬ 


tions.  Figure  6-6-1  is  an  example  of  the 
development  of  such  rates. 

d.  >\^ere  CAS  403  applies,  any  special 
allocations  of  residual  corporate/home 
office  expenses  to  GOCO  activities  are 
established  by  agreement  between  the 
contractor  and  the  government  in  accor¬ 
dance  with  CAS  403.40(c)(3)  and 
403.5(Kd).  Only  a  contracting  ofncer  may 
execute  such  an  agreement,  but  the  con¬ 
tract  auditor  will  normally  evaluate  the 
proposed  method  before  an  initial  agree¬ 
ment.  The  auditor  will  evaluate  the  con¬ 
tinuing  appropriateness  of  the  contrac¬ 
tor’s  method  during  each  audit  cycle,  and 
advise  the  contracting  officer  if  any  for¬ 
mal  agreement  warrants  revision. 


Finn  64kl  (Ref.  6606.6) 

SAMPLE  OF  CORPORATC  EXPENSE  RATES  —  GOCO  ACnviTIES 


Rate  Calculations 


Totals 

Basic 

Additional 

Residual  Corporate  Expenses: 

Bask  (applicabie  to  all  segment 
activities) 

Balance  (applicable  to  non-GOCO 
icgawBi  activities) 

$  20,000 

$  40,000 

$  20,000 

$  40.000 

$  60.000 

$  20.000 

$  40.000 

Base  of  ABocatioa: 

GOCO  wgnieHt  activities 

All  other  segment  activities 

$  200,000 

S  800.000 

S  200,000 
$  800.000 

$800,000 

$1,000,000 

$1,000,000 

$800,000 

Rates 

— 

2% 

5% 

Note:  In  this  illttstration,  the  corporate  expense  rate  applicable  to  GOCO  activities  is 
2%;  the  rate  applicabie  to  other  activities  of  the  contractor  is  7%. 


6‘607  AlloaRioa  of  Indirect  Costs  to 
Facilities  Contracts 

6-667.1  IntradKtfcM 

The  procurement  or  maintenance  of 
facilities  for  the  account  of  a  third  party 
is  not  normal  to  the  business  operations 
of  most  contractors.  Therefore,  indirect 
cost  allocations  related  to  such  efforts 


under  a  government  contract  may  be 
governed  %  special  provisions  in  the 
contract.  (The  rationale  for  such  special 

Provisions  is  more  fully  presented  in 
AR  31.106  and  in  DolS  CAS  Working 
Group  Paper  No.  79-24.  This  paragraph 
deals  mainly  with  facilities  contracts  (a 
special  type  of  contract  as  described  in 
45.301  and  4S.302-2),  but  similar 
special  provisions  may  also  be  included 
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in  other  types  of  contracts  (FAR  45.302- 
3).  In  such  cases,  the  same  guidance 
would  apply. 

6^.2  Andh  Policy 

Audit  treatment  of  indirect  cost  alloca¬ 
tions  to  facilities  contracts  will  be  as 
follows: 

a.  Recommendations  for  preaward 
pricing,  including  forward  pricing  rate 
agreements,  will  be  based  on  the  cost 
principles  and  standards  that  apply  to  the 
preponderance  of  the  contractor's  antici¬ 
pated  work  for  the  future  period  involved 
(usually  FAR  and  CAS). 

b.  After  contract  award,  indirect  cost 
allocations  will  be  based  on  the  contract 
provisions  (including  pertinent  advance 
agreements)  to  the  extent  feasible. 

c.  The  auditor  should  follow  the  proce¬ 
dures  in  3-204  if  there  are  conflicts 
among  cost  allocation  requirements  in 
different  contraas  or  advance  agree¬ 
ments  with  the  same  contractor,  or  if 
special  provisions  are  inconsistent  with 
applicable  procurement  regulations  in¬ 
cluding  Cost  Accounting  Standards. 

6-6073  FAR  Cost  Principles 

Facilities  contracts  will  normally  pro¬ 
vide  that  costs  will  be  determined  in 
accordance  with  FAR  31.106.  FAR 
31.106-2  states  a  general  rule  that  (1)  a 
contractor’s  usual  allocation  method  will 
be  varied  as  necessaiy  to  produce  an 
equitable  result  under  facilities  contracts 
and  (2)  the  variation's)  will  be  accounted 
for  by  adjusting  the  indirect  cost  pool(s) 
and  distnbution  base(s).  It  also  states  the 
desirability  of  an  advance  agreement  (ad¬ 
vance  i^reements  are  discussed  in  FAR 
31.1()9)  on  the  subject.  FAR  31.106-2 
gives  specific  criteria  for  allocating  indi¬ 
rect  manufacturing  and  plant  operational 
costs,  summarized  as  follows: 

a.  Indirect  manufacturing  and  plant 
operation  costs  that  relate  mainly  to 
direct  labor  or  indirect  plant  mainte¬ 
nance  labor  are  not  allocable  to  the 
purchase  of  facilities,  or  services  in  con¬ 
nection  therewith,  from  outside  sources 
on  a  completed  basis.  (See  FAR  31.106- 
2(c))  However,  certain  indirect  costs  may 
have  a  beneficial  or  causal  relationship 
and  should  be  appropriately  allocated  to 
the  acquisition  of  such  facilities.  (See 


FAR  31.106-2(e)  and,  if  applicable,  CAS 
418.) 

b.  Work  on  facilities  installation  or 
rehabilitation,  performed  by  plant  main¬ 
tenance  labor,  IS  not  subject  to  an  alloca¬ 
tion  of  unrelated  indirect  costs  such  as 
costs  of  (1)  supervision  of  direct  produc¬ 
tion  labor,  (2)  depreciation  and  mainte¬ 
nance  of  production  machinery  and 
equipment,  and  (3)  storage  of  raw  materi¬ 
al  or  finished  goods.  (Sm  FAR  31.106- 
2(d).) 

c.  The  contractor’s  usual  indirect  cost 
allocations  for  production  apply  to  any 
facilities  contract  work  that  (1)  uses  the 
contractor’s  direct  labor  and  manufactur¬ 
ing  processes,  and  (2)  involves  facilities 
items  that  are  used  in  the  regular  course 
of  the  contractor’s  business.  (See  FAR 
31.106-2(d).) 

6-607.4  G&A  AUocatkm  Per  W.G.  79^24 

DoD  CAS  Working  Group  Paper  No. 
79-24  (W.G.  79-24)  states  DoD  policy  on 
special  allocation  of  segment  G&A  ex¬ 
pense  to  facilities  acquisition  costs  under 
facilities  contracts.  It  states  that  facilities 
acquisitions  usually  receive  less  benefit 
from  G&A  expense  than  do  other  con¬ 
tracts,  and  requires  a  special  allocation 
when  this  is  the  case.  The  paper  applies 
CAS  410.S0(j)  to  such  situations.  A  DoD 
procurement  office  would  likely  follow 
the  same  approach  in  the  event  of  a  non- 
CAS-covered  facilities  acquisition  pro¬ 
gram,  as  an  implementation  of  the  gener¬ 
al  policy  expressed  in  FAR  31.106-2. 
NASA  and  other  non-DoD  procurement 
offices  may  apply  similar  principles.  Un¬ 
der  W.G.  79-24,  the  contractor’s  normal 
G&A  allocation  will  apply  to  facilities 
maintenance  effort;  the  special  allocation 
is  only  for  the  costs  of  contractor  ac¬ 
quired  government  funded  facilities. 
Where  needed,  the  contractor  should  (1) 
develop  an  appropriate  allocation  meth¬ 
od  for  facilities  contracts  and  any  similar 
non-government  work  and  (2)  propose 
and  cost  all  such  effort  as  consistently  as 
possible. 

6-608  Evaloatioii  of  Indirect  Costs 

6-608.1  General  GnMance 

a.  Indirect  costs  are  incurred  as  a  result 
of  business  decisions  made  at  all  levels  of 
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management.  These  decisions  may  be 
based  on  established  policies  or  may  be  a 
manager’s  choice  among  several  options 
for  achieving  an  objective.  The  auditor 
should  consider  the  reasons  underlying 
management  decisions  when  a  specific 
cost  item  and  the  government’s  interest 
in  the  total  allocate  portion  of  indirect 
costs  is  significant. 

b.  The  audit  objectives  are  to  (1)  ascer¬ 
tain  the  extent  to  which  the  contractor’s 
policies  are  beiim  implemented  at  the 
operating  level,  (2)  determine  whether 
the  contractor  is  maintaining  adequate 
control  over  the  level  of  indirect  exj^di- 
tures,  (3)  ascertain  and  evaluate  s^ifi- 
cant  fluctuations  in  the  ratios  of  the 
accounts  to  the  allocation  base,  and  (4) 
determine  whether  the  contractor  has 
excluded  from  expense  pools  costs  which 
are  unallowable  b^use  of  the  provisions 
of  law,  legations,  or  the  contract;  un¬ 
reasonable  in  nature  or  amount;  inappli¬ 
cable  to  the  government  operations;  or 
inapplicable  to  the  indirect  cost  pool  or 
penod  being  reviewed.  Tliis  section  pro¬ 
vides  guidwce  on  the  techniques  for 
selecting  accounts  to  be  analyzed  and  the 
basis  for  questioning  costs. 

c.  A  transaction  testing  plan  should  be 
prepared  to  document  evaluation  of  the 
contractor’s  annual  incurred  cost  propos¬ 
al.  This  plan  should  fully  consider  all 
ugnificant  costs,  both  direct  and  indirect. 
The  auditor  should  ensure  that  all  trans¬ 
action  testing  MAARs  and  any  other 
MAARs  not  accomplished  during  the 
prelimin^  steps  of  the  annual  incurred 
cost  audit  or  other  field  work  are  ad¬ 
dressed  in  the  transaction  testing  plan. 
The  extent  of  required  transaction  testing 
should  be  based  on  consideration  of  all 
the  following  factors: 

(1)  assessment  of  control  risk, 

(2)  prior  audit  experience  (including 
the  documented  risk  shown  on  the 
ICAPS), 

(3)  materiality, 

(4)  reliance  on  the  work  of  others,  and 

(3)  results  of  the  preliminary  audit 

procedures 

d.  Regardless  of  the  assessed  level  of 
control  risk  at  a  mgjor  contractor,  the 
auditor  should  perform  substantive  tests 
for  signiflcant  account  balances  and 
transaction  classes.  Substantive  tests  in¬ 


clude  both  analytical  procedures  such  as 
the  comparative  analysis  MAARs  (e.g.,  8 
and  IS)  and  transaction  testing,  llie 
auditing  standards  do  not  envision  any 
circumstance  where  the  assessed  level  of 
control  risk  would  be  low  enough  to 
eliminate  the  need  for  substantive  test¬ 
ing,  however,  the  level  of  substantive 
testing  should  be  tailored  based  on  the 
critena  discussed  in  c.  above.  Ac¬ 
counts/transactions  to  be  tested  can  be 
selected  considering  the  techniques  de¬ 
scribed  in  6-608.2.  Sensitive  accounts 
should  be  audited  frequently,  or  on  an 
annual  basis  as  appropriate,  while  less 
sensitive  accounts  should  be  selected  on  a 
rotating  basis. 

e.  At  higher  risk  nonmajor  contractors 
and  at  those  nonmajor  contractors  where 
there  is  no  recent  audit  experience,  trans¬ 
action  testing  of  si^ificant  account  bal¬ 
ances  and  transaction  classes  that  are 
considered  medium  or  high  risk  should 
be  completed  each  year.  At  documented 
low  risk  nonmajor  contractors  transac¬ 
tion  testing  is  required  every  other  year 
for  single  year  audits,  and  for  at  least  one 
of  the  years  for  multi-year  audits,  to 
determine  and  document  that  the  con¬ 
tractor  continues  to  be  low  risk.  The  low 
risk  determination  and  the  subsequent 
level  of  transaction  testing  (or  conclusion 
that  transaction  testing  is  not  required  in 
the  current  year)  must  be  documented  in 
the  working  papers  See  6-603.6  for  addi¬ 
tional  guidmice. 

f.  Movement  to  an  ACMS  (see  14-800) 
can  encompass  a  large  number  of  cost 
pools  (see  6-606.2).  Successful  accom¬ 
plishment  of  reviews  encompassing  a 
large  number  of  pools  depends  upon  the 
application  of  the  basic  audit  concepts  of 
materiality  and  risk  assessment  during 
the  audit  planning  stages.  First,  lotA  for 
the  strength  of  internal  controls  over  the 
system  itself  (see  5-1000  Indiiect/ODC 
System  Reviews).  Then,  determine  the 
areas  of  risk  and  materiality.  Are  they 
concentrated  in  several  pools,  or  are  they 
concentrated  in  several  key  accounts 
spanning  all  pools?  Place  audit  resources 
where  a  vulnerability  assessment  indi¬ 
cates  the  greater  risk  and  materiality. 
Using  a  combination  of  auditor  judgment 
and  statistical  sampling  techniques,  re¬ 
view  the  high-risk/materiality  pools.  Con- 
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sider  reviewing  the  high-risk/materiality 
pools  more  frequently  and  the  low-risk 
pools  on  a  rotating  basis.  As  an  alterna¬ 
tive,  determine  if  there  are  sensitive 
accounts  which  span  all  pools,  and  per¬ 
form  the  review  focusing  on  these  ac¬ 
counts. 

In  addition,  determine  if  the  contrac¬ 
tor’s  internal  auditors  will  also  be  per¬ 
forming  reviews  on  the  cost  pools.  Coor¬ 
dination  with  these  auditors,  after  deter¬ 
mining  the  coverage  and  reliability  of 
their  efforts,  may  provide  assistance  and 
minimize  potentid  duplication.  Finally, 
audit  tools,  such  as  downloading  infor¬ 
mation  from  the  contractor’s  computer  to 
assist  the  audit  process,  hold  great  prom¬ 
ise  as  an  effective  approach  to  manage  a 
review  of  a  larger  number  of  cost  pools 
efficiently. 

6-608.2  Technkpies  for  Accoant  Selection 

The  basis  for  determining  the  specific 
areas  to  be  selected  for  ddiailed  review 
and  testing  and  the  scope  of  the  review 
should  be  determined  by  plant  observa¬ 
tions,  review  of  management  decisions, 
and  account  analysis. 

a.  Plant  Observation.  Plant  observa¬ 
tions  are  an  intqgal  part  of  the  audit  of 
indirect  costs.  They  provide  valuable 
indicators  of  accounts  to  be  analynd 
and/or  areas  of  high  risk.  In  performing 
the  observations  of  a  contractor’s  plant, 
the  auditor  should  consider  the  following: 

(1)  When  the  contractor  maintains 
segregated  cost  centers,  the  auditor 
should  observe  the  manner  in  which 
physical  and  accounting  swr^ation  is 
accomplished,  particulany  when  govern¬ 
ment  contracts  and  commercial  produc¬ 
tion  are  performed  in  the  same  general 
area.  The  extent  of  observation  should  be 
influenced  by  the  d^ree  of  control  estab¬ 
lished  by  the  contractor  to  preclude  the 
interchange  of  operations.  The  observa¬ 
tions  should  assist  in  ascertaining  which 
pools,  cost  centers,  and  accounts  require 
the  gmtest  emphasis  during  the  review. 

(2)  The  auditor  should  determine  the 
manner  in  which  the  contractor  estab¬ 
lishes  new  production  lines  and  should 
inquire  into  all  aspects  of  a  new  line, 
notiiu  any  similarity  between  the  con¬ 
templated  production  and  the  production 
currently  in  process.  Again,  this  will 
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assist  in  determining  the  pools,  cost  cen¬ 
ters,  and  accounts  requiring  the  greatest 
emphasis  during  review. 

(3)  The  auditor  should  observe  the 
existence  of  idle  facilities  and  determine 
whether  idleness  results  from  ordinary 
maintenance,  lack  of  work,  temporary 
machinery  breakdown,  or  faulty  produc¬ 
tion  planning.  Guidance  on  the  allowabil¬ 
ity  of  idle  facilities  and  capacity  is  pro¬ 
vided  in  FAR  31.205-17. 

(4)  The  auditor’s  physical  observation 
program  should  include  inquiries  into  the 
reasonableness  of  rewoilc  and  scrap  gen¬ 
erated.  When  it  is  determined  that  there 
is  an  unreasonable  amount  of  rework  or 
scrap,  the  auditor  should  ascertain  the 
causes.  The  review  of  rewoiic  and  scrap 
costs  may  require  the  assistance  of  gov¬ 
ernment  technical  personnel. 

(5)  The  auditor  should  observe  the 
contractor’s  manufacturing  facilities  to 
develop  a  better  understanding  of  the 
contractor’s  manufacturing  processes  and 
monitor  the  trends  in  manufacturing 
praaices  and  processes  (S-108d).  Some 
contractors  have  accomplished  substan¬ 
tial  technological  advancements  on  the 
factory  floor.  These  changes  in  manufac- 
turiiw  operations  can  cause  changes  in 
the  flow  of  costs.  Factory  observations 
should  assist  in  identifying  the  expense 
pools  requiring  further  review. 

b.  Effect  oi  Management  Decisions. 
The  auditor  should  review  executive  or 
directors’  minutes,  company  newsletters, 
and  internal  and  external  audit  reports 
for  indicators  of  accounts  to  be  reviewed. 
These  may  disclose  audit  leads,  such  as 
the  following: 

(1)  a  la^  in  reducing  indirect  costs 
during  periods  of  declining  production, 
including  the  retention  of  supervisory 
and  technical  personnel  when  their  ser¬ 
vices  are  not  rrauited  at  that  time  or  in 
the  foreseeable  future, 

(2)  unwarranted  increases  in  the  num¬ 
ber  of  and  in  the  salaries  of  executives, 
indirect  personnel,  and  ei^neers, 

(3)  the  imposition  of  additional  tiers  of 
supervision  without  apparent  need  ex¬ 
cept  as  a  means  of  retaining  technical  and 
supervisory  personnel, 

(4)  continuing  libe^izatkm  of  fringe 
benefits  as  a  means  of  recruiting  and 
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retaining  technical  and  administrative 
personnel, 

(5)  increased  depreciation  costs,  attrib¬ 
utable  to  high-cost  plant  expansion  or 
changes  in  the  method  of  computation, 

(6)  the  inclusion  of  depreciation  of  idle 
or  excess  facilities  during  a  declining 
production  period, 

(7)  the  leasing  of  facilities  under  “sale 
and  leaseback”  or  “lease  in  lieu  of  pur¬ 
chase”  agreements  in  excess  of  ownenhip 
costs, 

(8)  unusual  increases  in  expenses  such 
as  plant  rearrangement,  rehabilitation, 
relocation,  and  leasehold  improvements, 

(9)  expansion  of  training  programs, 
recruitment  programs,  and  public  rela¬ 
tions  expenses, 

(10)  unusual  increases  in  contractor 
initiated  research  and  development  pro¬ 
grams  and  bid  proposals,  particularly 
during  periods  of  declining  production, 

(11)  investments  in  automation,  mod- 
eraization  of  manufacturing  facilities,  or 
mechanization, 

(12)  a  major  shift  in  the  nature  of  or 
the  methods  used  in  the  production  pro¬ 
cesses, 

(13)  increasing  costs  for  maintaining  or 
overhauling  old  productive  equipment  in 
lieu  of  investing  in  new  equipment,  and 

(14)  internal  control  weaknesses  dis¬ 
closed  by  internal  or  external  audits. 

In  addition,  unallowable,  unreasonable, 
excessive,  or  incorrectly  classified  costs 
may  be  ^erated  as  a  result  of  a  contrac¬ 
tor’s  poucies  and  management  decisions 
underlying  the  policies.  (See  6-604  for 
comments  on  the  review  of  policies, 
procedures,  and  internal  controls.)  For 
example,  a  contractor’s  policy  for  record¬ 
ing  costs  may  be  designed  to  provide 
flexibility  in  charging  engineering  costs 
directly  to  contracts,  IR&D  and  B&P,  or 
to  oveniead  depending  on  monetary  limi¬ 
tations  of  contracts  or  advance  agre^ 
ments.  When  a  contractor’s  policy  is 
questioned,  the  auditor  should  evaluate 
the  probable  consequences  of  continuing 
the  questioned  policy  and  make  appro¬ 
priate  recommendations.  Such  cases  may 
be  reportable  under  the  provisions  of  4- 
700  (detection  and  r^rting  of  fraud, 
other  unlawful  activity,  or  improper 
practices). 


c.  General  Account  Analysis 

(1)  Nomenclature  Review.  Using  a 
copy  of  the  contractor’s  post-closing  trial 
balance,  which  has  bera  reconciled  in 
accordance  with  the  guidance  in  6-609, 
the  auditor  should  select  for  thorough 
analysis  those  accounts  which  are  new 
and/or  significant  in  amount,  vary  from 
developed  trends,  or  which  on  the  basis 
of  nomenclature  review  or  past  experi¬ 
ence  appear  to  be  sensitive  in  nature  and 
likely  to  contain  questionable  costs.  How¬ 
ever,  categories  of  indirect  expense 
should  not  be  accepted  or  rejected  solely 
on  the  basis  of  a  nomenclature  review. 
The  actual  content  of  accounts  being 
evaluated  must  be  established  through 
testing  of  transactions. 

(2)  Comparative  Analysis.  The  auditor 
should  also  compare  the  amounts  of  the 
various  accounts  with  the  amounts  ex¬ 
pended  in  prior  years  and  the  amounts 
shown  in  the  current  year’s  budget.  The 
comparisons  should  disclose:  (a)  whether 
there  have  been  significant  chatuges  in  the 
dollar  amount  of  individual  expense 
items  which  may  not  be  comparable  to  a 
change  in  the  level  of  operations;  (b) 
whether  there  are  unexplained  differ¬ 
ences  which  may  require  a  more  inten¬ 
sive  review,  additional  testing,  and  verifi¬ 
cation;  (c)  whether  management  is  main¬ 
taining  control  over  expenditures  by  peri¬ 
odic  comparisons  with  budgeted 
amounts;  (d)  whether  there  have  been 
reclassifications  of  costs  or  changes  in 
cost  accounting  practices;  and  (e)  wheth¬ 
er  the  expense  is  recorded  in  the  proper 
account  identified  with  the  cost  center, 
department,  or  expense  pool  which  de¬ 
rives  the  benefit.  When  the  pattern  indi¬ 
cates  a  tendency  for  indirect  costs  to 
increase  in  comparison  to  direct  costs, 
the  auditor  should  determine  the  factors 
which  are  contributing  to  the  increases 
(see  the  list  of  factors  affected  by  manage¬ 
ment  decisions  in  6-608.2b  above).  These 
comparative  analysis  procedures  will  sat¬ 
isfy  MAAR  IS.  Follow-up  and  resolution 
of  discrepancies  noted  in  the  forgoing 
analyses  and  the  related  testing  of  trans¬ 
actions  satisfies  MAAR  16.  The  review  of 
account  detail  and  individual  transac¬ 
tions  must  include  a  determination  of  the 
sources  of  journal  entries  and  testing  to 
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ensure  propriety.  These  procedures  will 
satisfy  MAAR  20. 

(3)  Quantitative  Methods.  The  use  of 
graphic  and  computational  analysis  tech¬ 
niques  can  be  helpful  in  the  review  of 
incurred  costs.  The  auditor  may  be  able 
to  detect  trends  or  correlations  which 
permit  the  focus  of  attention  on  indirect 
expense  accounts,  pools,  departments,  or 
other  segments  of  cost  which  appear  to  be 
unreasonable  or  out  of  line.  Further, 
sampling  and  EDP  techniques  (such  as 
DATATRAK  and  other  data  retrieval 
software)  will  assist  the  auditor  in  select¬ 
ing  transactions  for  review.  Consider¬ 
ation  should  be  given  to  the  use  of  these 
techniques  during  incurred  cost  reviews. 

d.  Specific  Account  Analysis.  In  addi¬ 
tion  to  the  areas  discussed  below.  Chap¬ 
ter  7  discusses  items  of  cost  and  account¬ 
ing  methods  requiring  special  attention. 
This  chapter  should  be  reviewed  to  as¬ 
sure  adequate  coverage  of  any  applicable 
items.  Special  attention  shoiUd  be  given 
to  the  discussion  of  IR&D  and  B&P  costs 
because  of  its  general  applicability  at 
most  locations.  The  auditor  may  also 
vnsh  to  refer  to  Supplement  3-SlO  which 
provides  illustrations  of  various  typ^  of 
disclosures  resulting  from  audit  reviews. 

(1)  Contingent  Expenses.  Items 
chaiged  to  indirect  expenses,  not  repre¬ 
senting  actual  costs  but  rather  a  provision 
for  contingencies,  should  be  excluded 
from  allowable  costs.  The  auditor  should 
refer  to  FAR  31.205-7. 

(2)  Indirect  Labor.  The  audit  of  labor 
costs  is  discussed  in  Section  4  of  this 
chapter.  Recruitment  costs  are  also  dis¬ 
cus^  in  Section  4  because  they  are 
closely  related  to  the  budgeting  of  labor 
costs  and  the  determination  of  personnel 
requirements. 

(3)  Indirect  Material.  Priced  or  quanti¬ 
tative  year-end  inventory  records  should 
be  reviewed  to  determine  whether  in¬ 
creasing  costs  indicate  a  trend  towards  a 
buildup  of  supply  inventories.  When  con¬ 
tractors  account  for  supply  items  as  an 
expense  at  time  of  purchase,  a  compari¬ 
son  should  be  made  of  the  amounts 
expended  for  various  categories  of  sup¬ 
plies  for  the  current  and  several  preced¬ 
ing  periods.  Further  discussion  of  the 
audit  of  material  costs  is  contained  in 
Section  3  of  this  chapter. 


(4)  Miscellaneous  Charges.  Miscella¬ 
neous  charges  to  indirect  costs  may  result 
from  transactions  of  earlier  or  future 
periods.  Included  in  this  category  are 
depreciation  expenses,  amortization  of 
prepaid  costs,  and  accruals  of  liabilities. 
Entries  representing  the  write-off  of  pre¬ 
payments  or  the  establishment  of  accrued 
liabilities  should  be  tested  for  propriety, 
reasonableness,  allocability  to  the  period, 
accuracy  of  computation,  correctness  of 
account  distribution,  and  sufficiency  of 
documentary  support.  The  extent  of  veri¬ 
fication  should  depend  on  the  signifi¬ 
cance  of  the  doUar  amount  and  the  extent 
to  which  the  government  participates  in 
the  cost. 

(5)  Miscellaneous  Income  and  Credits. 
The  auditor  should  review  the  contrac¬ 
tor's  financial  statements,  tax  returns  and 
adjusting  entries  in  the  general  ledger  or 
other  subsidiary  ledgers  to  identify  any 
income  or  credits  in  which  the  govern¬ 
ment  should  share  as  well  as  to  evaluate 
the  exclusion  of  any  adjustments  not 
reflected  by  the  contractor  in  contract 
costs.  (See  6-609  for  guidance  on  the 
verification  of  the  base  and  pool  to  the 
accounting  records.) 

(a)  The  auditor  should  review  the  na¬ 
ture  of  all  income  received  from  sources 
other  than  the  sales  of  the  contractor’s 
normal  products.  It  is  preferable  that 
income,  refunds,  or  credits  applicable  to 
a  government  contract,  such  as  purchase 
discounts,  income  from  sale  of  scrap,  and 
rental  income,  be  credited  directly  to  the 
contract.  However,  if  the  income,  re¬ 
funds,  or  credits  are  not  significant  and 
the  contractor’s  accounting  treatment  is 
equitable,  these  may  be  apportioned  be¬ 
tween  commercial  and  government  work 
through  reduction  of  indirect  cost  pools 
or  some  other  equitable  method.  The 
extent  of  audit  in  this  area  will  depend  on 
the  effectiveness  of  the  contractor’s  ac¬ 
counting  procedures.  Thus,  the  earty 
identification  of  system  wealoiesses  is  of 
prime  importance. 

(b)  Additional  items  which  may  be 
pertinent  as  credits  or  refunds  under 
government  contract  costing  include:  re¬ 
funds  of  various  state  and  local  taxes 
such  as  franchise,  personal  property,  and 
income  taxes;  royalty  expei^  which 
have  been  accrued  but  remain  unpaid; 
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workers  compensation  rate  adjustments;- 
and  credits  cr  reduction  in  rates  of  em¬ 
ployer  contribution  to  pension  plans, 
death  benefit  plans,  and  similar  group 
insurance  plan^  following  accumulation 
of  reserves  built  up  through  excessive 
rates,  reversionary  credits,  or  in  some 
other  manner.  Accomplishment  of  this 
review  satisfies  MAAR  S  at  the  segment 
level;  corporate  level  steps  appear  at  6- 
608.3b(l). 

6-6083  Basis  for  Questioning  Costs 

Expenses  may  be  questioned  based  on 
allowability,  allocability,  and/or  reason¬ 
ableness.  Supplement  3-SlO  provides  il¬ 
lustrations  of  various  types  of  audit  dis¬ 
closures  and  Supplement  4-7S1  provides 
information  on  the  “anti-kickback  stat¬ 
ute.” 

a.  Allowability.  Certain  costs  are  ren¬ 
dered  unallowable  by  provisions  of  perti¬ 
nent  laws,  relations,  contract  clauses, 
or  mutual  ^reement  and  cannot  be  in¬ 
cluded  in  prices,  cost  reimbursements,  or 
settlements  under  government  contracts 
to  which  they  are  allocable.  The  contrac¬ 
tor  must  certify  that  its  indirect  cost 
claim  contains  no  unallowable  costs.  The 
contractor’s  claim  should  be  reviewed  to 
ensure  that  all  directly  associated  costs 
have  also  been  removed.  (See  1 -504.4a.) 

(1)  When  certain  costs  ate  spwiftcaUy 
identified  in  the  contract  as  being  unal¬ 
lowable,  the  contract  may  also  provide 
criteria  that  must  be  met  before  a  cost  is 
considered  allowable  or  limitations  that 
cannot  be  exceeded.  For  example,  the 
contract  may  state  that  subcontracts  or 
travel  must  be  approved  by  the  contract¬ 
ing  officer  prior  to  the  incurrence  of  the 
cost  or  it  may  state  that  overtime  is 
allowable  up  to  a  specific  dollar  amount 
only.  Contract  briefs  should  be  prepared 
to  identify  these  clauses. 

(2)  CAS  40S.40(a)  requires  that  con¬ 
tractors  affirmatively  “exclude”  costs 
which  are  either  “expressly  unallowable,” 
as  defined  in  CAS  40S.30(a)(2),  or  mutu¬ 
ally  agreed  to  be  unallowable.  FAR 
31.201-6  repeats  this  requirement  for 
non-CAS-covered  contractors.  Examples 
of  costs  declared  expressly  unallowable 
by  Federal  statute  or  regulations  are:  (a) 
contingent  fees  (except  payments  to  bona 
fide  representatives),  0>)  entertainment 
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expenses,  (c)  fines  and  penalties,  (d)  costs 
of  organizing  or  reorganizing  a  business 
enterprise,  (e)  contributions,  (0  interest, 
(g)  losses  on  other  contracts,  (h)  certain 
types  of  advertising  and  business  meet¬ 
ings,  and  (i)  Federal  income  taxes.  A 
description  of  these  and  other  items  and 
the  criteria  for  a  determination  of  allowa¬ 
bility  are  provided  in  FAR  Part  31  (see 
Appendix  A),  6-700,  and  8-405. 

(3)  Certain  costs  or  portions  of  cost 
may  be  identified  as  unallowable  based 
on  advance  agreements  negotiated  by  the 
ACO,  such  as  IR&D  and  B&P. 

b.  Allocability.  Costs  may  be  ques¬ 
tioned  because  they  are  not  allocable  to 
government  contracts.  Cost  Accounting 
Standards  provide  criteria  on  the  alloca¬ 
bility  of  costs  for  CAS-covered  contracts. 
For  non-CASncovered  contracts  FAR 
provides  certain  criteria.  The  following 
are  examples  of  allocability  issues. 

(1)  Out-of-Period  Costs.  In  addition  to 
reco^izing  the  relationship  of  an  in¬ 
curred  expense  to  its  objective,  the  audi¬ 
tor  must  relate  the  time  factor  (period  to 
which  the  expense  is  applicable)  in  the 
manufacturing  process.  Not  aU  expenses 
incurred  during  a  given  period  may  be 
allocable  in  their  entirety  to  the  items 
produced  during  that  period.  Therefore, 
the  audit  effort  should  be  directed  to 
ascertaining  whether  costs  such  as  indi¬ 
rect  labor,  payroll  taxes,  vacation  ex¬ 
pense,  retirement  accruals,  bonuses, 
insurance,  maintenance  and  repairs,  de¬ 
preciation,  amortization  of  leasehold  im¬ 
provements,  and  similar  indirect  ex¬ 
penses  included  in  the  indirect  cost  ac¬ 
counts  have  been  properly  accrued  or 
deferred.  The  object  of  the  test  is  to 
disclose  those  indirect  costs  which  have 
been  assigned  to  a  current  period  when 
the  cost  was  incurred  for  the  purpose  of 
benefiting  a  future  or  p^t  period.  Year- 
end  adjustments  and  adjustments  involv¬ 
ing  pnor  cost  periods  must  be  reviewed 
to  determine  materiality  and  applicabili¬ 
ty  to  current  costs.  Year-end  adjustments 
may  have  a  significant  effect  on  the 
expense  pool  or  bases  for  the  allocation 
of  indirect  costs.  The  auditor’s  review 
should  insure  that  the  contractor’s  year- 
end  adjustments  actually  result  in  a  more 
precise  allocation  of  indirect  expenses. 
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This  analysis  and  the  segment  level  steps 
at  6-608.2d(S)  satisfy  MAAR  5. 

(2)  Consistent  Qassiflcation.  Consis¬ 
tency  in  the  composition  of  indirect  cost 
pools  must  be  considered  in  determining 
the  validity  of  the  indirect  cost  pool  as  a 
whole.  When  the  contractor’s  procedures 
provide  that  speciflc  items  of  costs  are 
charged  directly  to  government  contracts, 
the  auditor  must,  prior  to  accepting  the 
residual  costs  (6-606.  Sb)  in  the  indirect 
cost  pool,  ascertain  whe&er  similar  costs 
are  also  charged  directly  to  the  commer¬ 
cial  work.  Items  which  can  be  identified 
directly  with  other  classes  of  work  must 
be  excluded  from  the  expense  pools  if 
items  identifiable  with  government  con¬ 
tracts  are  charged  directly  (see  FAR 
31.202  and  31.203  or  CAS  402). 

c.  Reasonableness.  FAR  31.201-3  de¬ 
fines  reasonableness.  A  cost  may  be  con¬ 
sidered  unreasonable  because  it  was  not 
incurred  in  the  most  cost-effective  man¬ 
ner.  For  example,  the  contractor  may  be 
providing  its  own  guard  service  when 
outside  vendors  may  be  able  to  provide 
the  service  at  a  lesser  cost.  Tests  of 
economy  and  efHciency  are  performed 
during  operations  audit  reviews. 

6-608.4  Penalties  for  Unallowable  Costs 

a.  Statute  and  Regulation.  DFARS 
231.70  implements  10  U.S.C.  2324(a)- 
(d),  which  requires  that  penalties  be  as¬ 
sessed  if  a  contractor  claims  a  cost  in  an 
indirect  cost  settlement  proposal  that  is 
unallowable.  The  DFARS  231.70  applies 
to  DoD  cost-type  and  fixed-price-incen¬ 
tive-fee  con  racts  in  excess  of  $100,000 
issued  after  26  February  1987.  The  1993 
DoD  Authorization  Act  revised  the  pen¬ 
alty  statute  to  state  that  it  applies  only  to 
expressly  unallowable  costs.  The  new  law 
is  applied  to  all  overhead  proposals  sub¬ 
mitted  on  or  after  23  October  1992,  as 
well  as  to  the  proposals  that  were  already 
submitted  but  for  which  an  audit  had  not 
been  formally  initiated.  DFARS  is  being 
revised  to  implement  the  new  law. 

b.  Penalties.  The  penalties  are  assessed 
based  upon  unallowable  costs  being  in¬ 
cluded  in  a  proposal  without  regard  to 
whether  the  government  has  actually 
reimbursed  the  unallowable  costs.  The 
penalties  are  collected  from  the  contrac¬ 
tor  in  addition  to  recovery  of  any  indirect 
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cost  previously  paid  in  excess  of  the  final 
rates.  Even  if  an  audit  report  has  been 
issued  or  the  rates  have  b^n  n^otiated, 
the  government  may  still  assess  a  penalty 
if  it  is  subsequently  determined  that  the 
claim  included  unallowable  cost  subject 
to  the  penalty  provision.  If  such  informa¬ 
tion  b^mes  known  to  DCAA,  it  should 
promptly  be  reported  to  the  contracting 
officer.  It  is  the  initial  subirission  claim¬ 
ing  the  unallowable  costs  that  establishes 
the  contractor’s  liability. 

c.  External  Reviews.  When  an  external 
review  (e.g.,  GAO)  discloses  questionable 
costs,  FaOs  should  assist  contracting 
officers  by  assuring  they  are  aware  of  the 
external  review  results  and  providing  any 
assistance  needed  to  determine  the  appli¬ 
cability  of  penalties. 

d.  Genersd  Responsibilities.  Regardless 
of  whether  the  rates  are  audit-determined 
or  procurement-determined,  the  Aro 
determines  whether  or  not  a  penalty 
should  be  assessed  and  issues  a  demand 
letter  to  the  contractor  for  the  amount 
determined.  The  auditor  is  responsible 
for  making  recommendations  concerning 
the  appropriateness  of  penalties,  and  for 
providing  assistance  in  computation  of 
the  paid  portion  of  the  disallowance  for 
pur^ses  of  interest  computation.  The 
auditor  has  no  authority  to  impose  the 
penalty,  recover  it  against  subsequent 
public  vouchers,  or  recommend  the  sup¬ 
plemental  penalty. 

e.  Definitions 

(1)  Unallowable  costs  are  defined  in 
FAR  31.001.  Specific  criteria  for  deter¬ 
mination  of  allowability  and  accounting 
for  unallowable  costs  appear  in  FAR 
31.201-2  and  31.201-6. 

(2)  “Cost  determined  to  be  unallowable 
before  proposal  submission”  means  (for 
purposes  of  the  second-level  penalty)  that 
the  contractor  had  a  formal  written  deter¬ 
mination  (describing  the  particular  unal¬ 
lowable  costs)  that  became  final  prior  to 
the  submission.  The  DFARS  gives  sever¬ 
al  examples.  The  regulation  specifies  that 
unappealed  DCAA  Form  Is  and  con¬ 
tracting  officer  determinations  constitute 
prior  determinations  of  unallowability. 
Appealed  contracting  officer  determina¬ 
tions  are  final  when  a  board  or  court 
hearing  the  appral  issues  its  final  opin¬ 
ion.  The  final  opinion  must  relate  specifl- 
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cally  to  the  contractor.  Precedents  in¬ 
volving  other  contractors  or  similar  costs 
will  not  be  sufTicient  to  sustain  a  second- 
level  penalty. 

(3)  “Mutually  agreed  to  be  unallowable 
costs”  must  be  specifically  designated  as 
unallowable  by  an  agreement  between  the 
government  and  the  contractor.  General¬ 
ly  the  agreement  would  be  in  writing  and 
describe  the  costs  in  sufficient  detail  to 
conclusively  identify  the  costs  in  future 
proposals  or  claims.  Mere  agreement  or 
concession  by  the  contractor  to  a  reduced 
overhead  rate  in  the  settlement  process 
does  not  constitute  agreement  on  the 
treatment  of  specific  elements  of  cost, 
unless  those  elements  of  cost  are  specifi¬ 
cally  identified  in  the  agreement  and 
determined  to  be  unallowable  costs. 

(4)  The  term  “expressly  unallowable 
costs,”  as  it  is  used  in  the  penalty  regula¬ 
tion  effective  23  October  1992,  includes 
only  those  costs  that  are  expressly  unal¬ 
lowable  under  a  FAR  or  DFARS  cost 
principle  (FAR/DFARS  Section  31.205). 
It  does  not  include  any  costs  that  are 
unallowable  because  they  violate  a  regu¬ 
lation  or  contract  term  unless  such  regu¬ 
lation  or  contract  term  is  also  included  in 
the  cost  principles. 

f.  Audit  R^uirements 

(1)  The  auditor  should  request  that  the 
contractor  identify  all  contracts  that  con¬ 
tain  or  should  contain  the  penalty  clause 
in  the  submitted  schedule  of  auditable 
contracts.  Absence  of  the  penalty  clause 
in  a  contract  does  not  prevent  the  govern¬ 
ment  from  assessing  the  penalty.  A  con¬ 
tractor  is  bound  by  the  required  clause 
even  though  the  clause  is  inadvertently 
omitted,  l^ause  the  statute  makes  it  a 
mandatory  clause. 

(2)  The  penalty  statute  and  implement¬ 
ing  regulations  do  not  flow  down  to 
subcontracts.  Auditors  should  not  recom¬ 
mend  penalties  for  subcontracts  even 
thou^  their  prime  contracts  include  the 
penalty  clause. 

(3)  When  a  contractor  division  submits 
an  indirect  cost  settlement  proposal  that 
includes  unallowable  costs  subject  to  pen¬ 
alty,  any  such  costs  allocated  to  interdivi- 
sional  work  performed  under  another 
division’s  covered  contracts  are  also  sub¬ 
ject  to  penalty. 
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(4)  The  corporate  indirect  cost  submis¬ 
sions  include  home  office  expenses  allo¬ 
cable  to  the  divisions.  Each  divisions 
allocable  portion  of  the  home  office  ex¬ 
penses  are  also  included  in  the  division’s 
incurred  cost  submission.  Since  the  divi¬ 
sions  have  the  contracts  that  include  the 
penalty  clause,  the  penalty  recommenda¬ 
tion  on  the  allocated  home  office  ex¬ 
penses  should  be  made  in  the  audit  report 
on  the  division’s  annual  incurred  costs. 
To  assist  the  divisional  auditor  in  making 
penalty  recommendations,  the  corporate 
auditor  should  identify  those  costs  sub¬ 
ject  to  penalty  in  the  corporate  audit 
report. 

(5)  If  the  contractor  has  contracts  that 
contain  or  should  contain  the  penalty 
clause,  the  auditor  must  expand  the  re¬ 
port  to  specifically  identify  questioned 
costs  that  are  subject  to  the  first  and 
second  penalty  levels.  The  exhibit  note 
should  contain  suf^cient  information  to 
show  the  factual  basis  for  the  penalty 
recommended.  If  a  second-level  penalty 
is  recommended,  the  report  should  cite 
the  specific  prior  determination  relied 
upon  for  the  recommended  penalty.  The 
reporting  objective  is  to  provide  the  ACO 
with  the  information  necessary  to  deter¬ 
mine  which  unallowable  costs  are  subject 
to  penalties  and  to  allocate  the  penalties 
to  covered  contracts.  Since  the  ACO 
determines  whether  a  penalty  is  to  be 
imposed,  the  auditor  should  not  calculate 
the  amount  of  penalty  until  requested  by 
the  ACO. 

(6)  Reporting  requirements  are  further 
discussed  in  10-500.  Sample  paragraphs 
to  include  in  the  summary  of  audit  results 
appear  in  10-504.4c,  and  the  required  I 
information  to  include  in  the  exhibits 
and  schedules  is  discussed  in  i0-505f  and 
g.  An  exhibit  should  be  included  identi¬ 
fying  questioned  costs  by  penalty  level, 
amount,  and  percent  of  base  subject  to 
penalty  (see  Figure  10-5-3).  To  assist  in 
the  application  of  penalties  for  unallowa¬ 
ble  home  office  ex^nses,  the  audit  report 
on  the  corporate  costs  ^ould  include  a 
schedule  showing  the  costs  subject  to 
penalty  for  each  division  (an  example  is 
included  in  Figure  10-5-4).  The  e^ibit 
listing  all  auditable  contracts  should 
identify  those  contracts  that  contain  or 
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should  contain  the  DFARS  penalty 
clause. 

g.  Computation  of  Penalty.  When  the 
ACO  advises  the  auditor  of  his  or  her 
decision  on  disposition  of  a  recommend¬ 
ed  penalty,  the  auditor  should  provide 
assistance,  as  requested,  to  calculate  the 
actual  penalties  to  be  assessed  to  applica¬ 
ble  contracts  including  the  recommended 
period,  rate,  and  base  for  assessment  of 
interest  using  data  gathered  during  the 
audit  of  the  final  rate  settlement  propos¬ 
al. 

(1)  Cost  Portion  of  Penalty.  The  cost 
portion  of  the  penalty  is  associated  with 
indirect  costs  that  were  proposed  as  part 
of  indirect  cost  pools  to  be  allocated  over 
specified  allocation  bases.  The  penalized 
costs  may  be  expressed  as  a  rate  applica¬ 
ble  to  the  same  allocation  bases.  Calcula¬ 
tion  of  the  assessed  penal^  requires 
identification  of  the  portion  of  the  alloca¬ 
tion  bases  applicable  to  contracts  with 
the  penalty  clause. 

(2)  Interest  Portion  of  Penalty.  In  cal¬ 
culating  the  interest  portion  of  the  penal¬ 
ty  consider  the  following: 

(a)  Period.  If  the  unallowable  costs 
were  incurred  and  paid  evenly  over  the 
fiscal  year,  calculate  the  applicable  inter¬ 
est  assuming  all  unallowable  costs  were 
paid  at  the  midpoint.  If  the  unallowable 
costs  were  not  incurred  and  paid  evenly 
over  the  year,  the  interest  would  have  to 
be  computed  using  weighted  average 
techniques.  If  a  demand  letter  was  issued 
by  the  ACO,  interest  should  not  be  com¬ 
puted  after  the  date  of  the  letter  or  the 
date  of  repayment  by  the  contractor, 
whichever  is  earlier.  The  ACO  uses  dif¬ 
ferent  interest  calculation  procedures  for 
the  time  period  after  the  demand  letter  is 
issued. 

(b)  Rate.  The  rate  specified  by  the 
Secretary  of  the  Treasury  according  to 
Public  Law  92-41  Cost  of  Money  rate)  is 
the  interest  rate  to  be  used.  If  the  end 
point  of  the  interest  computation  period 
IS  unknown  at  the  time  the  auditor  is 
making  the  calculation,  provide  the  inter¬ 
est  incurred  to  the  end  of  the  current 
month  and  the  monthly  interest  rate 
applicable  to  the  outstanding  balance  of 
paid  penalized  costs  so  that  the  ACO  may 
adjust  the  calculations  as  necessary  when 
the  ending  date  is  known. 


(c)  Base.  The  base  subject  to  interest 
pen^ty  depends  on  the  amount  of  penal¬ 
ized  indirect  cost  that  has  been  paid  by 
the  government.  If  the  total  amount  of 
interim  billings  paid  for  the  period  is  less 
than  the  total  claimed  indirect  expenses, 
assume  the  contractor  was  reimbursed 
for  its  incurred  indirect  expenses  in  the 
following  order: 

(i)  the  allowable  indirect  costs  agreed 
upon  in  the  final  rate  settlement, 

(ii)  costs  disallowed  from  the  contrac¬ 
tor’s  rates  as  part  of  the  settlement  pro¬ 
cess  that  are  not  subject  to  a  penalty,  and 

(iii)  costs  disallowed  in  the  rate  deter¬ 
mination  that  are  subject  to  penalty. 

h.  Recommendation  of  Penalties  Based 
on  Statistical  Sampling  Review.  If  a  sta¬ 
tistical  sampling  application  used  to 
project  questioned  cost  includes  unallow¬ 
able  costs  subject  to  the  penalty,  the 
portion  of  the  sample  subject  to  penalty 
will  be  projected  to  determine  the  ques¬ 
tioned  costs  subject  to  penalty.  The  total 
recommended  costs  subject  to  penalty 
should  be  the  point  estimate  of  that 
projection.  Audit  report  presentation  of 
statistical  sampling  results  should  be  in 
accordance  with  4-605. 

i.  Voluntary  Management  Reductions. 

A  contractor  may  not  avoid  a  penalty  by 
applying  a  voluntary  management  reduc¬ 
tion  that  does  not  specifically  identify  the 
unallowable  costs  excluded  from  the  pro- 
po^  (see  CAM  6-604.2).  I 

j.  Multi-year  Submissions.  The  facts 
that  the  contractor  knew  or  should  have 
known  at  the  submission  date  determine 
the  penalty  level  to  be  recommended  for 
a  final  indirect  rate  proposal.  If  a  contrac¬ 
tor  has  submitted  one  or  more  subse¬ 
quent  year’s  indirect  cost  proposals  be¬ 
fore  the  determination  of  unallowability 
on  an  earlier  year’s  proposal,  only  the 
first  level  pen^ty  would  apply  to  those 
later  years’  proposals  if  they  contain  the 
same  costs  that  are  ultimately  deter¬ 
mined  to  be  unallowable  for  the  earlier 
year.  A  determination  or  agreement  must 
be  made  before  the  submission  of  a 
proposal  that  a  cost  is  unallowable  for 
that  contractor,  for  the  second  level  of 
penalty  to  be  applicable. 
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6-608.S  Specific  Provisions  Prior  to  23 
October  1992 

a.  Level  of  Penalties.  There  are  three 
levels  of  penalties  to  be  assessed; 

(1)  The  first  level  penalty  applies  to 
any  cost  that  is  unallowable  based  on 
clear  and  convincing  evidence.  This  pen¬ 
alty  is  equal  to  the  amount  of  the  disal¬ 
lowed  cost  plus  interest  on  any  such  cost 
which  was  paid  to  the  contractor. 

(2)  The  second-level  penalty  applies  to 
a  cost  subject  to  the  first  level  penalty 
which  was  determined  to  be  unallowable 
before  the  indirect  cost  proposal  submis¬ 
sion.  Tliis  penalty  is  equal  to  twice  the 
amount  of  such  disallowed  cost  and  is  in 
addition  to  the  first  level  penalty.  The 
total  penalties  applied  to  such  costs 
would  equal  three  times  the  amount  of 
the  disallowed  costs  plus  interest  on  the 
amount  actually  paid. 

(3)  The  third  penalty  may  be  applied  to 
any  final  indirect  cost  settlement  propos¬ 
al  subject  to  the  first  or  second  level  of 
penalty.  It  is  assessed  in  an  amount  up  to 
$10,000  as  a  supplement  to  the  other 
penalties. 

b.  Standard  of  Evidence  for  Unallowa¬ 
ble  Costs 

(1)  Standards  of  evidence  are  standards 
set  for  court  bearings  or  appeals  to  define 
the  de^ee  of  certainty  required  to  sustain 
a  verdict  on  an  issue.  For  most  audit 
issues  the  auditor  must  meet  the  standard 
of  “preponderance  of  the  evidence”  to 
sustain  questioning  a  cost.  This  means 
that  someone  reviewing  the  evidence 
would  be  more  likely  to  agree  with  the 
audit  position  than  the  contractor  posi¬ 
tion  in  a  dispute  on  the  issue.  In  essence 
this  standard  requires  that  the  weight  of 
the  evidence  should  be  greater  on  the 
audit  side  than  on  the  contractor’s  side. 

(2)  “Clear  and  convincing”  evidence  is 
a  higher  standard  than  the  “preponder¬ 
ance  of  the  evidence,”  but  is  a  lower 
standard  than  “beyond  a  reasonable 
doubt”  used  in  criminal  proceedings. 
Characteristics  of  an  audit  position  based 
on  “clear  and  convincing”  evidence 
would  include  a  high  probability  that  the 
questioned  costs  would  be  sustained  if 
appealed  and  generally  be  reflective  of 
evidence  which  a  reasonable  person 
would  accept  as  determinative  on  its  face; 


evidence  which,  if  accepted  as  accurate, 
would  require  no  further  explanation  for 
a  reviewer  to  determine  the  appropriate 
outcome.  A  close  judgment  call  or  “gray 
area”  will  not  meet  the  test. 

c.  Contractor  Errors  and  Withdrawals 

(1)  Neither  the  law  nor  the  r^ulation 
provides  an  exception  for  unallowable 
costs  included  by  mistake.  The  auditor 
must  recommend  any  penalty  which 
would  be  applicable  to  an  unallowable 
cost  claimed  in  an  indirect  cost  settle¬ 
ment  proposal  even  if  the  cost  was  in¬ 
cluded  as  the  result  of  a  clerical  or  other 
inadvertent  error.  The  penalty  is  based 
on  the  claim  itself,  not  the  intention  of 
the  contractor  in  making  the  claim.  The 
law  and  regulation  specifically  state  that 
these  pen^ties  are  in  addition  to  any 
other  penalties  associated  with  the  disal¬ 
lowed  costs,  e.g.,  fraud  penalties.  When  it 
is  obvious  that  a  submission  contains  an 
error  which  results  in  the  inclusion  of  an 
unallowable  cost  in  the  final  indirect  cost 
claim,  the  error  should  be  described  in 
the  audit  report  with  sufficient  detail  to 
allow  the  contracting  officer  to  determine 
if  the  error  resulted  in  an  increased  claim 
against  the  government. 

(2)  A  contractor  may  not  avoid  a 
pen^ty  on  a  cost  claimed  in  a  final 
indirect  cost  proposal  by  withdrawing  the 
submission,  removing  the  unallowable 
cost,  and  resubmitting  it.  The  auditor 
should  review  any  costs  removed  by  a 
contractor  in  a  subsequent  proposal  sub¬ 
mission  for  costs  subject  to  penalty  and 
recommend  applicable  penalties  for  any 
contractor  removed  costs  as  part  of  the 
audit  report  on  the  final  submission. 

6-608.6  Specific  Provisions  on  w  After 
23  October  1992 

a.  Level  of  Penalties.  There  are  two 
levels  of  penalties  to  be  assessed: 

(1)  The  first  level  penalty  applies  to 
costs  that  are  expressly  unallowable.  This 
penalty  is  equal  to  the  amount  of  express¬ 
ly  unallowable  costs  plus  interest  on  such 
costs  which  were  paid  to  the  contractor. 

(2)  The  second-level  penalty  applies  to 
costs  which  were  determined  to  be  unal¬ 
lowable  before  the  indirect  cost  settle¬ 
ment  proposal  submission.  This  penalty 
is  equal  to  twice  the  amount  of  such 
disallowed  costs. 
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b.  Standard  of  Evidence  for  Unaiiowa- 
ble  Costs.  Costs  must  be  expressly  unal¬ 
lowable  under  a  specific  FAR  or  DFARS 
cost  principle  or  mutually  agreed  to  be 
unallowable  to  apply  the  penalty.  Costs 
that  are  unallowable  solely  because  they 
are  unreasonable  or  unallocable  do  not 
meet  the  standard  under  the  new  law. 

c.  Waiver  of  Penalty.  ACOs  may  waive 
l^nalties  in  any  of  the  following  situa¬ 
tions: 

(1)  The  contractor  withdraws  an  over¬ 
head  proposal  before  the  formal  initia¬ 
tion  of  an  audit  and  the  contractor  sub¬ 
mits  a  revised  proposal; 

(2)  The  amount  of  unallowable  costs 
under  the  proposal  that  are  subject  to  the 
penalty  is  $10,000  or  less;  or 

(3)  The  contractor  demonstrates,  to  the 
co^izant  ACO’s  satisfaction,  that  the 
cost  was  an  inadvertent  error  and  that  the 
contractor  has  established  an  adequate 
internal  control  system  to  prevent  the 
inclusion  of  expressly  unallowable  costs 
in  its  final  overhead  proposals.  The  fol¬ 
lowing  items  should  be  taken  into  consid¬ 
eration  in  reviewing  the  contractor’s 
demonstration: 

(a)  The  contractor  has  established  an 
adequate  internal  control  structure  that 
provides  assurances  that  unallowable 
costs  subject  to  penalties  are  not  included 
in  the  incurred  cost  proposals  (this  could 
also  include  satisfactory  participation  in 
self-governance  programs);  and 

(b)  The  unallowable  costs  subject  to  the 
penalty  were  inadvertently  incorporated 
into  the  proposal;  that  is,  their  inclusion 
resulted  from  an  unintentional  error, 
notwithstanding  the  exercise  of  due  care. 

d.  Formal  Initiation  of  Audit.  The  new 
law  permits  the  contractor  to  withdraw 
its  overhead  submission  and  avoid  penal¬ 
ty  if  such  withdrawal  is  before  the  lormal 
initiation  of  an  audit.  An  audit  is  consid¬ 
ered  formally  initiated  if  one  of  the 
following  conditions  exists. 

(1)  It  is  communicated  to  the  contrac¬ 
tor  in  writing  that  audit  work  has  started. 

(2)  An  entrance  conference  was  held. 

(3)  Field  work  was  initiated.  This  ap¬ 
plies  even  if  the  audit  work  was  stait^ 
on  only  one  element  of  the  overhead 
costs,  e.g.,  travel,  pension,  and  compen¬ 
sation. 
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(4)  Other  verifiable  evidence  exists  that 
an  audit  was  initiated  and  the  contractor 
was  aware  of  that  fact.  Verifiable  evi¬ 
dence  includes  dated  letters  to  the  con¬ 
tractor  requesting  information  pertaining 
to  a  claimed  cost  or  responses  from  the 
contractor  to  such  requests. 

e.  Evidence  of  Form^  Audit  Initiation. 
The  key  element  for  the  formal  initiation 
of  an  audit  is  the  existence  of  verifiable 
evidence  that  the  contractor  is  aware  that 
an  audit  has  begun.  FAOs  should  advise 
the  contractor  that  the  preliminary  audit 
work  has  begun  in  a  letter  confirming  the 
scheduled  entrance  conference. 

6-609  Veriiicatioii  of  Allocation 
(Activity)  Base  and  Pool 

Guidance  on  the  selection  of  the  alloca¬ 
tion  (activity)  bases  is  in  6-606.  Guidance 
on  the  review  of  the  costs  included  in 
these  bases  (labor,  material,  other  direct 
costs,  and  indirect  costs)  is  in  this  and  the 
following  sections  of  this  manual:  6-400, 
6-300, 6-500,  and  6-608.  Guidance  on  the 
policies,  procedures,  and  internal  con¬ 
trols  is  in  Chapter  5  (accounting  system, 
allocation  methods,  preparation  of  sub¬ 
missions,  etc.).  Guidance  on  the  verifica¬ 
tion  of  the  base  and  pool  is  provided  in 
this  section. 

6-609.1  ReconcUiatioo  to  Records 

The  auditor  should  review  incurred 
cost  submissions  to  verify  that  the  costs 
claimed  reconcile  to  the  contractor’s  job 
cost  subsidiary  ledgers  or  other  compara¬ 
ble  records  by  major  cost  element  (mate¬ 
rial,  subcontracts,  intracompany  charges, 
other  purchases,  labor,  indirect,  other 
charges  and  credits,  etc.).  The  subsidiary 
ledgers  should  be  reconciled  to  genend 
ledger  control  accounts,  certified  finan¬ 
cial  statements,  labor  reports,  tax  returns, 
factory  records,  depreciation  schedules, 
and  any  other  financial,  statistical,  or 
management  reports  or  records  which 
will  provide  assurance  that  the  costs  have 
been  properly  presented.  Accomplish¬ 
ment  of  this  review  satisfies  MAAR  No. 
2  and  a  portion  of  MAAR  No.  14. 
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6-609.2  Verification  of  the  Base 

Completion  of  the  following  reviews  in 
conjunction  with  6-609.1  above  will  sat¬ 
isfy  MAAR  No.  14. 

a.  The  auditor  must  be  assured  that  the 
costs  (or  hours  or  other  factors)  included 
in  the  activity  base  comprise  aU  costs  (or 
hours  or  other  factors)  contemplated 
when  the  base  was  selected,  and  no  other. 
For  example: 

(1)  If  direct  labor  cost  is  selected  as  a 
base  for  distribution  of  manufacturing 
overhead,  the  following  items  should  be 
considered:  Is  the  total  overtime  pay  to 
be  included  or  is  the  base  to  include 
straight-time  pay  only?  If  the  company 
pays  a  bonus  for  night  shift  work,  is  this 
bonus  included  in  the  base?  Does  off-site 
labor  take  a  full  share  of  the  allocation?  Is 
“purchased  labor”  in  the  base,  if  worked 
at  the  contractor’s  plant?  If  worked  at  the 
vendor’s  plant?  Is  premium  pay  for  haz¬ 
ardous  duty  excluded? 

(2)  Does  the  base  for  distribution  of 
home  office  expenses  include  the  activity 
of  subsidiary  companies  (domestic  and 
foreign)  when  applicable? 

(3)  Has  the  contractor  charged  salaries 
or  wages  of  engineering  ptersonnel  devot¬ 
ed  to  its  own  engineering  projects  to 
overhead  accounts,  or  otherwise  excluded 
them  from  engineering  direct  labor 
bases?  If  so,  such  costs  should  be  reclassi¬ 
fied  to  the  direct  engineering  labor  base. 

(4)  For  CAS-covered  contractors,  a 
comparison  should  be  made  with  the 
Disclosure  Statement,  section  4,  to  assure 
the  adequacy  of  the  description  of  the 
bases.  Disclosure  Statement  inadequacies 
and  noncompliances  should  be  reported 
in  accordance  with  the  guidance  in  8- 
208g  and  8-302.7,  respectively. 

b.  Composition  of  the  bases  should  be 
compared  with  the  preceding  period.  If 
there  are  differences,  the  efiect  of  the 
changes  should  be  determined  and  the 
reasonableness  and  equity  of  the  results 
evaluated. 

c.  Once  an  appropriate  base  for  distrib¬ 
uting  indirect  costs  has  been  accepted,  it 
should  not  be  fragmented  by  removing 
individual  elements.  All  items  properly 
includable  in  an  indirect  cost  base  should 
bear  a  pro  rata  share  of  indirect  costs 
irrespective  of  their  acceptance  as  gov- 
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emment  contract  costs  (FAR  31.203(c)). 
For  example,  unallowable  overhead 
costs,  including  those  voluntarily  deleted 
by  the  contractor,  must  remain  in  the 
cost  input  base  so  that  they  absorb  their 
portion  of  the  G&A  cost. 

d.  The  portion  of  the  base  which  ap¬ 
plies  to  cost-type  government  contracts 
should  be  reconciled  with  the  contrac¬ 
tor’s  billings  (interim  and  Hnal  reim¬ 
bursement  claims).  This  is  significant 
because  the  adjustments  resulting  from 
the  determination  of  actual  indirect  costs 
will  be  based  on  the  data  contained  in  the 
claims  submitted  (see  6-1000  for  guid¬ 
ance  on  interim  and  final  reimbursement 
claims).  The  preparation  of  cumulative 
cost  summaries  will  facilitate  this  recon¬ 
ciliation.  These  cumulative  cost  summar¬ 
ies  should  be  provided  with  the  contrac¬ 
tor’s  indirect  expense  proposal. 

e.  Movement  to  an  ACMS  (see  14-800) 
can  encompass  the  use  of  new  types  of 
allocation  bases  (see  6-606.3).  During 
review  of  an  allocation  base,  determine 
what  the  base  measures  (resource  con¬ 
sumption,  output),  and  then  determine  if 
the  contractor  is  capable  of  objectively 
measuring  the  base  now  and  in  the  fu¬ 
ture.  Because  the  proposed  base  may 
represent  a  totally  new  method  of  cost 
allocation,  the  contractor  may  not  be  able 
to  support  the  proposed  base  with  accu¬ 
mulate  historical  data.  The  contractor 
may  have  to  support  the  proposed  base 
with  a  combination  of  documentation 
such  as  production  projections,  historical 
data,  employee  interviews,  manufacturer 
machine  capability  and  specifications, 
and  engineering  analyses.  Auditors 
should  M  open  to  veriflable  forms  of 
documentation  which  may  be  generated 
by  the  new  system.  Next,  determine  if  the 
base  provides  for  an  equitable  distribu¬ 
tion  of  cost  and  if  there  is  a  beneficial  or 
causal  relationship  between  the  pool  and 
the  base.  Given  the  evolution  to  a  strong 
technological  orientation,  the  auditor 
may  require  technical  assistance  in  evalu¬ 
ating  the  appropriateness  of  the  proposed 
allocation  bases.  For  example,  one  con¬ 
tractor  proposed  to  allocate  fabrication 
costs  on  operation  movements.  The  oper¬ 
ation  movements  encompassed  functions 
which  varied  in  difliculty  and  process 
time.  However,  with  technical  assistance 
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it  was  determined  that  operation  move¬ 
ments  were  an  equitable  base. 

6-610  Verificntion  of  Rate 
Calculation  and  Indirect  Cost 
Distribution 

6-610.1  General  Guidance 

a.  When  the  indirect  cost  pools  have 
been  verified  and  the  activity  bases  for 
distribution  have  been  accepted,  the  au¬ 
ditor  should  then  verify  the  accuracy  of 
the  rate  calculation  and  the  distribution 
of  indirect  costs  to  government  contracts. 
Completion  of  this  review  satisfies 
MAAR  No.  19. 

b.  Contractors  may  develop  indirect 
cost  rates  (pool/base)  for  application  to 
the  contract  base,  or  may  distribute  indi¬ 
rect  cost  on  a  percentage  basis  (contract 
base/total  base).  Both  methods  produce 
the  same  results.  There  is  no  specific 
criterion  for  the  number  of  decimal 
places  by  which  to  extend  the  rate.  Gen¬ 
erally,  rates  are  extended  to  two  places 
past  the  decimal  point;  however,  if  the 
costs  are  significant,  the  rates  may  need 
to  be  extended  further. 

6-610.2  Quick  (Early)  Closeout 
Procedures  (See  6-1009) 

a.  During  the  course  of  a  fiscal  period, 
many  contractors  perform  numerous 
government  contracts  as  a  continuing 


part  of  their  activities.  The  direct  and 
indirect  costs  incurred  on  an  individual 
contract  in  the  last  fiscal  period  of  its 
performance  may  be  relatively  small  in 
amount,  particularly  if  the  contract  is 
physically  completed  in  the  early  portion 
of  the  fiscal  period.  In  such  cases  it  is 
generally  mutuaUy  advantageous  to  the 
government  and  the  contractor  to  expe¬ 
dite  the  indirect  cost  settlement  and  close 
such  contracts  as  soon  as  possible  with¬ 
out  waiting  until  after  the  end  of  the 
fiscal  period  and  the  subsequent  final 
determination  or  negotiation  of  indirect 
cost  rates  for  the  entire  period.  Certain 
special  conditions  and  r^uirements  for 
closing  terminated  and  completed  cost- 
reimbinsement  type  contracts  on  an  ex¬ 
pedited  basis  are  presented  in  12-407 
and6-711,  respectively. 

b.  Because  of  the  small  amount  of 
contract  costs  involved,  the  use  of  these 
procedures  should  result  in  only  an  insig¬ 
nificant  difference  in  the  amount  of  indi¬ 
rect  cost  applied  to  the  contract  for  the 
closeout  period  as  compared  with  the 
amount  which  would  have  been  applied 
if  the  contract  were  not  closed  until  after 
the  annual  or  other  periodic  rate  was 
established.  Consequently,  except  as  stat¬ 
ed  in  paragraph  12-407,  no  adjustment  to 
compensate  for  any  such  difference  need 
be  made  in  computing  the  periodic  indi¬ 
rect  cost  rate  to  be  applied  to  other 
contracts  performed  during  the  period. 
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6-700  Section  7  —  Administrative  Procedures  for  Establishing  Indirect  Costs 


6-701  Introduction 

This  section  describes  the  administra¬ 
tive  methods  and  procedures  commonly 
used  to  establish  interim  billing  rates  and 
final  indirect  cost  rates.  Because  indirect 
costs  can  only  be  definitely  established  at 
the  end  of  the  contractor’s  fiscal  account¬ 
ing  period,  special  procedures  are  needed 
to  reimburse  contractors  on  an  interim 
basis  for  the  approximate  indirect  costs 
incurred  and  then  to  finalize  the  indirect 
cost  rates  after  the  end  of  the  contractor’s 
accounting  period. 

6-702  Definition  of  Terms 

a.  The  term  indirect  cost  means  any 
cost  not  directly  identified  with  a  single 
final  cost  objective  (i.e.,  a  function,  con¬ 
tract  or  other  work  unit  for  which  cost 
data  is  measured),  but  identified  with 
two  or  more  final  cost  objectives  or  an 
intermediate  cost  objective.  It  includes, 
but  is  not  limited  to,  the  general  groups 
of  indirect  cost  such  as  those  generated  in 
manufacturing  departments,  engineering 
departments,  tooling  departments,  gener¬ 
al  and  administration  departments  and, 
if  applicable,  indirect  costs  accumulated 
by  cost  centers  under  these  general 
groups.  For  contractors  using  fund  ac¬ 
counting  systems  (mainly  educational  in¬ 
stitutions),  the  term  includes,  but  is  not 
limited  to,  the  general  groups  of  expenses 
such  as  general  administration  and  gener¬ 
al  expenses,  maintenance  and  operation 
of  physical  plant,  library  expenses  and 
use  chaiges  for  buildings  and  equipment. 
(See  FAR  31.203  for  further  discussion  of 
indirect  costs.) 

b.  The  term  final  indirect  cost  rate 
means  a  percentage  or  dollar  factor  which 
expresses  the  ratio  of  the  allowable  indi¬ 
rect  expenses  to  the  direct  labor,  manu¬ 
facturing  cost,  cost  incurred  or  other 
appropriate  base  for  the  contractor’s  fis¬ 
cal  period  customarily  used  for  the  com¬ 
putation  of  indirect  cost  rates.  Unless 
subject  to  a  qualification  related  to  an 
ASBCA  case  or  similar  item,  once  estab¬ 
lished  and  agreed  upon  by  the  govern¬ 
ment  and  the  contractor,  an  indirect  cost 


rate  is  not  subject  to  change.  Final  indi¬ 
rect  cost  rates  are  usually  established 
after  the  close  of  the  applicable  fiscal 
period  under  one  of  the  methods  de¬ 
scribed  in  6-703. 

c.  A  billing  rate  is  an  indirect  cost  rate 
established  temporarily  for  interim  reim¬ 
bursement  of  incurred  indirect  costs  and 
is  adjusted  as  necessaiy  pending  estab¬ 
lishment  of  the  final  indirect  cost  rates. 
Billing  rates  are  intended  to  approximate 
the  expected  final  rates.  The  contracting 
officer  or  auditor  responsible  for  deter¬ 
mining  the  final  indirect  cost  rates  ordi¬ 
narily  will  also  be  responsible  for  deter¬ 
mining  the  billing  rates. 

6-703  Approaches  to  Establish 
Indirect  Costs 

In  general,  billing  rates  and  final  indi¬ 
rect  cost  rates  are  used  in  reimbursing 
indirect  costs  under  cost-reimbursement 
contracts  and  in  determining  progress 
payments  under  fixed-price  contracts. 
Except  for  cost-sharing  contracts,  con¬ 
tracts  with  rate  ceilings,  and  use  of  the 
quick-closeout  procedures  (see  6-711.1), 
methods  commonly  used  to  establish 
indirect  costs  are  as  follows: 

a.  By  Audit  Determination-The  actual 
final  indirect  cost  rates  are  determined  by 
the  auditor  as  a  result  of  audit.  Under 
this  method,  the  auditor’s  determination 
is  definitive,  subject  to  the  appeal  proce¬ 
dures  available  to  the  contractor.  The 
procedures  for  audit  determination  are  in 
FAR  42.705-2mFARS  242.705-2. 

b.  By  Contracting  Officer  Determina¬ 
tion-The  final  indirect  rates  are  arrived  at 
by  negotiation  between  the  government 
and  the  contractor  based  on  a  proposal 
submitted  by  the  contractor  and  an  advi¬ 
sory  indirect  cost  audit  report  issued  by 
the  contract  auditor.  The  locations  at 
which  rates  will  be  determined  by  con¬ 
tracting  officers,  the  procedures  for  the 
conduct  of  negotiations  and  the  applica¬ 
ble  contract  clauses  are  stated  in  FAR 
42.705-1/DFARS  242.705-1. 

c.  As  an  alternative  to  b.  above,  re¬ 
search  contracts  with  educational  institu¬ 
tions  may  provide  for  predetermined 
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fixed  rates  and/or  negotiated  fixed  rates 
with  carryforward  provisions.  As  in  b. 
above,  the  rates  are  established  by  negoti¬ 
ation  and  contractual  agreement  between 
the  government  and  the  contractor  to 
cover  a  specified  future  period  (see  Chap¬ 
ter  13). 

6-703.1  The  DoD  Approach 

Until  August  1985,  each  DoD  contract 
would,  by  its  terms,  prescribe  the  method 
(usually  either  audit  determined  or  nego¬ 
tiated  indirect  cost  rates)  to  be  used  in 
reimbursing  the  contractor  for  its  indirect 
costs.  At  that  time  authority  and  respon¬ 
sibility  for  settling  all  DoD  final  indirect 
cost  rates  (except  those  related  to  educa¬ 
tional  institutions,  nonprofit  organiza¬ 
tions,  and  state  or  local  governments) 
were  transferred  to  E>CAA.  In  June  1988, 
responsibility  for  settling  final  indirect 
cost  rates  at  major  contractor  locations 
was  returned  to  contracting  officers.  Pro¬ 
cedures  for  establishing  indirect  cost 
rates  for  DoD  contracts  related  to  educa¬ 
tional  institutions,  nonprofit  organiza¬ 
tions,  and  state  or  local  governments  are 
in  FAR  42.705-3  through  42.705-5.  Es¬ 
sentially,  these  rates  are  established  by 
contracting  officer  negotiation  using  ap¬ 
plicable  Office  of  Management  and  Bud¬ 
get  guidelines. 

6-703.2  Noo-DoD  Procedures 

FAR  42.7  provides  that  final  indirect 
cost  rates  on  non-DoD  contracts  will  be 
established  by  either  audit  determination 
or  contracting  officer  negotiation  as  pro¬ 
vided  by  the  terms  of  the  applicable 
contract.  Audit  recommendations  con¬ 
cerning  non-DoD  contracts  are  usually 
advisory  in  nature  as  most  of  these 
contracts  give  the  contracting  officer  re¬ 
sponsibility  for  establishing  the  final  in¬ 
direct  cost  rates.  The  guidance  in  10-21 1 
and  10-507C  pertaining  to  the  distribu¬ 
tion  of  indirect  cost  audit  reports  should 
be  followed  to  ensure  that  all  interested 
non-DoD  p^ies  receive  a  copy  of  the 
report.  Additional  comments  on  special 
administrative  procedures  related  to  non- 
DoD  agencies  are  given  at  15-100. 


6-704  Applicability  by  Contract  Type 

6-704.1  Cost-Reimbursement  Contracts 

a.  Cost-reimbursement  contracts  pro¬ 
vide  for  payment  of  the  allowable  in¬ 
curred  costs  (including  interim/final  indi¬ 
rect  costs)  to  the  extent  prescribed  in  the 
contract.  These  type  contracts  establish 
an  estimate  of  to^  cost  for  obligating 
funds,  which  also  serves  as  a  ceiling  that 
the  contractor  may  not  exceed  (except  at 
its  own  risk)  without  the  approval  of  the 
contracting  officer.  These  contract  provi¬ 
sions  are  set  forth  in  an  “Allowable  Cost 
and  Payment”  clause  (FAR  52.216-7)  as 
provided  in  FAR  16.307.  A  major  por¬ 
tion  of  this  clause  discusses  the  adminis¬ 
trative  procedures  to  be  used  in  paying 
interim  indirect  costs  and  establishii^ 
final  indirect  cost  rates.  In  general,  this 
portion  of  the  clause  provides  that: 

(1)  Final  indirect  cost  rates  will  be 
established  as  detailed  in  FAR  42.7. 

(2)  The  contractor  shall  submit  within 
90  days  after  the  close  of  its  fiscal  year, 
its  proposed  final  indirect  cost  rates 
bas<^  on  its  actual  cost  experience  for 
that  period. 

(3)  Once  agreement  is  reached,  a  writ¬ 
ten  understanding  shall  be  executed  set¬ 
ting  forth  the  final  rates. 

(4)  If  agreement  is  not  reached  on  the 
final  cost  rates,  this  shall  be  a  dispute 
within  the  meaning  of  the  Disputes 
clause. 

b.  In  addition  to  the  “Allowable  Cost 
and  Payment”  clause,  FAR  42.802  pro¬ 
vides  that  cost-reimbursement  type  con¬ 
tracts  will  also  include  the  clause  at  FAR 
52.242-1,  Notice  of  Intent  to  Disallow 
Costs.  This  clause  gives  the  procedures 
that  can  be  used  in  disallowing  costs  if 
the  government  questions  a  cost. 

c.  Indirect  costs  may  be  reimbursed 
under  cost-type  contracts  either  by  ( 1 )  the 
actual  cost  method  (audit  determina¬ 
tion),  (2)  n^tiated  rate  method  (con¬ 
tracting  officer  determination),  or  (3) 
negotiated  fixed  rates  with  car^orward 
of  under  or  over-recovery  provisions  un¬ 
der  R&D  contracts  with  nonprofit  educa¬ 
tional  institutions  (see  ChaiMer  13).  Un¬ 
der  certain  conditions,  prospective  indi¬ 
rect  cost  fixed  rates  may  be  used  under  a 
cost-sharing  contract.  In  addition,  indi- 
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rect  cost  rates  may  be  negotiated  and 
used  for  stated  periods  of  time  in  deter¬ 
mining  the  amount  of  indirect  expenses 
to  be  included  in  cost  propo^s  for 
negotiated  cost-type  and  fixed-price  type 
contracts,  contract  change  orders,  man- 
month  rates  for  techni^  service  con¬ 
tracts,  and  other  similar  contracts. 

6-704.2  Fixed-Price  Contracts 

The  provisions  of  FAR  42.7  (Indirect 
Cost  Rates)  also  apply  to  fixed-price 
contracts  if  the  contractor  requests  prog¬ 
ress  payments  or  its  fixed-price  contracts 
include  price  adjustment  provisions  (e.g., 
incentive  contracts).  In  these  cases,  the 
billing  and  final  indirect  rates  will  be 
established  using  the  same  administra¬ 
tive  procedures  as  for  cost-reimburse¬ 
ment  contracts. 

6-705  Interim  Reimbursement 

6-705.1  Billing  Rates 

a.  The  government  allows  interim  pay¬ 
ments,  if  authorized  by  the  contract, 
during  contract  performance  by  use  of 
either  SF  1443  (progress  payments)  for 
fixed-price  contracts,  or  by  SF  1034  (pub¬ 
lic  voucher)  for  cost-type  contracts.  The 
contract  itself  will  designate  the  manner 
of  billing.  Reimbursement  of  indirect 
costs  in  these  payments  is  generally  made 
through  billing  rates  that  are  established 
to  approximately  equal  the  expected  final 
indirect  cost  rates.  These  billing  rates  are 
used  for  interim  reimbursement  purposes 
until  settlement  is  reached  on  final  rates 
after  the  end  of  the  contractor’s  fiscal 
year.  Once  the  final  rates  are  established, 
an  adjustment  is  made  for  any  variance 
between  the  billing  and  final  rates.  (Be¬ 
fore  final  rates  are  established,  the  billing 
rates  may  be  prospectively  or  retroactive¬ 
ly  revised  by  mutual  agreement,  at  either 
the  government’s  or  contractor’s  request, 
to  prevent  substantial  overpayment  or 
underpayment.) 

b.  Where  a  change  in  billing  rates  is 
indicated,  prompt  action  should  be  taken 
to  obtain  adjustment.  In  reviewing  any 
proposed  changes  in  billing  rates,  the 
auclitor  must,  of  course,  give  due  consid¬ 
eration  to  any  access  to  records  problems, 
possible  mischarging,  more  recent  indica- 
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tions  of  unacceptable  costs,  etc.  To  sim¬ 
plify  interim  indirect  cost  claim  compu¬ 
tations,  billing  rates  should  be  calculated 
using  the  least  number  of  decimal  places 
that  will  properly  consider  the  impact  of 
the  rates  on  contract  costs.  The  auditor’s 
rate  calculations  will  be  appropriate  to 
the  circumstances  regardless  of  how  the 
contractor  submits  its  rates. 

c.  FAR  42.704  provides  that  the  con¬ 
tracting  officer  or  auditor  responsible  for 
determining  the  ftnal  indirect  cost  rates 
shall  usually  also  be  responsible  for  deter¬ 
mining  the  billing  rates.  In  addition  to 
FAR  42.704,  guidance  related  to  evaluat¬ 
ing  and  establishing  billing  rates  and 
reporting  on  them  is  in  9-704  and  10- 
506.3. 

d.  After  the  end  of  the  contractor’s 
fiscal  year,  the  auditor  needs  to  compare 
the  interim  billing  rates  with  the  year-end 
recorded  allowable  rates  (considering  any 
historical  audit  exceptions)  to  determine 
if  the  billing  rates  need  to  be  adjusted. 
The  auditor  should  not  wait  to  receive 
the  final  indirect  cost  submission  which 
is  not  due  until  90  days  after  the  end  of 
the  fiscal  year  to  make  these  compari¬ 
sons.  At  contractors  where  we  have  a 
resident  or  suboftlce,  the  comparison 
should  be  done  as  soon  as  practicable 
after  the  year-end  closing.  At  smaller 
contractors  where  we  do  not  have  an  in- 
plant  office,  we  should  request  that  the 
Contractor  mail  copies  of  the  summary 
cost  records  showing  the  year-end  record¬ 
ed  allowable  indirect  expense  rates. 
These  records  should  be  verified  during 
the  next  scheduled  field  visit  to  that 
contractor.  After  the  final  indirect  cost 
submission  has  been  received,  the  guid¬ 
ance  contained  in  6-707.3  should  be 
followed. 

6-705.2  AiUHStawat  of  InteriB  ladircct 
Cost  Reimbaseaieflt 

a.  After  the  establishment  of  final  indi¬ 
rect  cost  rates  for  the  period  (see  6-708 
and  6-709),  the  contractor  may  claim 
reimbursement  for  amounts  due  over  and 
above  the  interim  reimbursements  previ¬ 
ously  obtained.  The  reimbursement 
claim  should  be  submitted  on  separate 
public  vouchers  which  should  not  include 
any  other  costs  or  fee.  The  amount  of  the 
adjustment  will  be  shown  on  the  SF  1035 
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(continuation  sheet  for  the  public  vouch¬ 
er)  in  the  “current  period”  column,  and 
the  “cumulative  to  date”  figures  will  be 
adjusted  accordin^y.  (Sm  DCAAP 
7641.58  and  7641.90  for  the  format  to  be 
used  on  the  SF  1035.) 

b.  Where  the  contractor  submits  a 
correctly  computed  reimbursement 
voucher  for  any  additional  amounts  due 
under  the  contract  on  the  basis  of  the 
final  indirect  cost  rates  established  either 
by  negotiation  or  audit  determination, 
the  auditor  will  be  in  a  position  to 
approve  the  adjustment  voucher  as  sub¬ 
mitted  by  the  contractor.  If  the  contrac¬ 
tor  does  not  agree  with  the  established 
final  indirect  cost  rates  and  the  amounts 
claimed  in  its  adjustment  voucher  are  in 
excess  of  the  amounts  acceptable  to  the 
government,  the  auditor  will  then  issue  a 
DCAA  Form  1  in  accordance  with  the 
procedures  in  6-905,  to  effect  adjust¬ 
ments  to  amounts  acceptable  based  on 
the  established  final  indirect  cost  rates. 
Where  final  indirect  cost  rates  are  estab¬ 
lished  by  negotiation  (see  6-703),  the 
DCAA  Form  1  will  be  supported  by  a 
copy  of  the  indirect  cost  rate  agreement 
si^ed  by  the  contractor  and  the  contract¬ 
ile  officer,  or  by  a  copy  of  the  contracting 
officer’s  unilateral  decision  where  the 
parties  fail  to  agr^  (FAR  33.211). 

c.  If  the  total  interim  indirect  cost 
previously  claimed  for  the  period  exceeds 
the  amount  due  pursuant  to  the  final 
indirect  cost,  the  contractor  should  de¬ 
duct  the  excess  from  the  amount  other¬ 
wise  due  on  a  current  public  voucher 
under  the  contract.  The  deduction  must 
be  shown  as  a  separate  figure  in  the 
“current  period”  column  of  the  SF  1035. 
The  cumulative  figures  will  be  adjusted 
in  the  same  manner  as  described  above. 
If  the  contractor  fails  to  make  the  adjust¬ 
ment  within  a  reasonable  time  (usually 
considered  to  be  30  days),  the  auditor 
will  prepare  an  appropriate  DCAA  Form 
1  to  suspend  the  excess. 

6-705 J  RebnbwseiBeot  of  Indirect  Costs 
on  Fixed-Pike  Contracts 

As  with  cost-type  contracts,  the  estab¬ 
lished  billing  rates  (whether  by  negotia¬ 
tion  or  bv  audit  determination)  will  be 
used  by  the  contractor  in  calculating  its 
progress  payments.  Progress  payments. 


however,  are  usually  limited  to  a  stated 
percentage  of  total  cost.  On  establish¬ 
ment  of  the  final  indirect  rates,  little 
additional  effort  is  required  other  than 
ensuring  that  the  total  incurred  cost  to 
date  and  the  estimated  costs  to  complete 
amounts  on  the  next  progress  payment 
request  have  been  properly  adjusted  for 
any  changes  in  the  rates. 

6-706  Indirect  Cost  Certification 

6-706.1  Billing  or  Final  Indirect  Cost 
Rates 

a.  DFARS  242.770-2  requires  DoD 
contractors  to  certify  that  all  costs  includ¬ 
ed  in  a  proposal  to  establish  billing  or 
final  indirect  cost  rates  are  allowable  in 
accordance  with  contract  requirements 
and  DoD  cost  principles.  The  certifica¬ 
tion  requirement  became  effective  on  12 
March  1985  at  the  initiative  of  the  Secre¬ 
tary  of  Defense  and  was  subsequently 
issued  in  its  final  form  by  the  Defense 
Acquisition  Regulatory  Council  on  21 
April  1986  with  an  effective  date  of  14 
April  1986.  The  DoD  Authorization  Act 
of  1986,  Public  Law  99-145,  codified  the 
certification  requirement  at  10  U.S.C. 
2324(hXI).  This  certificate  must  be  sub¬ 
mitted  ^fore  the  proposal  will  be  accept¬ 
ed  by  the  government.  A  new  certificate 
is  required  whenever  the  contractor 
changes  the  proposed  rates  and  submits  a 
revised  proposal.  A  new  certificate  is  not 
required  if  the  contractor  agrees  to  lower 
indirect  rates  as  a  result  of  our  audit  or  a 
previously  certified  proposal.  As  a  result 
of  the  certification  process,  some  contrac¬ 
tors  have  incurred  extraordinary  costs  for 
screening  overhead  costs  prior  to  certify¬ 
ing  their  proposals  (see  7-1909.2). 

b.  Before  beginning  the  audit  or  pro¬ 
ceeding  with  the  settlement  of  submis¬ 
sions  received  prior  to  12  March  1985, 
the  auditor  should  determine  whether  the 
contractor  intends  to  certify  the  final 
costs  at  settlement.  If  the  contractor 
intends  to  certify  at  settlement,  the  audit 
effort  may  be  completed,  the  exit  confer¬ 
ence  held,  and  other  settlement  actions 
accomplished  without  the  certificate. 
However,  no  written  rate  agree¬ 
ment/understanding  should  be  prepay 
and  executed  before  receiving  a  certifi- 
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cate  from  the  contractor.  If  an  uncertified 
proposal  is  accepted  in  error  after  12 
March  198S,  the  auditor  should  immedf- 
ately  request  a  certificate  from  the  con¬ 
tractor.  If  it  is  determined  that  the  con¬ 
tractor  will  not  certify  the  final  rates, 
audit  or  settlement  effort  should  be  dis¬ 
continued  and  the  procedures  in  6-706.  Ic 
should  be  followed. 

c.  If  a  contractor  refuses  or  otherwise 
fails  to  certify  its  proposal  for  billing 
rates,  the  auditor  should  promptly  notify 
the  AGO.  The  auditor  should  request  the 
contractor  to  confirm  its  refusal  in  writ¬ 
ing  and  to  explain  the  reasonf^  for 
refusing  to  certify.  A  refusal  to  certify  will 
be  considered  an  unsatisfactory  condi¬ 
tion  and  be  reported  as  prescribed  in  4- 
803. 

d.  When  a  contractor  does  not  certify 
its  proposal,  DEARS  242.770-4  requires 
the  contracting  oflicer  to  unilaterally  es¬ 
tablish  the  rates.  The  auditor’s  role  is  to 
provide  rate  recommendations  which 
preclude  reimbursement  of  potentially 
unallowable  costs.  In  arriving  at  his/her 
rate  recommendations,  the  auditor  may 
use  audited  historical  data,  such  as  per¬ 
centage  disallowance  factors  computed 
from  the  results  of  prior  audits,  or  any 
other  supporting  data  obtained  from  the 
contractor  which  show  that  unallowable 
costs  have  been  excluded.  The  scope  of 
audit  and  the  supporting  data  on  which 
the  rate  recommendations  are  based  will 
have  to  be  determined  by  the  auditor  on 
a  case-by-case  basis.  However,  the  follow¬ 
ing  steps  should  be  considered; 

(1)  Advise  the  contractor  in  writing 
that  its  uncertified  proposal  cannot  be 
used  to  establish  rates,  and  that  a  detailed 
account-by-account  analysis  is  required 
to  be  submitted  identifying  all  unallowa¬ 
ble  costs. 

(2)  Review  historical  audited  cost  to 
determine  if  it  is  representative  of  allow¬ 
able  cost  for  the  period  under  review. 
Give  consideration  in  this  assessment  to 
the  degree  that  organizational,  procedur¬ 
al,  programmatic,  or  business  volume 
changes  may  have  affected  either  the 
incurred  expenses,  allocation  bases,  or 
nature  or  level  of  unallowable  costs. 

(3)  If  the  contractor  does  not  submit 
the  detailed  expense  account  analysis, 
which  identifies  all  unallowable  costs. 


and  historical  audited  cost  data  does  not 
appear  to  be  representative,  notify  the 
contracting  officer  that  no  audit  means 
exist  to  advise  him/her  on  what  unilateral 
rates  should  be  established.  Provide 
whatever  information  you  have  devel¬ 
oped  on  prior  audit  history,  including 
why  it  is  not  considered  representative  of 
allowable  cost  for  the  period  under  re¬ 
view. 

(4)  In  no  case  should  the  auditor  devel¬ 
op  an  alternative  contractor  proposal  or 
complete  an  audit  of  the  contractor’s 
incurred  cost  when  the  contractor  has  not 
submitted  a  properly  certified  proposal. 
Either  action  would  relieve  the  contractor 
of  its  contractual  requirement  to  submit  a 
proper  proposal  that  excludes  all  unal¬ 
lowable  cost.  As  described  in  6-706.2 
however,  certain  MAARs  can  be  per¬ 
formed  before  submission  of  the  certified 
proposal. 

(5)  If  requested  by  the  contracting 
omcer,  prepare  an  advisory  audit  report 
on  the  auditor’s  rate  recommendations 
and  attach  Forms  1  as  appropriate.  Al¬ 
though  the  rates  for  the  fiscal  year  in¬ 
volved  may  be  subject  to  audit  determi¬ 
nation,  the  auditor  is  not  required  to 
enter  into  the  resolution  process  with  the 
contractor.  Upon  receipt  of  the  audit 
report,  the  contracting  officer  will  issue  a 
unilateral  decision.  At  this  point,  the 
contractor  may  choose  to  proceed  in 
accordance  with  the  disputes  clause. 

e.  In  the  event  a  contractor  withdraws 
or  indicates  it  will  withdraw  its  proposal, 
consider  discontinuing  your  audit  effort, 
r^uest  that  the  contractor  explain  why 
the  proposal  is  being  withdrawn,  and 
promptly  notify  the  AGO  in  writing  of 
the  situation.  Also,  when  applicable,  ad¬ 
vise  the  AGO  that  the  contractor’s  pro¬ 
posal  was  initially  submitted  late,  the 
withdrawal  will  delay  the  audit  and  set¬ 
tlement  of  indirect  expense  rates,  and 
that  the  withdrawal  may  result  in  the  loss 
of  “M”  account  funds.  You  should  seek 
assistance  from  the  AGO  to  establish  a 
firm  date  for  the  contractor’s  resubmittal 
of  the  proposal.  If  the  contractor  refuses 
to  resubmit  a  certified  proposal  in  a 
timely  manner,  the  FAO  should  follow 
the  procedures  outlined  in  6-706.  Ic  and 
d.  A  model  pro  forma  memorandum 
addressed  to  the  AGO  is  shown  in  Figure 
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I  6-7-1.  Modify  it  as  appropriate  to  suit 
each  situation. 

6-706.2  Peifonnance  of  MAAKs  Without 
a  Certified  Proposal 

a.  Auditors  should  exercise  their  judg¬ 
ment  when  there  is  an  opportunity  to 
perform  certain  MAARs  and  they  have 
not  received  a  certified  proposal.  Factors 
that  the  auditor  should  consider  include: 

(1)  The  MAAR  must  be  performed  on 
a  rem-time  (concurrent)  basis  before  the 
certified  proposal  is  submitted  or  the 
opportunity  to  perform  that  MAAR  is 
lost. 

(2)  MAARs  relating  to  the  audit  of 
indirect  expenses  are  generally  not  per¬ 
formed  prior  to  the  receipt  of  a  certified 
proposal  because  the  contractor  usually 
concentrates  on  reviewing  indirect  ex¬ 
pense  accounts  and  eliminating  unallow¬ 
able  costs  prior  to  certifying  the  proposal. 

(3)  The  contractor  has  good  internal 
controls  related  to  the  audit  area  covered 
by  the  MAAR  and  there  is  very  little 
probability  that  imallowable  costs  will  be 
found. 

(4)  Audit  techniques  such  as  multi-year 
auditing  can  be  used  to  more  efficiently 
accomplish  the  MAAR  for  more  than  one 
year  in  the  same  audit. 

b.  Generally,  the  MAARs  that  can  be 
performed  without  a  proposal  relate  to 
internal  control  and  risk  assessment 
steps,  certain  reconciliations,  concurrent 
reviews  of  labor  and  material  costs,  re¬ 
quests  for  assist  audits,  and  tests  of 
adjusting  entries,  llie  MAARs  that 
would  not  normally  be  performed  are  the 
MAARs  related  to  determining  the  allow¬ 
ability  and  reasonableness  of  indirect 
costs  and  those  reconciliation  steps  which 
require  a  submission. 

In  most  cases,  the  timing  on  the  accom¬ 
plishment  of  the  MAARs  can  be  catego¬ 
rized  as  follows: 

(1)  Proposal  not  needed  to  perform: 
MAAR  No. 

1.  Update  Internal  Control  Survey 

3.  Permanent  Files 

4.  Tax  Returns  and  Financial  State¬ 
ments 

5.  General  Ledger,  Trial  Balance, 
Income,  and/or  Credit  Adjust¬ 
ments* 


6.  Labor  Floor  Checks  or  Inter¬ 
views 

7.  Changes  in  Direct/Indirect 
Charging 

8.  Comparative  Analysis-Sensitive 
Labor  Accounts 

9.  Payroll/Labor  Distribution  Rec¬ 
onciliation  and  Tracing 

10.  Labor  Adjusting  Entries  and  Ex¬ 
ception  Reports* 

11.  Purchase  Adjusting  Entries  and 
Exception  Reports* 

12.  Auditable  Subcontracts/ Assist 
Audits 

13.  Purchases  Existence  and  Con¬ 
sumption 

15.  Indirect  Cost  Comparison  with 
Prior  Years  and  Budgets 

20.  Indirect  Adjusting  Entries* 

*If  these  MAARs  were  accom¬ 
plished  before  the  certified  pro¬ 
posal  is  provided,  supplemental 
audit  work  would  nc^  to  be 
performed  after  the  proposal  is 
received  to  determine  if  addi¬ 
tional  adjusting  entries  were 
made  dunng  the  preparation  of 
the  proposal. 

(2)  Proposal  needed  to  perform: 
MAAR  No. 

2.  Contract  Cost  Analysis  and  Rec¬ 
onciliation  to  Books 

14.  Pools/Bases  Reconciliation  to 
Books 

16.  Indirect  Account  Analysis 

17.  IR&D/B&P  Compliance 

18.  Indirect  AUocation  Bases 

19.  Indirect  Rate  Computations 

6-706 J  Corporate,  Group,  or  Home 
Office  Expenses 

a.  The  certification  requirement  is 
predicated  on  the  idea  of  a  knowledge¬ 
able  corporate  official  accepting  individ¬ 
ual  resjwnsibility  for  the  allowability  and 
allocability  of  costs  included  in  indirect 
cost  proposals.  All  corporate  indirect  cost 
submissions  used  to  allocate  costs  to 
divisions  for  establishment  of  billing  or 
final  overhead  rates  must  be  certified  at 
the  corporate  level.  These  costs  need  not 
be  certified  a^n  at  the  division  level, 
and  the  divisional  certification  would 
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only  cover  indirect  costs  arising  from  that 
division. 

b.  If  a  contractor  refuses  to  certify  a 
proposal  made  at  this  level,  the  FAO 
should  follow  the  procedures  outlined  in 
6-706.10  and  d. 

6-707  Indirect  Cost  Audits 

6-707.1  Sabmission  of  Indirect  Cost 
Propmd 

a.  The  contractor  is  to  submit  (within 
90  days  after  the  end  of  the  applicable 
fiscal  year)  its  final  indirect  cost  rate 
propc^  and;  if  related  to  DoD,  the 
submission  must  include  an  executed 
Certificate  of  Indirect  Costs  (required  per 
DFARS  242.770-2;  a  copy  of  the  certifi¬ 
cate  is  shown  at  DFARS  252.242-7001) 
to  the  ACO  and  the  auditor.  This  certifi¬ 
cate,  signed  by  no  lower  than  a  company 
vice  president  or  chief  financial  officer,  is 
r^uired  for  all  final  indirect  rate  submis¬ 
sions,  except  CAS  414  (cost  of  money) 
factors,  regardless  of  whether  the  rates 
will  be  established  ^  auditor  determina¬ 
tion  or  contacting  omcer  negotiation.  For 
multidivisional  contractors,  the  proposal 
for  each  segment  is  to  be  submitted  to  the 
divisional  ACO  and  the  auditor  responsi¬ 
ble  for  conducting  audits  of  that  division, 
with  a  copy  to  the  corporate  auditor  and 
ACO.  It  IS  suggested  that  the  contractor 
be  provided  a  copy  of  DCAAP  7641.90 
and  be  requested  to  submit  the  Hnal 
indirect  cost  rate  claim  in  that  format  to 
expedite  the  audit  review. 

b.  The  contracting  of^cer  is  responsi¬ 
ble  for  obtaining  interim  billing  and  final 
indirect  rate  submissions  from  the  con¬ 
tractor  within  90  days  after  the  end  of  its 
fiscal  year.  To  assist  the  contracting  offi¬ 
cer  in  this  responsibility,  it  is  ]^AA 
policy  that  the  auditor  will  provide  sum¬ 
mary  status  reports  on  overdue  indirect 
cost  submissions  to  cognizant  ACOs  ev¬ 
ery  31  January  and  31  July.  If  the  auditor 
receives  a  submission  from  either  the 
contractor  or  contracting  officer  that  is 
inadequate  for  audit,  the  auditor  should 
inform  the  contracting  officer  of  his/her 
concerns.  The  auditor  should  seek  agree¬ 
ment  with  the  contracting  officer  as  to  an 
appropriate  course  of  action,  which  may 
include  requesting  additional  informa¬ 


tion  from  the  contractor  or  returning 
(rejecting)  the  submission  as  inadequate 
for  audit. 

6-707.2  Reqoesls  for  Andit 

a.  When  the  submission  is  received  and 
the  indirect  cost  rates  are  based  on  audit 
determination,  necess^  actions  are  tak¬ 
en  to  review  and  finalize  the  billing/final 
rates  without  need  for  a  request  for  audit. 

b.  If  the  rates  are  based  on  contracting 
officer  n^otiations,  advisory  indirect 
cost  audits  should  be  conducted  on  re¬ 
quest  or  under  a  standing  arrangement 
with  the  office  responsible  for  issuing  a 
request.  The  purpose  for  which  the  indi¬ 
rect  cost  report  will  be  used  should  be 
clearly  understood  and  delineated  in  the 
request  or  record  of  the  standing  arrange¬ 
ment.  When  requests  reasonably  can  be 
anticipated,  arrangements  should  be 
work^  out  with  the  contracting  officers, 
or  others  responsible  for  the  requests,  for 
the  advance  submission  of  data  that 
would  assist  in  the  timely  performance  of 
the  audit. 

c.  All  audit  requests  of  indirect  cost 
submissions  should  be  promptly  ac¬ 
knowledged  in  writing.  This  acknowledg¬ 
ment  should  include  the  anticipated  au¬ 
dit  report  date.  The  processing  of  non- 
DoD  Agency  audit  requests  is  discussed 
in  1-3W. 

d.  Advisory  indirect  cost  audits  should 
be  initiated  without  request  whenever  it 
is  in  the  best  interest  of  the  government. 

6-7073  Timeliness  of  Final  Indirect  Cost 
Audits 

It  is  DCAA  policy  that  all  indirect  cost 
submissions  will  be  reviewed  as  promptly 
as  practical  after  receipt  of  the  contrac¬ 
tor’s  proposal.  When  an  audit  cannot  be 
performed  within  a  reasonable  period, 
care  must  be  taken  to  minimize  the 
impact  on  the  contractor’s  cash  flow.  If 
there  is  a  significant  disparity  between 
billing  and  actual  rates,  the  contractor 
should  be  advised  to  either  submit  an 
interim  claim  for  the  difference  if  the 
billing  rate  is  lower,  or  to  remit  or 
otherwise  credit  the  government  for  the 
difference  if  the  actual  rate  is  lower.  The 
amount  of  the  claim  or  credit  should 
include  a  reasonable  estimate  for  antici¬ 
pated  audit  adjustments. 
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6-707.4  Audit  Objectives  and  Procedures 

a.  This  section  provides  the  adminis¬ 
trative  procedures  that  should  be  used  in 
establishing  billing  and  final  indirect  cost 
rates.  Section  6  of  this  chapter  states  the 
audit  procedures  to  be  considered  in  the 
examination  of  indirect  expenses  in¬ 
curred  and  claimed  in  the  performance  of 
contracts.  Chapter  9  sets  forth  the  proce¬ 
dures  for  the  evaluation  of  indirect  ex¬ 
penses  included  in  price  proposals.  The 
procedures  and  objectives  in  these  chap¬ 
ters  should  be  applied  as  appropriate 
when  performing  the  indirect  cost  audit. 

b.  The  cost  principles  in  FAR  Part  31 
should  be  used  as  the  basis  for  determin¬ 
ing  the  allowability,  allocability,  and  rea¬ 
sonableness  of  indirect  expenses  in  biil- 
ing/fmal  indirect  cost  rates  whether  these 
rates  are  negotiated  by  the  contracting 
officer  or  determined  by  audit.  These 
same  cost  principles,  as  appropriate, 
should  be  considered  in  the  evaluation  of 
indirect  expenses  included  in  cost  pro¬ 
posals  used  for  the  negotiation  and  award 
of  contracts,  or  amendments  to  existing 
contracts. 

6-708  Establishment  of  Final  Indirect 
Cost  Rates  by  Audit  Determination 

a.  When  the  FAR  provides  for  audit 
determination  of  final  indirect  cost  rates, 
the  contractor,  after  the  close  of  its  fiscal 
year,  will  furnish  the  contracting  officer 
and  auditor  with  a  copy  of  its  final 
indirect  cost  rate  proposal  for  the  period 
(see  6-707.1).  Auditors  will  encourage 
contractors  to  submit  their  proposals  as 
promptly  as  possible  after  the  close  of  the 
fiscal  year.  The  auditor  will  promptly 
perform  an  audit  and  will  issue  an  in¬ 
curred  cost  audit  report  (per  10-500)  to 
the  cognizant  ACO. 

b.  During  the  course  of  the  audit, 
significant  audit  findings  should  be 
brought  to  the  attention  of,  and  discussed 
with,  the  contractor,  and  when  araropri- 
ate  with  the  cognizant  principal  ACO  and 
CAC,  as  soon  as  possible  so  as  to  expedite 
the  resolution  process  (See  ^902e).  The 
discussions  are  to  ensure  that  the  audi¬ 
tor’s  conclusions  are  based  on  a  proper 
understanding  of  the  facts  and  to  ascer¬ 
tain  whether  the  contractor/ACO/CAC 


has  any  additional  information  which 
would  supiport  or  modify  the  audit  find¬ 
ings.  Significant  procedural  and  control 
deficiencies,  or  CAS/FAR  noncompli¬ 
ance,  should  be  reported  immediately 
using  the  procedures  in  10-400  or  10-800. 
When  a  Form  1  is  appropriate,  it  should 
be  issued  immediately  in  accordance 
with  procedures  in  6-900  (See  6-708.  Ig). 
If  the  auditor  believes  that  the  billing  rate 
should  be  adjusted,  an  appropriate  rec¬ 
ommendation  (including  cost  impact  cal¬ 
culations)  should  be  made  to  the  con¬ 
tracting  officer.  When  there  are  no  find¬ 
ings  which  require  an  immediate  report 
or  Form  1,  individual  workpack^es 
which  are  part  of  the  final  overhead  audit 
may  be  closed  using  a  “MEMORAN¬ 
DUM  FOR  RECORD”  (See  10-202).  See 
15-100  for  additional  comments  related 
to  non-DoD  agencies. 

6-708.1  Actions  Taken  at  Completion  of 
the  Audit 

a.  Upon  completion  of  the  audit  field 
work  necessary  to  review  local  costs  (in¬ 
cluding  assist  audits  other  than  corporate 
or  home  office  reviews),  the  auditor  will 
hold  an  interim  exit  conference.  At  that 
time  the  auditor  will  provide  the  contrac¬ 
tor  with  the  results  of  the  audit  in  writing 
and  seek  the  contractor’s  agreement. 
These  results  will  be  presented  in  such  a 
manner  that  the  contractor  will  clearly 
understand  the  reasons  for  disapproving 
the  costs  and  the  basis  for  any  addition^ 
audit  recommendations.  However,  the 
contractor’s  required  resolution  period, 
as  discussed  below,  does  not  start  until  all 
assist  audits  are  complete,  and  the  final 
results  of  audit  are  presented  to  the 
contractor  in  a  final  exit  conference. 

b.  Upon  presentation  of  the  final  audit 
results  in  written  form,  the  contractor 
then  has  60  days  to  provide  its  agreement 
or  submit  rebuttal  comments  (a  30  day 
extension  may  be  granted  by  the  auditor 
based  on  written  request  from  the  con¬ 
tractor  mving  the  reasons  for  the  exten¬ 
sion).  If  the  contractor  requests  fact-find¬ 
ing  sessions,  it  is  acceptable  for  the 
auditor  to  participate  in  discussions  with 
the  contractor  to  clarify  factual  matters. 
However,  the  auditor  has  not  been  dele¬ 
gated  the  authority  to  “negotiate”  final 
indirect  cost  rates.  The  auditor’s  respon- 
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sibility  is  to  determine  the  final  indirect 
cost  rates  based  on  audit  of  the  contrac¬ 
tor’s  records,  applicable  government  r^- 
ulations,  and  contract  terms. 

c.  For  multidivisional  contractors,  the 
auditor  responsible  for  conducting  the 
audit  is  responsible  for  seeking  agree¬ 
ment  with  that  contractor.  The  corporate 
home  office  auditor  (CHOA)  or  contract 
audit  coordinator  (CAC)  is  responsible 
for  seeking  agreement  with  the  contractor 
on  corporate  home  office  costs.  The  CAC 
network  shall  be  used  to  the  fullest  extent 
to  ensure  uniformity  and  consistency  in 
arriving  at  audit  recommendations.  At  a 
minimum,  the  divisional  auditor  shall 
provide  a  copy  of  the  audit  results  to  the 
CAC  prior  to  discussions  with  the  con¬ 
tractor. 

d.  Upon  receipt  of  the  contractor’s 
rebuttal  comments,  the  auditor  will  have 
60  days  to  thoroughly  analyze  the  con¬ 
tractor’s  response,  notify  the  contractor 
of  any  changes  to  the  audit  exceptions, 
and  issue  the  audit  report  (see  6-708.2).  If 
changes  are  made,  the  reasons  for  all 
changes  will  be  thoroughly  documented 
in  the  working  papers.  After  the  auditor 
has  completed  reviewing  the  additional 
data  and  making  any  necessary  changes,  a 
final  meeting  shall  be  scheduled  to  advise 
the  contractor  of  any  changes  to  the 
original  audit  recommendations.  During 
this  meeting,  the  auditor  should  seek  the 
contractor’s  agreement  on  any  remaining 
areas  of  difference.  The  AGO  will  not 
ordinarily  attend  any  of  the  audit  deter¬ 
mination  meetings  with  the  contractor, 
however,  the  auditor  should  keep  the 
AGO  informed  of  developing  areas  of 
disagreement  which  may  lead  to  a  DGAA 
Form  1.  This  need  for  communication 
becomes  even  more  imperative  at  con¬ 
tractor  locations  where  responsibilities 
for  establishing  final  rates  and  authority 
for  negotiating  forward  pricing  rate 
agreements  (FPRAs — an  AGO  responsi¬ 
bility)  with  the  contractor  are  divided 
between  the  auditor  and  the  AGO. 

e.  An  audit  report  cannot  be  issued 
until  the  audit  is  considered  complete. 
An  audit  is  not  complete  until  the  results 
of  all  assist  audits,  such  as  corporate 
home  office  allocations,  subcontract  au¬ 
dits,  Washington  office  audits.  Field  De¬ 
tachment  input,  etc.  are  incorporated.  As 


a  result,  reports  on  audit-determined 
final  indirect  cost  rates  should  not  con¬ 
tain  qualified  opinions  or  unresolved 
costs  related  to  assist  audits.  Should  the 
requesting  auditor  encounter  protracted 
delays  in  obtaining  assist  audit  results 
and  be  unable  to  reach  a  resolution,  the 
situation  should  be  elevated  to  the  region 
for  resolution.  Indirect  cost  rates  should 
not  remain  open  awaiting  the  resolution 
of  BGA  cases,  technical  problems,  and 
other  items  beyond  DGAA’s  control. 
These  items  will  not  delay  issuing  the 
audit  report.  The  report  should  be  issued 
with  appropriate  qualifications  and  be 
supplemented  later  as  necessary. 

f.  Settlement  of  the  indirect  rates  may 
be  delayed  because  of  unresolved  GAS 
noncompliances.  When  an  initial  deter¬ 
mination  of  noncompliance  is  in  effect, 
the  GAS  administration  procedures 
should  be  allowed  to  proceed.  The  is¬ 
suance  of  an  audit  determined  indirect 
rate  report  or  a  DGAA  Form  1  should  be 
deferred  to  the  extent  practicable  until  a 
final  determination  on  the  GAS  noncom¬ 
pliance  is  made.  Extended  dele  '  should 
be  escalated  in  a  manner  similar  to  that 
specified  in  GAM  4-803.4.  If  delays  are 
not  resolved,  the  report  should  be  issued 
including  the  effects  of  the  initial  finding 
of  noncompliance  and  the  report  quali¬ 
fied  if  the  AGO’s  final  determination 
could  materially  impact  the  audit  deter¬ 
mined  rates.  Where  a  final  determination 
of  noncompliance  has  been  issued,  the 
audit  determined  indirect  rate  report 
should  include  the  effects  of  the  CAS 
noncompliance. 

g.  Although  the  audit  report  cannot  be 
issued  until  all  required  audit  woiic  has 
been  completed,  the  issuance  of  a  Form  1 
should  not  be  delayed  until  the  audit 
report  is  issued.  If  the  contractor  does  not 
a^ee  with  the  disapproved  costs,  the 
auditor  may  prepare  and  issue  a  Form  1 
at  that  point  even  though  the  final  report 
is  not  due  to  be  issued  until  other  items 
are  completed.  (Also  see  6-708.3  and  6- 
900  for  further  comments  on  issuance  of 
Forms  1.) 

h.  Should  the  contractor  fail  to  provide 
its  agreement  or  rebuttal  comments  with¬ 
in  the  time  period  allotted  (including  the 
30-day  extension  if  granted  by  the  audi¬ 
tor),  the  audit  report  shall  be  issued 
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together  with  applicable  DCAA  Forms  1 . 
The  working  papers  and  audit  report 
should  state  that  the  contractor  failed  to 
comply  with  the  time  requirement. 

6-708.2  Actions  Taken  if  Agreement  is 
Reached 

a.  If  agreement  is  reached,  the  auditor 
will  prepare  a  written  rate  agree¬ 
ment/understanding  setting  forth  the  fi¬ 
nal  indirect  cost  rates.  This  document 
will  automatically  be  incorporated  into 
the  contracts  upon  execution  as  provided 
by  the  Allowable  Cost  and  Payment 
clause. 

b.  Guidelines  for  the  content  of  the 
written  understanding  are  contained  in 
FAR  52.2l6-7(d)(3).  A  pro  forma  rate 
agreement  is  included  as  6-7S1.  The 
contractor  should  be  given  a  maximum 
of  10  days  to  si^  and  return  the  agree¬ 
ment  to  the  auditor.  This  is  because  the 
final  meeting  (per  above  requirements) 
and  the  lO-day  period  for  the  contractor 
to  sign  the  written  agreement  shall  be 
scheduled  to  allow  the  audit  report  to  be 
issued  within  60  days  from  the  date  the 
auditor  received  the  contractor’s  rebuttal 
comments.  A  copy  of  the  signed  rate 
agreement  shall  be  attached  to  the  final 
audit  report. 

c.  Where  practicable,  the  rate  agree¬ 
ment  should  include  a  schedule  showing 
the  allowable  costs  by  contract  (see  10- 
505).  This  will  facilitate  both  the  contrac¬ 
tor’s  preparation  of  closing  documents 
and  the  auditor’s  preparation  of  contract 
audit  closing  statements.  If  not  practical 
(e.g.,  if  the  schedule  would  be  too  volumi¬ 
nous),  refer  to  the  specific  records  that 
detail  the  allowable  costs  by  contract  and 
subcontract. 

6-708.3  Actions  Taken  if  Agreement  is 
Not  Reached 

a.  If  a^eement  is  not  reached,  the 
auditor  will  issue  notices  of  costs  sus¬ 
pended  and/or  disapproved  (DCAA 
Form  1  or  equivalent  non-DoD  forms, 
where  applicable).  These  notices  will  de¬ 
tail  the  items  of  difference  and  advise  the 
contractor  of  its  right  to  (1)  request  in 
writing  the  cognizant  contracting  officer 
to  consider  whether  the  unreimbursed 
costs  should  be  paid  and  to  discuss  his  or 
her  findings  with  the  contractor  or  (2) 
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submit  a  claim  to  the  ACO  for  any 
disapproved  costs.  Under  this  procedure, 
the  contracting  officer  does  not  negotiate 
final  indirect  rates,  but  issues  written 
determinations  or  final  decisions  on  spe¬ 
cific  issues  with  which  the  auditor  and 
the  contractor  do  not  agree.  Accordingly, 
it  is  extremely  important  that  the  applica¬ 
ble  DCAA  Form-  1  be  prepared  so  the 
contracting  officer  is  able  to  obtain  a 
thorough  understanding  of  the  issues 
involved  (see  6-9(X)).  The  Forms  1  issued 
shall  accompany  the  audit  report  as  pre¬ 
scribed  in  10-503d  and  should  be  cross- 
referenced.  However,  both  the  Form  1 
and  the  audit  report  should  contain  suffi¬ 
cient  detailed  explanations  so  that  each 
can  stand  alone. 

b.  If  the  inclusion  of  initial  findings  of 
CAS  noncompliances  prevents  agreement 
of  final  indirect  rates,  the  audit  report 
should  be  forwarded  to  the  ACO  for 
resolution  in  accordance  with  FAR 
42.705-2(bX2Kv).  If  the  contractor  ap¬ 
peals  the  final  determination  of  noncom¬ 
pliance  under  the  Disputes  clause,  the 
resolution  of  the  CAS  noncompliance  is 
now  subject  to  litigation  and  beyond 
DCAA’s  control.  In  this  instance,  the 
audit  determined  indirect  rate  report 
should  include  the  effects  of  the  unre¬ 
solved  CAS  noncompliance. 

6-708.4  Reporting  Audit  Results 

Regardless  of  the  outcome  of  the  deter¬ 
mination  process,  an  audit  report  shall  be 
submitted  to  the  ACO.  Prepare  and  dis¬ 
tribute  the  formal  audit  report  on  the 
audit-determined  rates  as  described  in 
10-500.  Any  necessary  DCAA  Forms  1 
should  be  attached  to  the  report.  Once 
the  report  is  issued,  the  contractor  may 
request  ACO  reconsideration  or  file  a 
claim  for  the  disapproved  costs  as  ex¬ 
plained  in  6-908. 

6-709  Establishment  of  Final  Indirect 
Cost  Rates  by  Contracting  Officer 
Negotiation 

a.  Where  FAR  provides  for  contracting 
officer-negotiated  final  indirect  cost  rates 
(other  than  predetermined  rates),  the 
contractor,  after  the  close  of  its  fiscal 
year,  will  furnish  the  contracting  officer 


DCAA  Contract  Audit  Manual 


January  1995 


697 

16-709a. 


and  auditor  with  a  copy  of  its  final 
indirect  cost  rate  proposal  for  the  period 
(See  6-707.1).  Auditors  will  encour^e 
contractors  to  submit  their  proposals  as 
promptly  as  possible  after  the  close  of  the 
fiscal  year.  The  auditor  will  promptly 
perform  an  audit  and  will  issue  an  advi¬ 
sory  incurred  cost  audit  report  (per  10- 
500)  to  the  cowizant  negotiating  con¬ 
tracting  ofTlcer  for  use  in  the  rate  negotia¬ 
tions. 

b.  During  the  course  of  the  audit, 
significant  audit  findings  should  be 
brought  to  the  attention  oi^  and  discussed 
with,  the  contractor,  and,  where  appro¬ 
priate,  with  the  principal  cognizant  ACO 
and  CAC  as  soon  as  possible  so  as  to 
expedite  the  resolution  process  (See  6- 
902e).  The  discussions  are  to  ensure  that 
the  auditor’s  conclusions  are  based  on  a 
proper  understanding  of  the  facts  and  to 
ascertain  whether  the  contrac¬ 
tor/ ACO/CAC  has  any  additional  infor¬ 
mation  which  would  support  or  modify 
the  audit  findings.  Significant  procedural 
and  control  deficiencies,  or  CAS/FAR 
noncompliance  should  be  reported  im¬ 
mediately  using  the  procedures  in  10-400 
or  10-800.  When  a  Form  1  is  appropriate, 
it  should  be  issued  immediately  in  accor¬ 
dance  with  procedures  in  6-900.  If  the 
auditor  believes  that  the  billing  rate 
should  be  adjusted,  an  appropriate  rec¬ 
ommendation  (including  cost  impact  cal¬ 
culations)  should  be  made  to  the  con¬ 
tracting  officer.  The  contracting  officer 
should  immediately  forward  these  find¬ 
ings  to  the  contractor  with  a  request  to 
respond  within  60  days  (one  3(Way  ex¬ 
tension  may  be  granted).  When  there  are 
no  findings  which  require  an  immediate 
report  or  Form  1,  individual  workpack- 
ages  which  are  part  of  the  final  overhead 
audit  may  be  closed  using  a  “MEMO¬ 
RANDUM  FOR  RECORD”  (See  10- 
202).  See  15-100  for  additional  com¬ 
ments  related  to  non-DoD  agencies. 

6-709.1  Actions  Taken  at  Completion  of 
the  Audit 

a.  Upon  completion  of  the  audit  field 
work  necessary  to  review  local  costs  (in¬ 
cluding  assist  audits  other  than  corporate 
or  home  office  reviews),  the  auditor  will 
hold  an  exit  conference.  The  contracting 
officer  will  be  given  an  advance  briefing 


on  the  audit  findings  and  invited  to 
attend.  The  auditor  will  provide  the 
contractor  with  a  written  summary  of  the 
audit  results  at  the  exit  conference.  The 
summary  must  clearly  state  the  reasons 
for  questioning  the  costs  and  the  bases 
for  any  additional  audit  recommenda¬ 
tions. 

b.  The  contracting  officer  should  re¬ 
quest  the  contractor  to  respond  to  all 
finding  within  60  days  (one  30  day 
extension  may  granted).  Contracting  ofE- 
cer  concurrence  is  not  a  precondition  to 
holding  the  exit  conference.  However,  the 
contracting  officer  should  understand  the 
findings  and  participate  in  the  resolution 
process. 

c.  Should  the  contractor  fail  to  provide 
its  agreement  or  rebuttal  comments  with¬ 
in  the  time  period  allotted  (including  the 
30-day  extension  if  granted  by  the  con¬ 
tracting  officer),  the  auditor  will  prompt¬ 
ly  issue  the  audit  report.  The  working 
papers  and  audit  report  should  state  that 
the  contractor  failed  to  comply  with  the 
time  requirement. 

6-709.2  Reporting  Audit  Results 

a.  Upon  receipt  of  the  contractor’s 
rebuttal,  the  auditor  will  have  60  days  to 
seek  contractor  concurrence,  and  issue 
the  final  audit  report.  In  order  to  provide 
the  ACO  as  much  assistance  as  possible 
in  deciding  open  issues,  the  auditor 
should  logically  and  fairly  address  the 
contractor’s  rebuttal  to  the  audit  posi¬ 
tion.  If  the  auditor  is  unable  to  present  a 
strong,  logical  defense  to  the  contractor’s 
rebuttal  he/she  should  consider  with¬ 
drawing  the  finding.  Each  open  issue  in 
which  there  is  not  concurrence  should  be 
presented  in  the  audit  report  in  the 
following  format: 

(1)  A  clear,  concise  description  of  the 
audit  finding  as  required  by  2-404. 

(2)  The  contractor’s  rebuttal  should  be 
summarized  immediately  following  the 
description  of  the  audit  finding  and  at¬ 
tached  in  its  entirety  as  an  enclosure  to 
the  audit  report. 

(3)  The  auditor’s  rejoinder  to  the  con¬ 
tractor’s  rebuttal  should  defend  the  audit 
position  in  light  of  the  contractor’s  com¬ 
ments  and  fully  explain  in  logical  terms 
why  the  contractor’s  a^ument  is  flawed 
or  otherwise  inappropriate.  If  the  auditor 
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has  modified  the  finding  as  a  result  of 
considering  the  contractor’s  comments, 
this  fact  should  be  disclosed. 

b.  When  assist  audits  are  required,  the 
requesting  auditor  will  coordinate  with 
the  assist  auditor  when  establishing  due 
date  requirements.  The  assist  auditor 
should  make  every  effort  to  complete  the 
audit  within  the  time  frame  established. 
Should  the  requesting  auditor  encounter 
protracted  delays  in  obtaining  assist  au¬ 
dit  results  and  is  unable  to  reach  a 
resolution,  the  situation  should  be  elevat¬ 
ed  to  the  region  for  resolution.  An  audit 
report  may  be  issued  before  completion 
of  assist  audits  on  corporate  or  home 
office  costs.  The  report  should  show  the 
corporate  or  home  office  costs  as  being 
unresolved,  and  upon  receipt  of  the  assist 
audit  reports,  a  supplemental  audit  re¬ 
port  should  be  issued  if  requested  by  the 
contracting  officer. 

c.  A  qualified  report  may  also  be  issued 
before  completion  of  the  assist  audits  of 
the  subcontract  or  intercompany  costs  if 
the  following  conditions  are  met: 

•  The  annual  assist  audit  has  been 
requested  and  the  report  is  expected 
to  be  received  before  the  planned 
date  of  the  final  audit  on  the  con¬ 
tract  (see  6-802.4a  on  subcontract 
assist  audit  requests).  The  request¬ 
ing  audit  office  should  have  a  sys¬ 
tem  to  monitor  receipt  of  subcon¬ 
tract  assist  audit  reports,  follow-up 
on  those  audits  not  promptly  re¬ 
ceived,  reconcile  subcontractor 
costs  included  in  the  assist  audit 
report  with  those  included  in  the 
upper  tier  contractor  incurred  cost 
submission,  and  issue  any  needed 
supplemental  audit  reports. 

•  There  are  no  known  audit  leads  or 
significant  risks  relating  to  the  sub¬ 
contractor’s  accounting  or  billing 
|vstems. 

•  The  upper  tier  contractor  has  ade¬ 
quate  internal  controls  relating  to 
subcontract  costs. 

•  The  subcontract  and  intercompany 
costs  do  not  have  a  material  impa^ct 
on  the  indirect  cost  allocation  basis. 

See  10-304.2  for  the  information  needed 
to  be  included  when  the  audit  report  is 
qualified  for  nonreceipt  of  assist  audit 
reports. 
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d.  After  the  audit  report  is  issued  the  I 
contracting  officer  will  attempt  to  reach  a 
settlement  with  the  contractor  within  60 
days.  If  settlement  is  not  reached  within 
this  period,  the  contracting  officer  should 
issue  a  find  decision  on  any  open  items 
within  30  days.  The  auditor  should  be 
invited  to  attend  all  meetings  between  the 
contracting  officer  and  contractor  during 
which  open  items  are  formally  discussecT 
Forms  1  will  be  issued  with  the  audit 
report  only  when  requested  by  the  con¬ 
tracting  officer  (See  6-900). 

6-710  Indirect  Costs  and  Advance 
Agreements 

a.  The  contracting  officer  may  enter 
into  advance  agreements  with  the  con¬ 
tractor  concerning  the  allowability  of 
special  cost  elements,  ceilings  for 
IK&D/B&P,  etc.  The  auditor  shall  abide 
by  properly  executed  advance  agreements 
that  are  in  effect  for  the  fiscal  year  when 
determining  final  rates.  Should  the  audi¬ 
tor  find  that  an  advance  agreement  is  not 
in  the  best  interest  of  the  government, 
he/she  will  follow  established  procedures 
for  recommending  to  the  contracting  offi¬ 
cer,  in  writing,  that  the  advance  agree¬ 
ment  be  rescinded.  Any  steps  taken  to 
recommend  rescinding  the  advance 
agreement  will  be  thoroughly  document¬ 
ed  in  the  working  papers. 

b.  A  recommendation  to  rescind  the 
advance  agreement  should  not  unduK 
delay  issuing  the  audit  report.  If  the  ACO 
does  not  provide  a  timely  re^nse,  the 
auditor  will  proceed  with  the  formal  exit 
conference  and  present  the  audit  results 
to  the  contractor.  The  audit  recommen¬ 
dations  will  incorporate  the  terms  of  the 
advance  agreement.  The  report  exhibit(s) 
will  indicate  that  the  auditor  relied  on  the 
terms  of  the  advance  agreement.  The 
circumstances  involving  the  advance 
agreement,  including  the  auditor’s  ac¬ 
tions  with  respect  to  the  advance  agree¬ 
ment,  shall  be  included  in  Appendix  2  of 
the  audit  report  as  provided  in  10-S06.2. 

6-71 1  Expediting  Establishment  of 
Indirect  Costs 

6-711.1  Expediting  Settlemeat  of  Indirect 
Costs  on  Completed  Contracts 

a.  The  find  period  of  performance 
under  a  contract  is  generally  less  than  a 
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full  fiscal  year,  and  some  contracts  will  in 
fact,  be  completed  early  in  the  year.  The 
indirect  cost  rate  determination  for  the 
contractor’s  fiscal  year  in  which  a  con¬ 
tract  is  physically  completed  may  not 
occur  for  a  considerable  period  of  time 
thereafter,  since  the  contractor’s  indirect 
cost  proposal  may  not  be  submitted  up 
until  three  months  after  the  end  of  its 
fiscal  year.  It  is  recognized,  therefore, 
that  in  many  cases  the  expeditious  settle¬ 
ment  of  indirect  costs  and  the  prompt 
close  out  of  physically  completed  con¬ 
tracts  have  considerable  administrative 
advantage  to  both  the  government  and 
the  contractor. 

b.  Accordingly,  FAR  42.708  provides 
for  quick-closeout  procedures.  These  pro¬ 
cedures  allow  the  contracting  officer  to 
negotiate  a  settlement  of  indirect  costs 
for  a  s{^ific  contract,  in  advance  of  the 
determination  of  final  indirect  rates.  Use 
of  the  quick-closeout  procedures  for  a 
specific  contract  will  be  binding  on  that 
contract  and  no  adjustment  will  be  made 
to  other  contracts  for  the  over-  or  under¬ 
recovery  of  costs  that  may  result  from  the 
t^eement.  Likewise,  using  the  quick- 
closeout  procedures  will  not  be  consid¬ 
ered  as  a  precedent  when  establishing 
final  indirect  rates  for  other  contracts. 

c.  Use  of  these  closeout  procedures  is 
discretionary.  The  auditor  should,  there¬ 
fore,  obtain  the  approval  of  the  co^izant 
negotiating  contracting  officer  before  ap¬ 
plying  these  procedures  to  an  individual 
contractor.  The  contracting  officer  will 
normally  approve  their  use  since  it  is  the 
government’s  policy  to  encourage  con- 
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tractors  to  close  completed  contracts 
promptly.  (See  6-1009  for  further  on  use 
of  quick-closeout  procedures.) 

d.  Where  a  cost  reimbursement  type 
contract  is  to  be  so  closed,  an  agreement 
should  be  reached  by  the  contractor,  the 
auditor,  and  the  contracting  officer  as  to 
the  indirect  cost  to  be  allocated  for  the 
final  period.  Audit  guidance  for  the  allo¬ 
cation  of  indirect  cost  in  these  situations 
is  stated  in  6-60Sc.  The  agreement  should 
be  reached  prior  to  contractor’s  submis¬ 
sion  of  its  final  voucher  so  that  this 
voucher  can  be  processed  without  requir¬ 
ing  any  further  adjustment. 

6-711.2  Expediting  Settlement  of  Indirect 
Costs  on  Terminated  Contracts 

As  discussed  in  12-407,  settlement  of  a 
terminated  contract  may  be  unduly  de¬ 
layed  if  settlement  is  held  until  final 
indirect  rates  are  established.  According¬ 
ly,  FAR  49.303-3  permits  negotiation  or 
use  of  the  billing  rates  as  final  rates  to 
expedite  closing  a  terminated  contract. 
Aside  from  ensuring  that  allocated  indi¬ 
rect  costs  to  the  terminated  contract  are 
reasonable  (12-304.15),  the  other  main 
concern  when  using  this  closeout  proce¬ 
dure  is  to  ensure  that  the  subsequent  final 
rate  proposal  is  consistent  with  the 
amounts  used  to  closeout  the  terminated 
contract  (e.g.,  items  included  as  settle¬ 
ment  expenses  which  would  normally  be 
part  of  indirect  costs,  like  salaries  related 
to  preparing  the  settlement  proposal,  are 
eliminated  from  the  proposed  indirect 
cost  pools). 
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6-7S1  Supplement— PRO  FORMA  FINAL  INDIRECT  COST 
RATE  AGREEMENT 


XYZ  Company,  ABC  Division 
1 98S  Main  Street 
Any  City,  State  00000 

Gentlemen; 

This  letter  sets  forth  the  agreed  upon  final  indirect  cost  rates  established  by  audit  determination  in 
accordance  with  DAR  3-705(cKiv)  (FAR  42.  705-2(bX2Ki«i)  and  DoD  FAR  Supplement  24l705-2(bX2)(iii)). 
The  final  annual  indirect  cost  rates  for  fiscal  year  ended  3 1  December  1 986  are  as  follows: 


Allocation  Base 

Cost  Center  Rate  Amount  Description 


Material  Burden 
Manufacturing  Overhead 
Engineering  Liaison 
G&A  Expense 


5.5% 

$2,569,400 

(a) 

146.4 

5,156,300 

(b) 

95.2 

1,207,900 

(0 

12.1 

18,056,300 

(d) 

(a)  Total  direct  manufacturing  costs,  exclusive  of  materials  drop  shipped  to  offsite  locations. 

(b)  Total  direct  manufacturing  labor  dollars  exclusive  of  overtime  premium  pay. 

(c)  Total  direct  engineering  labor  dollars. 

(d)  Total  incurred  cost  exclusive  of  G&A  expense. 

These  rates  are  applicable  to  the  base  costs  specified  for  each  of  the  contracts  performed  during  your 
fiscal  year  ended  3 1  Deramber  1 986.  The  indirect  costs  and  allocation  base  by  contract  for  the  indicated  fiscal 
year  are  shown  in  Attachment  I . 

This  indirect  rate  understanding  shall  not  change  any  monetary  ceiling,  contract  obligation,  or  spnific 
cost  allowance  or  disallowance  provide  for  in  the  contracts  listed  in  Attachment  I .  This  undersunding  is 
incorporated  into  each  of  the  affected  contracts  upon  execution. 

Specific  indirect  cost  items  treated  as  direct  costs  in  the  settlement  of  the  subject  rates  are  discussed  in 
Attachment  2.  (The  subject  rates  do  not  include  any  specific  indirect  cost  items  which  were  treated  as  direct 
costs  in  the  settlement  of  the  subject  rates.)  Contracts  containing  advance  agreements  or  special  provisions 
rendering  these  rates  inapplicable,  in  part  or  whole  are  identified  in  Attachment  3.  with  the  applicable  special 
ratefs)  noted. 

Please  confirm  your  acceptance  of  the  terms  of  this  indirect  cost  rate  agreement  by  signing  and  returning 
this  letter  to  me.  A  duplicate  of  this  letter  is  enclosed  for  your  records. 

You  are  directed  to  promptly  submit  adjustment  vouchers  or  final  vouchers  for  all  flexibly  priced 
contracts.  Audit  adjustments  should  be  clearly  delineated  so  as  to  be  readily  identifiable  for  verification  by  this 
office.  Care  should  be  taken  that  amounts  claimed  do  not  exceed  contract  limitations  or  contract  indirect  cost 
rate  ceilings. 

Sincerely, 


Ends 

Attachment  I — Schedule  of  Allowable  Cost  by  Contract 

Attachment  2 — Schedule  of  Specific  Indirect  Cost  Items  Treated  as  Direct  in  the  Settlement  of  CFY  1986 
Rates 

Attachment  3 — Schedule  of  Special  Indirect  Cost  Rates  for  Contracts  Containing  Advance  Agreements  or 
Special  Provisions 

The  XYZ  Company  accepts  the  above  stated  final  indirect  cost  rates. 

NAME  James  E.  Contractor  SIGNATURE _ 

TITLE  Vice  President  DATE  _ 

CONTRACTOR  XYZ  COMPANY.  ABC  DIVISION 
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NOTinCATION  MEMORANDUM  TO  AGO 


[Date] 

MEMORANDUM  FOR  THE  ADMINISTRATIVE  CONTRACTING  OFFICER, 
[insert  the  cognizant  ACO  organization] 

Attention:  Mr./Ms. _ 

Subject:  Contractor  Withdrawal  of  Indirect  Expense  Rate 

Proposal  for  FY  19xx,  [insert  the  contractor  name] 

We  are  in  the  process  of  reviewing  [or  plan  to  review]  the  [insert  the  contractor 
name]’s  final  indirect  expense  rate  propos^  for  FY  19xx.  On  [day/month  19xx]  the 
contractor  notified  our  office  that  the  submission  for  FY  I9xx  is  being  withdrawn. 
[Describe  the  reasons  for  contractor  withdrawal;  e.g..  We  understand  the  contractor’s 
withdrawal  is  due  to  recent  stories  in  the  press  regarding  possible  changes  to  the 
current  law  on  penalties  for  unallowable  costs.]  As  you  know  the  FY  19xx  claim  was 
already  submitted _ _  months  late  based  on  contract  requirements. 

We  are  concerned  that  the  contractor’s  withdrawal  of  the  indirect  expense  rate 
proposal(s)  is  unduly  delaying  the  settlement  of  rates  and  could  have  adverse  funding 
consequences.  If  contracts  cannot  be  closed  before  cancelation  of  the  appropriations 
under  the  terms  of  the  FY  1991  Authorization  Act  amendment  on  “M”  accounts,  any 
subsequent  payments  would  have  to  be  made  with  current  year  funds. 

Your  assistance  is  r^uested  to  establish  a  firm  date  for  the  contractor’s  resubmittal 
of  the  proposal(s).  This  will  enable  us  to  plan  to  have  the  necessary  audit  staffing  in 
place  to  complete  the  audit(s)  as  expeditiously  as  possible.  If  the  contractor  is  not 
responsive,  we  would  encourage  consideration  of  the  available  remedies  including 
unilaterally  established  rates  (DFARS  252.242-7001). 

We  appreciate  your  continued  support  of  our  joint  objective  to  reduce  the  incurred 
cost  audit  backlog.  If  you  would  like  to  discuss  this  matter  further,  please  contact 

Mr./Ms.  _  ,  Supervisory  Auditor,  at  [insert  the  telephone 

number]  at  your  convenience. 


John  A.  Smith 
FAO  Mana^r 
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6-800  Section  8  —  Assist  Audits  of  Incurred  Costs 


6-801  Introduction 

This  section  presents  audit  policy  for 
the  performance  of  assist  audits  of  in¬ 
curred  costs  on  subcontracts,  interplant 
billings,  home  office  expenses,  and  at 
offsite  locations.  For  purposes  of  this 
section,  assist  audits  refer  to  the  situation 
where  a  contract  auditor  at  one  location 
is  furnished  assistance  by  a  contract 
auditor  at  another  location. 

6801.1  Basic  Responsibilities 

a.  The  prime  contractor  is  primarily 
responsible  for  subcontract  award,  per¬ 
formance  monitoring,  and  payment  to 
the  subcontractor  for  the  work  accom¬ 
plished  uncor  subcontract  terms.  To  ac¬ 
complish  this  responsibility,  the  prime 
contractor  should  have  adequate  internal 
controls  to  identify  and  notify  the  gov¬ 
ernment  of  auditable  type  subcontracts 
and  intercompany  orders  under  auditable 
type  government  contracts  and  to  assure 
that  subcontract/intercompany  costs  are 
audited. 

b.  The  contractor’s  notification  to  the 
government  should  be  made  upon  award 
of  the  subcontract  and  intercompany 
order  and  as  part  of  the  prime  contrac¬ 
tor’s  annual  incurred  cost  proposal.  The 
contractor’s  notification  should  include 
audit  planning  information  such  as  the 
subcontract/intercompany  order  number, 
subcontractor/intercompany  name,  and 
subcontract/intercompany  billed  and 
booked  costs  for  the  year. 

c.  The  contractor’s  internal  control 
system  over  subcontracts  and  intercom¬ 
pany  orders  should  also  provide  for  in¬ 
cluding  appropriate  flow  dow  n  clauses 
into  the  subcontrp.ct/intercompany  ortter, 
such  as:  clauses  that  ( 1 )  provide  either  the 
government  or  the  contractor  access  to 
the  subcontrar  .or’s/intercompany  books 
and  records  for  the  purposes  of  perform¬ 
ing  the  annual  incurred  cost  audit,  (2) 
require  billed  costs  to  be  allowable  pursu¬ 
ant  to  FAR  52.2167,  and  (3)  require  the 
subcontractor/  intercompany  entity  to 
submit  annual  incurred  cost  proposals 
pursuant  to  FAR  42.7.  If  the  contractor 
does  not  have  adequate  controls  over  its 


subcontracts/intercompany  orders,  an  in¬ 
ternal  control  deficiency  report  should  be 
issued  (see  S-lllc.) 

d.  DCAA  policy  is  to  review  auditable 
subcontracts  and  intercompany  orders 
issued  by  the  contractor  under  auditable 
government  contracts  and  subcontracts, 
and  to  request  or  perform  assist  audits  of 
incurred  costs  whenever  such  audits  are 
of  potential  benefit  to  the  government 
and  necessa^  to  assure  adequate  and 
effective  review  of  a  contractor’s  opera¬ 
tions  or  cost  representations.  Assist  au¬ 
dits  of  incurred  costs  can  be  used  to 
satisfy  mandatory  annual  audit  require¬ 
ments  related  to  auditable  subcon¬ 
tracts/assist  audits  (MAAR  12). 

e.  Under  certain  conditions,  it  is  desir-  I 
able  that  E)CAA  audit  the  sul^ntractor. 
Examples  of  these  conditions  are  (1)  the 
subcontract  dollar  value  is  significant  in 
amount  and  in  relation  to  the  prime 
contract  dollar  value,  (2)  a  subcontractor 
objects  to  an  upper-tier  contractor  audit¬ 
ing  its  records  for  competitive  reasons, 
p)  a  DCAA  auditor  is  currently  perform¬ 
ing  audit  work  at  the  subcontractor’s 
plant  or  can  perform  the  audit  more 
economically  or  efficiently,  (4)  DCAA 
audit  is  necessary  for  consistent  audit 
treatment  and  orderly  administration,  or 
(S)  the  contractor  or  subcontractor  has  a 
substantial  or  conti  .filing  financial  inter¬ 
est  in  the  other. 

f  In  determining  whether  the  govern-  I 
ment  should  examine  a  subcontractor’s 
records,  the  auditor  should  consider  the 
potentiiil  benefits  to  the  government 
from  the  audit,  previous  audit  experience 
and  results  at  the  subcontractor,  and  the 
costs  of  performing  the  audit.  An  audit 
will  be  conducted  whenever  the  Plant 
Representative/ACO  or  the  auditor  de¬ 
termines  an  assist  audit  is  necessary. 

g.  The  government’s  interest  and  good  I 
auditing  practice  require  that  assist  au¬ 
dits  of  incurred  costs  be  accomplished 
primarily  while  the  contract  is  physically 
being  performed. 

h.  Requests  for  assist  audits  of  incurred  I 
costs  will  be  proce^ed  through  audit 
channels  (6802.4)  and  documented  in 
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the  FAO  control  system  to  provide  visi¬ 
bility  of  assist  audits  in  process. 

i.  The  auditor  should  coordinate  the 
assist  audit  plans  with  the  upper  tier 
contractor  to  preclude  duplicate  audits 
and  provide  for  contractor  audits  if 
£>CAA  does  not  plan  on  performing  the 
assist  audit. 

j.  Mandatory  annual  audit  require¬ 
ments  related  to  auditable  subcon¬ 
tracts/assist  audits  (MAAR  12)  is  satis¬ 
fied  at  the  higher-tier  location  by  request¬ 
ing,  analyzing,  and  incorporating  the  sub¬ 
contract  assist  audit  into  the  final  audit 
report.  The  assist  auditor  should  make 
every  effort  to  issue  the  assist  report  in 
time  for  incorporation  into  the  upper  tier 
auditor's  incurred  cost  report.  However, 
a  qualified  incurred  cost  report  may  be 
issued  before  receipt  of  the  assist  audit  on 
subcontract  and  intercompany  costs  if 
the  criteria  described  in  6-709.2c  are  met. 

6-801.2  Special  Considerations  -  Release 
of  Subcontractor  Data  to  the  Higher-Tier 
Contractor 

When  a  £>CAA  subcontract  assist  audit 
is  contemplated,  the  higher-tier  contrac¬ 
tor  normally  will  have  made  satisfactory 
arrangements  for  its  unrestricted  access 
to  the  subcontract  audit  results  so  that  it 
will  be  able  to  fulfill  its  responsibilities 
for  settling  any  audit  exceptions.  In  rare 
cases,  this  may  be  impracticable.  The 
following  procedures  are  required  to  pro¬ 
tect  subrantractor  data  when  special  cir¬ 
cumstances  warrant  such  protection. 

a.  Before  beginning  a  subcontract  au¬ 
dit,  determine  whether  the  subcontractor 
will  have  any  restrictions  or  reservations 
on  release  of  the  resulting  audit  reportfs) 
to  the  hi)ther-tier  contractor.  A  significant 
reservation  exists  if  the  subcontractor 
desires  to  withhold  its  decision  on  release 
of  an  audit  report  pending  review  of  the 
audit  results  or  report  contents.  If  the 
subcontractor  does  not  assure  unrestrict¬ 
ed  report  release  at  the  outset,  refer  the 
matter  to  the  requesting  higher-tier  con¬ 
tract  auditor.  The  latter  will  reassess  the 
assist  audit  request,  consulting  with  the 
higher-tier  contractor  and/or  Plant  Rep- 
resentative/ACO  as  appropriate. 

b.  In  most  cases,  the  higher-tier  con¬ 
tractor  should  be  able  to  remove  the 
subcontractor’s  objections  to  unrestricted 


release  of  the  audit  results.  This  may  be 
necessary  to  avoid  government  suspen¬ 
sions  or  disapprovals  of  subcontract  costs 
billed  by  the  higher-tier  contract.  If  the 
prime  contractor’s  diligent  efforts  are 
unsuccessful,  request  the  Plant  Represen- 
tative/ACO  to  advise  whether  the  sub¬ 
contract  costs  should  be  audited  by  the 
government  even  though  some  or  all  of 
the  audit  report  information  may  have  to 
be  kept  within  government  channels. 

c.  There  may  be  rare  cases  when  the 
higher-tier  contract  auditor  and  Plant 
Representative/ACO  decide  that  an  audit 
should  proceed  without  the  subcontrac¬ 
tor’s  advance  concurrence  on  report  re¬ 
lease.  In  such  cases,  the  subcontract  audi¬ 
tor  should  attempt  during  the  exit  confer¬ 
ence  to  obtain  the  subcontractor’s  con¬ 
currence  in  unrestricted  release  of  the 
report  to  the  higher-tier  contractor.  If  this 
fails,  the  subcontract  auditor  should 
modify  the  audit  report  cover  sheet  per 
10-206.3.  If  practicable,  obtain  the  sub¬ 
contractor’s  written  statement  as  to  what 
information  may  be  released,  and  pro¬ 
vide  this  to  the  report  addressee  either  as 
a  report  appendix  or  by  separate  corre¬ 
spondence. 

d.  At  subcontractor  locations  where 
recurring  cost  audits  are  made  on  subcon¬ 
tracts  issued  by  the  same  higher-tier 
contractor,  try  to  expedite  the  process  by 
developing  a  working  arrangement  for 
unrestricted  audit  report  release.  The 
subcontractor’s  representative  should 
document  the  arrangement,  with  a  copy 
to  the  auditor. 

6-802  Subcontract  Incurred  Costs 
6-802.1  Definitions 

a.  For  the  purpose  of  this  paragraph, 
the  term  “subcontract”  means  an  audita¬ 
ble  subcontract,  purchase  order,  or  other 
form  of  agreement  under  which  materials 
or  services  are  to  be  furnished  on  a 
flexibly  priced  basis  to  a  prime  contractor 
under  a  flexibly  priced  contract  subject  to 
DCAA  audit.  Bexibly  priced  contracts 
include  all  cost-type,  fixed-price-incen- 
tive,  and  rixed-price-redeterminable  con¬ 
tracts,  and  portions  of  time-and-material 
and  labor-hour  contracts. 
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b.  The  terms  “prime  contractor”  and 
“subcontractor”  as  used  in  this  section 
also  relate  to  a  higher-tier  subcontractor 
and  the  next  lower-tier  subcontractor, 
respectively. 

6-802.2  Prepmtion  of  Subcontractor’s 
Cost  SnbmissioB 

a.  A  subcontractor  generally  submits  its 
costs  on  commercial  invoices  directly  to 
the  prime  contractor.  In  cases  where 
DCAA  will  perform  the  audit,  the  auditor 
cognizant  of  the  subcontractor  wilt  ar¬ 
range  with  the  subcontractor  to  make 
available  file  copies  of  invoices  submit¬ 
ted  to  the  prime  contractor. 

b.  The  subcontractor  should  prepare  its 
invoices  and  incurred  cost  submission  in 
the  same  detail  and  manner  as  required 
of  the  prime  contractor. 

6-802 J  Prime  Contractor  Audits  of 
Snboontractors*  Claims 

As  discussed  in  6-801,  the  auditor  will 
often  times  pertbrm  the  assist  audit  of  the 
subcontract  costs.  The  auditor  will  advise 
the  prime  contractor  of  its  assist  audit 
plans  to  avoid  duplicative  audits.  On 
those  low  risk  subcontracts  where  the 
prime  contractor  performs  the  audit,  the 
auditor  will  review  the  ad^uacy  of  the 
contractor’s  work.  In  those  instances,  the 
DCAA  auditor  shall  review  the  prime 
contractor’s  audit  working  papers  to  as¬ 
certain  whether  the  scope  and  extent  of 
audit  was  sufficient  to  establish  the  valid¬ 
ity  of  the  subcontractor’s  claims,  and  that 
appropriate  deductions  were  made  in  the 
prime  contractor’s  claims  to  the  govern¬ 
ment  for  unallowable  or  unallocable  sub¬ 
contract  costs,  if  the  DCAA  auditor  con¬ 
siders  the  audit  to  be  deficient  or  incon¬ 
clusive  and  believes  there  is  a  need  for 
further  review  of  subcontract  costs,  the 
prime  auditor  should  discuss  the  matter 
with  both  the  contractor  and  the  Plant 
Representative/ACO  to  determine  if  it  is 
feasible  for  the  contractor  to  correct  the 
deficiencies  or  if  a  government  audit  is 
necessary. 

6-802.4  DCAA  Audit  of  Subcontractors’ 
Com 

a.  The  DCAA  auditor  cognizant  of  the 
prime  contractor  or  higher-tier  subcon¬ 
tractor  will  initiate  timely  requests  for 


assists  audits  of  subcontract  incurred 
costs.  Upon  notification  of  a  subcontract 
award,  the  prime  auditor  will  notify  the 
sub<x>ntract  auditor  of  the  award  and  that 
assist  audits  will  be  required.  This  proce¬ 
dure  will  facilitate  the  performance  of 
any  time  sensitive  audit  procedures  by 
the  assist  auditor  (e.g.,  MAARs  6  and  1 3.) 
However,  the  DCAA  auditor  cognizant  of 
the  subcontractor  or  lower-tier  subcon¬ 
tractor  has  a  mutual  responsibility  to 
assure  concurrent  and  coordinated  audit 
effort.  The  prime  auditor’s  timely  notifi¬ 
cation  of  awarded  subcontracts  or  infor¬ 
mation  as  to  anticipated  subcontract  vol¬ 
ume  to  the  subcontract  auditor  is  essen¬ 
tial  to  sound  audit  planning  and  perfor¬ 
mance  of  the  assist  audits.  Both  prime 
and  subcontract  auditors  should  main¬ 
tain  adequate  controls  for  identifying 
auditable  subcontracts.  These  responsi¬ 
bilities  include  satisfying  applicable  por¬ 
tions  of  the  mandatory  annual  audit 
requirement  related  to  auditable  subcon¬ 
tracts/assist  audits  (MAAR  12). 

b.  As  part  of  the  annual  incurred  cost 
audit,  the  prime  auditor  will  request 
needed  annual  audits  of  proposed  sub¬ 
contract  costs.  These  requests  are  made 
on  an  annual  basis  during  subcontract 
performance  and  are  in  addition  to  the 
initial  notification  to  the  subcontract 
auditor  of  the  subcontract  award.  The 
amount  of  detail  included  with  assist 
audit  r^uests  will  vary  according  to  the 
respective  audit  offices  involved,  but 
should  normally  include  copies  of  the 
related  subcontracts  and  billing  docu¬ 
ments  showing  the  billed  costs  for  the 
period  to  help  the  assist  auditor  identify 
the  costs  to  be  audited.  Any  potential 
access  to  record  problems  at  the  subcon¬ 
tractor  location  should  be  elevated  quick¬ 
ly  to  the  prime  auditor  and  the  Plant 
Representative/ACO  (see  1-504.) 

c.  Some  flexibly  priced  contracts,  such 
as  price  redeterminable  and  incentive 
types,  require  the  submission  of  price 
adjustment  proposals  after  completion  of 
a  portion  or  all  of  the  contract.  Process 
requests  for  reviews  of  these  proposals 
under  the  field  pricing  support  proce¬ 
dures  of  FAR  1S.80S-S  (i.e.,  through 
Plant  Representative/ACO  channels). 

d.  The  prime  and  subcontract  auditor 
should  coordinate  planned  audit  effort. 
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I  The  subcontract  auditor  should  discuss 
the  plans  with  the  subcontract  Plant 
Representative/ACO  to  assure  cover^e 
in  sp^ific  areas  of  mutual  interest.  Ex¬ 
pending  on  the  materiality  of  the  subcon¬ 
tract  and  the  strengths  of  the  prime 
contractor’s  subcontract  cost  internal 
control  system,  the  assist  audit  request 
can  range  from  a  full  scope  audit  to  an 
^eed-upon  procedures  review  encom¬ 
passing  verification  of  indirect  expense 
rates  and  direct  costs.  Based  on  this 
coordination,  the  subcontract  auditor 
will  furnish  the  requesting  auditor  with 
the  anticipated  issuance  date  of  the  assist 
audit  report.  The  requesting  auditor  will 
also  coordinate  these  matters  with  the 
Plant  Representative/ACO  at  his  loca¬ 
tion. 

e.  The  subcontract  auditor  will  arrange 
for  necessary  technit  nl  assistance  with 
the  subcontract  Plant  Representa¬ 
tive/ACO.  Guidance  on  requesting  and 
evaluating  technical  assistance  is  in  Ap¬ 
pendix  D. 

f.  Although  subcontractor  invoices  will 
not  be  audited  on  an  individual  billing 
basis,  the  subcontract  auditor  will  imme¬ 
diately  notify  the  prime  auditor  of  any 
major  cost  items  which  should  be  sus¬ 
pended  or  disapproved  or  of  any  finan¬ 
cial  matters  adversely  affecting  subcon¬ 
tract  performance. 

g.  Upon  receipt  of  advice  of  a  suspen¬ 
sion  or  a  disapproval  of  a  subcontract 
cost,  the  prime  auditor  will  immediately 
discuss  the  matter  with  the  prime  con¬ 
tractor’s  designated  representative.  The 
purpose  of  this  discussion  is  to  alert  the 
prime  contractor  to  the  need  for  reaching 
an  agreement  with  the  subcontractor  re¬ 
garding  disapproval  or  suspension  of  the 
questioned  costs,  or  recoupment  thereof 
if  already  paid.  On  cost-type  prime  con¬ 
tracts,  the  prime  auditor  will  also  prepare 
a  DCAA  Form  1  to  effect  the  necessary 
deduction  from  the  prime  contractor’s 
reimbursement  claims.  On  flexible  fixed 
price  contracts,  the  prime  auditor  will 
notify  the  Plant  Representative/ACO  by 
letter  of  the  need  to  suspend  the  subcon- 
,  tract  costs  on  progress  payment  requests 
I  (see  14-200). 

h.  Since  the  government  has  no  con¬ 
tractual  relationship  with  subcontractors, 
it  is  not  bound  by  any  agreement  between 
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prime  and  subcontractors  as  to  payment 
or  disposition  of  any  subcontract  costs 
determined  to  be  unallowable  by  the 
DCAA  auditor.  Therefore,  the  cognizant 
auditor  will  disapprove  any  such 
amounts  that  may  be  included  in  the 
prime  contractor’s  claims  under  flexibly 
priced  contracts,  reg^dless  of  the  prime 
contractor’s  disposition  thereof  with  the 
subcontractor. 

6-803  Interplant  Billings 

As  used  in  this  section,  interplant  bill¬ 
ings  are  invoices  (or  credit  memoran¬ 
dums)  for  work  or  services  performed  at 
a  contractor’s  plant  or  division  and 
charged  to  flexibly  priced  contracts  at 
another  plant  or  division.  For  purposes 
of  this  section,  the  auditor  at  the  plant  or 
division  billed  for  services  is  referred  to 
as  the  prime  auditor  and  the  auditor  at 
the  location  where  the  work  is  performed 
is  referred  to  as  the  lower-tier  auditor. 

6-803.1  Genera] 

a.  A  contractor  may  use  more  than  one 

of  its  plants  or  divisions  to  perform 
required  work  or  services.  It  may  issue 
interplant  work  orders,  purchase  orders, 
or  requisitions  for  the  services  or  work  to 
be  performed.  Where  plants  or  divisions 
involved  are  separate  entities  for  ac¬ 
counting  purposes,  the  contractor  gener¬ 
ally  will  use  interplant  billings  or  invoices 
to  bill  costs  or  charges  applicable  to  the 
work  or  services  performed.  Except  as 
provided  in  FAR  3 1 .205-26(e),  the  ^ow- 
able  costs  for  such  work  or  services  will 
be  the  actual  costs  of  the  performing 
organizational  unit  (6-313).  I 

b.  The  provisions  of  this  section  are 
not  applicable  to  monthly  or  periodic 
billings  which  cover  solely  estimated  in¬ 
direct  expense  allocations,  such  as  distri¬ 
butions  of  home  office  expenses  to  vari¬ 
ous  benefiting  plants.  Ordinarily,  the 
contractor  will  adjust  these  allocations  to 
actual  at  its  fiscal  year  end.  The  cogni¬ 
zant  auditor  will  review  charges  of  this 
nature  as  part  of  the  normal  overhead 
audit  at  the  benefiting  plants  through  the 
assist  audit  procedures  (6-804). 


DCAA  Contract  Aadit  Manual 


6106 

16-803.2 


January  1995 


6-803.2  Audit  Procedures 

a.  The  prime  auditor  will  initiate  re¬ 
quests  for  assist  audits  of  interplant  bill¬ 
ings  pursuant  to  the  criteria  stated  in  6- 

I  306.3b.(2)  and  6-313  and  should  normal¬ 
ly  include  copies  of  the  related  work 
orders,  purchase  orders,  or  subcontracts 
and  billing  documents  to  help  the  lower- 
tier  auditor  identify  the  costs  to  be  audit¬ 
ed.  However,  the  lower-tier  auditor  has  a 
mutual  responsibility  to  assure  concur¬ 
rent  and  coordinated  audit  effort  similar 
to  that  envisioned  in  subcontract  audits 
(6-802).  In  addition,  these  responsibili¬ 
ties  include  satisfying  applicable  portions 
of  the  mandatory  annual  audit  require¬ 
ment  related  to  auditable  subcon¬ 
tracts/assist  audits  (MAAR  12).  llie 
prime  auditor’s  timely  identification  of 
auditable  interplant  work  authorizations 
and  information  as  to  anticipated  volume 
of  auditable  work  is  essential  to  sound 
audit  planning  and  performance  of  the 
assist  audits. 

b.  The  lower-tier  auditor  should  coor¬ 
dinate  planned  audit  effort  with  the 
prime  auditor  and  the  lower-tier  Plant 
Representative/ACO  to  assure  coverage 
in  sproific  areas  of  mutual  interest.  Based 
on  this  coordination,  the  lower-tier  audi¬ 
tor  will  furnish  the  prime  auditor  with 
the  anticipated  issuance  date  of  the  assist 
audit  report.  The  prime  auditor  will  also 
coordinate  these  matters  with  the  Plant 
Representative/ACO  at  his  or  her  loca¬ 
tion. 

c.  The  lower-tier  auditor  will  arrange 
for  necessary  technical  assistance  with 
the  lower-tier  Plant  Representative/ACO. 
Guidance  on  technical  assistance  is  in 
Appendix  D. 

d.  Requirements  in  6- 1005b.  will  go¬ 
vern  the  scope  of  the  incurred  interplant 
costs  audit.  The  audit  will  normally  be 
comprehensive  and  include  a  reconcilia¬ 
tion  of  the  cost  records  to  the  total 
interplant  billings  for  each  fiscal  year 
during  the  contract  performance.  Do  not 
perform  audits  of  individual  interplant 
billings  except  in  unusual  circumstances 
as  required  by  6-1003f. 

6-8033  Audit  Reports 

a.  The  lower-tier  auditor  will  issue 
timely  audit  reports,  prepared  under  the 


general  requirements  of  Chapter  10,  to 
the  prime  auditor  according  to  the  re¬ 
porting  schedule.  The  report  will  cover 
the  acceptability  of  the  total  transferred 
costs,  together  with  specific  comments  on 
the  indirect  expense  rates.  When  circum¬ 
stances  warrant,  the  lower-tier  auditor 
should  issue  a  special  report  to  advise  the 
prime  auditor  on  a  timely  basis  of  newly 
noted  matters  which  affect  the  allowabili¬ 
ty  or  allocability  of  interplant  costs. 

b.  Comments  on  indirect  expense  rates 
should  indicate  whether  or  not  final  rates 
have  been  established.  If  final  indirect 
expense  rates  have  not  been  established, 
the  lower-tier  auditor  will  provide  com¬ 
ments  regarding  claimed  billing  rates  and 
the  effect  of  questioned  costs  on  the 
billing  rates.  The  lower-tier  auditor  will 
issue  a  supplemental  audit  report  when 
indirect  expense  rates  have  been  final¬ 
ized. 

c.  The  lower-tier  auditor  will  also  pro¬ 
vide  comments  on  any  transferred  costs 
not  covered  by  an  interplant  work  order. 

d.  The  lower-tier  auditor  will  explain 
all  suspended  or  disapproved  costs  in 
sufficient  detail  to  enable  the  prime  audi¬ 
tor  to  prepare  necessary  DCAA  Form  Is. 

6-804  Corporate  or  Home  Office 
Audits 

The  contractor’s  home  or  group  office 
comprises  the  general  corporate  or  divi¬ 
sional  headquarters  responsible  for  the 
management  of  business  carried  out  at 
various  plants,  branches,  divisions,  or 
subsidiaries  of  the  organization. 

a.  The  home  office  is  responsible  for 
the  overall  administration  and  manage¬ 
ment  of  the  operations  performed  under 
its  general  guidance  and  incurs  expenses 
that  are  allocable  to  the  operations  car¬ 
ried  out  at  the  various  plants,  branches, 
divisions,  or  subsidiaries. 

b.  Some  home  or  group  office  services 
may  not  be  of  a  general  nature  but  are 
performed  for  a  particular  plant  or  divi¬ 
sion.  Under  such  conditions,  the  associ¬ 
ated  costs  may  be  directly  charged  to  the 
plant  or  division.  Treat  these  transac¬ 
tions  as  intracompany  billings  covered  by 
the  audit  procedures  outlin^  for  interdi- 
visional  transactions  (6-313). 


DCAA  Cootract  Audit  Manual 


January  1995 


6107 

16-804.1 


6-804.1  Audit  Responsibility 

a.  The  home  office  auditor  is  responsi¬ 
ble  for  the  audit  of  all  corporate  or  home 
office  expenses  distributed  to  the  various 
segments  of  the  corporation  irrespective 
of  how  such  expenses  may  be  charged  to 
the  segments. 

b.  There  is,  however,  a  signiHcant 
corollary  responsibility  placed  on  lower- 
tier  auditors.  They  must  develop  suffi¬ 
cient  information  and  necessary  visibility 
to  permit  effective  evaluation  by  the 
home  office  auditor.  For  example,  lower- 
tier  auditors,  in  cooperation  with  the 
contract  audit  coordinator  (CAC)  and 
home  office  auditors,  may  identify  over¬ 
lapping  or  duplicative  effort  between  the 
home  office  and  operating  entities.  The 
CAC  program  (15-200)  was  established, 
in  part,  to  improve  communication  and 
visibility  in  this  important  area.  Accord¬ 
ingly,  take  appropriate  measures  to  as¬ 
sure  that  effective  coordination  is  accom¬ 
plished  among  the  home  office  auditor, 
the  plant  auditor,  and  the  CAC. 

c.  The  audit  scope  will  depend  to  a 
large  extent  on  the  overall  value  and 
percentage  of  government  contracts  the 
contractor  is  performing  and  the  amount 
of  home  office  expenses  allocated  and 
assigned  to  government  contracts.  When 
appropriate,  the  corporate  auditor  should 
perform  the  audit  during  the  contractor’s 
fiscal  year. 

d.  The  corporate  auditor  should  re¬ 
solve  audit  problems,  such  as  inequitable 
allocation  methods  or  corporate  policies, 
as  soon  as  possible  to  prevent  undue 
delays  of  overhead  audits  at  the  various 
segments.  In  this  connection,  refer  to  1 5- 
2()0  for  the  CAC  program  procedures. 
Plant  level  auditors  should  specify  dates 
by  which  home  office  reports  are  needed 
in  the  audit  request. 

6-804.2  Andit  Procedures 

a.  Guidance  in  Chapters  4  and  6  are 
applicable  to  the  audit  of  home  office 
expenses.  In  reviewing  home  office  ex¬ 
pense  pools,  pay  particular  attention  to 
the  expense  types  which  may  not 
applicable  to  the  business  as  a  whole, 
such  as  those  applicable  only  to  a  particu¬ 
lar  group  of  products,  group  of  plants,  or 


only  to  those  products  sold  through  cer¬ 
tain  channels  or  to  certain  customers. 

b.  The  corporate  auditor  should  review 
accounts  not  included  in  the  expense 
pool  for  the  possibility  that  they  are 
applicable  to  government  contracts, 
lliese  accounts  include  other  (or  miscel¬ 
laneous)  income  and  expense  accounts, 
reserves  for  contingencies,  surplus,  and 
others.  (See  6-500.) 

c.  The  corporate  auditor  should  review 
tax  returns,  corporate  minutes,  reports 
filed  with  regulator  bodies  (such  as  SEC 
filings),  and  financial  statements  for  their 
impact  on  the  contractor’s  organization, 
operations,  and  claimed  costs,  (see  3- 
1 S 1 .)  The  results  of  this  review  should  be 
coordinated  with,  and  written  confirma¬ 
tion  provided  to,  cognizant  lower-tier 
auditors  to  help  comply  with  mandatory 
annual  audit  r^uirement  relating  to  the 
review  of  tax  returns  and  financial  state¬ 
ments  (MAAR  4). 

d.  The  corporate  auditor  should  fur¬ 
nish  copies  of  consolidated  financial 
statements,  including  notes  thereto,  to 
cognizant  lower-tier  auditors. 

6-8043  Cost  Accounting  Standards 

Cost  AccountingStandard  403  (Alloca¬ 
tion  of  Home  Office  Expenses  to  Seg¬ 
ments)  is  particularly  important  in  re¬ 
viewing  the  allocability  of  home  or  group 
office  expenses.  The  need  for  assuring 
compliance  imposes  special  requirements 
on  both  the  home  office  auditor  and 
lower-tier  auditors,  and  close  coordina¬ 
tion  and  interface  between  these  auditors 
is  essential.  All  auditors  involved  in  the 
review  and  analysis  of  home  or  group 
office  expenses  will  observe  the  specific 
guidance  contained  in  Chapter  8. 

6-804.4  Audit  Reports 

a.  The  higher-tier  auditor  normally 
should  issue  audit  reports  annually,  but 
also  report  significant  findings  when  dis¬ 
covered.  The  narrative  section  of  the 
report  should  contain  summary  com¬ 
ments  on  unsatisfactory  contractor  poli¬ 
cies  and  procedures  affecting  contract 
costs  at  the  plant  level  to  alert  those 
auditors  to  conditions  that  may  require 
special  emphasis. 

b.  Audit  reports  should  provide  suffi¬ 
cient  detail  and  information  for  the  the 
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plant  level  auditors  to  identify  and  evalu¬ 
ate  cost  allocations  considering  the  cir¬ 
cumstances  or  specific  provisions  of  their 
contracts. 

c.  Reports  distributed  to  plant  or  divi¬ 
sion  level  auditors  should  not  divulge 
“contractor  confidential”  information 
which  the  contractor  itself  does  not  re¬ 
lease  to  the  plant  or  division  level.  A 
factor  representing  the  percent^e  of 
questioned  or  disapproved  allocated 
home  or  group  office  expenses  may  be  all 
that  is  required  at  the  plant  or  division 
level. 

6-805  Offsite  Locations  (including 
overseas  locations) 

The  contractor  may  maintain  books 
and  records  at  locations  different  from 
the  site  of  physical  work  performance. 
For  purposes  of  this  section,  auditors  at 
locations  where  contractors’  books  and 
records  are  maintained  are  referred  to  as 
prime  auditors  and  those  where  the  work 
IS  physically  performed  as  offsite  audi¬ 
tors.  Both  prime  and  offsite  auditors 
must  establish  adequate  communication 
to  assure  effective  interface. 

6-805.1  Audit  Responsibility 

a.  The  prime  auditor  retains  responsi¬ 
bility  for  the  audit  of  the  primary  ac¬ 
counting  records  and  approval  of  costs 
under  government  contracts.  In  this  con¬ 
nection,  the  prime  auditor  will  coordi¬ 
nate  the  overall  plan  or  program,  includ¬ 
ing  assist  audit  requests,  with  the  offsite 
audjtor  to  assure  proper  integration  of 
audit  efforts  at  the  respective  locations. 
The  assist  audit  request  should  include, 
as  a  minimum,  a  listing  of  current  em¬ 
ployees  at  the  offsite  location,  the  name, 
title,  and  telephone  number  of  the  offsite 
contractor  representative,  a  listing  of 
contractor  project  numbers  active  at  the 
offsite  location,  a  cross-reference  to  ac¬ 
tive  government  contract  numbers  and 
types,  and  a  copy  of  a  current  payroll 
distribution.  It  is  especially  important 
that  the  prime  auditor  notify  the  offsite 
auditor  of  special  provisions  or  sensitive 
areas  concerning  contract  performance. 
The  offsite  auditor  has  a  corollary  re¬ 
sponsibility  to  apprise  the  prime  auditor 
of  any  auditable  work  or  additional  areas 
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of  audit  coverage  at  the  offsite  location 
which  have  not  otherwise  been  identi¬ 
fied. 

b.  The  offsite  auditor  will  time-phase 
general  areas  of  audit  coverage  at  the 
offsite  location  to  coincide  with  the 
priine  location’s  overall  plan.  The  offsite 
auditor  should  initiate  physical  observa¬ 
tions  and  coordination  with  offsite  con¬ 
tract  administration  officials. 

c.  Where  warranted,  the  prime  audi- 
torfs)  should  make  periodic  visits  to 
offsite  locations  to  coordinate  audit  ac¬ 
tivity.  The  prime  and  offsite  auditors 
should  discuss  any  unresolved  problems 
between  them  through  regional  channels. 
(See  6-806.) 

d.  These  responsibilities  also  include 
satisfying  the  applicable  portions  of  the 
mandatory  annual  audit  requirement  re¬ 
lated  to  auditable  subcontract/assist  au¬ 
dits  (MAAR  12). 

6-805.2  Audit  Reports 

a.  The  format  and  content  of  the  assist 
audit  report  will  conform  with  the  gener¬ 
al  requirements  of  Chapter  10. 

b.  The  offsite  auditor  will  address  assist 
audit  reports  to  the  prime  auditor.  All 
assist  audit  reports  with  positive  findings 
shall  contain  a  recommendation  for  a 
followup  assist  audit  whenever  one  is 
considered  necessary.  When  audit  results 
involve  questioned  costs  or  require  fur¬ 
ther  action  at  the  prime  location,  the 
prime  auditor  will  advise  the  offsite  audi¬ 
tor  of  the  disposition  of  the  audit  find¬ 
ings. 

c.  The  offsite  auditor  will  issue  reports 
to  local  contract  administration  officials 
concerning  matters  of  local  interest  or  in 
response  to  requests  from  the  local  offi¬ 
cials.  The  offsite  auditor  will  furnish 
copies  of  reports  to  the  prime  auditor. 

6-806  Differences  of  Opinion 
Between  DCAA  Offices 

In  the  exchange  of  information  and 
ideas  in  the  performance  of  assist  audits, 
it  is  possible  that  significant  differences 
of  opinion  on  administrative  procedures 
or  technical  accounting  matters  may  de¬ 
velop.  Auditors  encountering  such  differ¬ 
ences  in  performing  audit  assignments 
will  forward  the  information  to  their 
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respective  regional  oflices.  If  the  direc¬ 
tors  of  the  respective  regions  cannot 
resolve  the  differences,  or  if  the  differ¬ 
ences  are  resolved,  but  the  matters  in¬ 
volved  would  be  of  interest  to.  Headquar¬ 
ters,  either  or  both  regional  directors  will 
forward  promptly  to  Headquarters,  At¬ 


tention  PAD,  a  report  containing  suffi¬ 
cient  details  regarding  the  differences 
involved  includmg,  where  appropriate, 
the  conclusions  reached.  Reciting  to 
Headquarters  on  problem  areas  encoun¬ 
tered  in  the  administration  of  the  CAC 
program  is  covered  in  15-210.2. 


DCAA  Contract  Audit  Manual 


/A 


VJ!,. 


4 


1 


MRNUFRCTURED  TO  RUM  STRNDRRDS 
BY  RPPLIED  IMRGE.  INC. 


6110 

6-900 


Jannary  1995 


6-900  Section  9  —  Notices  of  Costs  Suspended  and/or  Disapproved  under 
Cost  Reimbursement  Contracts 


6-901  Introdnction 

This  section  states  the  audit  guidance 
and  procedures  to  he  followed  for  effect¬ 
ing  suspensions  and  disapprovals  of  costs 
under  cost  reimbursement  contracts  and 
the  issuance  of  DCAA  Form  1 ,  Notice  of 
Costs  Suspended  and/or  Disapproved  un¬ 
der  Cost  Reimbursement  Contracts. 

6-902  General  Guidance  for 
Suspensions  and  Disapprovals 

a.  In  general,  an  item  of  cost,  either 
direct  or  indirect,  which  lacks  adequate 
explanation  or  documentary  support  for 
definitive  audit  approval  or  disapproval 
should  be  suspended  until  the  i^uired 
data  are  received  and  a  determination 
can  be  made  as  to  the  allowability  of  the 
item.  Suspensions  may  also  be  used  to: 

(1)  Reduce  the  fixed-fee  when  the  in¬ 
terim  amount  claimed  for  payment  is  in 
excess  of  the  amount  authonzed  by  the 
contract. 

(2)  Establish  the  necessary  withholding 
reserves  required  by  the  contract  terms 
when  the  contractor  fails  to  do  so. 

(3)  Provide  for  the  correct  amount  of 
current  reimbursements  of  costs  that  are 
otherwise  allowable  but  which  have  not 
met  the  requirements  in  6- 1005c  and  6- 
1006. 

b.  Costs  claimed  by  the  contractor  for 
which  audit  action  has  been  completed, 
and  which  are  not  considered  allowable, 
will  be  disapproved.  Disapproved  cost 
may  comprise  any  of  the  following: 

(1)  Items  specifically  limited  or  exclud¬ 
ed  by  FAR  Part  31  or  other  terms  of  the 
contract. 

(2)  Items  which,  although  not  specifi¬ 
cally  unallowable  under  (1)  above,  are 
determined,  in  accordance  with  FAR 
Part  31,  to  be  unreasonable  in  amount, 
contrary  to  generally  accepted  accounting 
principles,  or  not  properly  allocable  to 
the  contract  in  accordimce  with  the  rela¬ 
tive  benefit  received  or  other  equitable 
relationship. 

(3)  Items  disapproved  at  the  direction 
of  the  AGO  (DFARS  242.803(bXii)(B)) 


c.  Costs  which  the  auditor  determines 
should  be  suspended  or  disapproved 
should  be  discussed  with  the  contractor 
to  ensure  that  the  auditor’s  conclusion  is 
based  upon  a  proper  understanding  of  the 
facts  and  to  inform  the  contractor  of  the 
auditor’s  determination.  If  the  contractor 
agrees  that  the  costs  in  question  should 
be  suspended  or  disapproved,  one  of  the 
following  actions  will  be  taken: 

(1)  Where  the  costs  have  not  yet  been 
submitted  on  a  reimbursement  voucher, 
arrangements  will  be  made  to  ensure 
exclusion  of  the  costs  from  any  future 
reimbursement  claims.  The  auditor  shall 
maintain  a  record  of  improper  contract 
costs  which  the  contractor  has  a^eed  to 
deduct  or  exclude  from  its  claims  on 
public  vouchers. 

(2)  Where  the  costs  have  already  been 
included  in  provisionally  approved  reim¬ 
bursement  vouchers,  the  auditor  may 
issue  a  DCAA  Form  1,  or  as  an  alterna¬ 
tive  the  contractor  may  deduct  the 
amount  on  the  next  voucher  submitted. 

d.  The  issuance  of  a  DCAA  Form  1 
should  not  be  delayed  until  the  auditor  is 
prepared  to  issue  an  audit  report  if  the 
cost  to  be  disapproved  has  been  reim¬ 
bursed  through  interim  billings.  If  an 
audit  finding  has  been  presented  to  the 
contractor  and  the  contractor  does  not 
agree  with  the  questioned  costs,  the  audi¬ 
tor  may  prepare  and  issue  a  DCAA  Form 
I  even  tbou^  the  audit  report  will  not  be 
issued  until  other  portions  of  the  audit 
are  completed. 

e.  The  auditor  is  resjwnsible  for  keep¬ 
ing  the  ACO  advised  of  issues  which  have 
the  potential  for  becoming  the  subject  of 
a  DCAA  Form  1  and  shoidd  consult  with 
the  ACO  before  issuing  a  DCAA  Form  1, 
or  its  equivalent  in  me  case  of  a  non- 
DoD  agency.  This  will  permit  me  auditor 
to  ascertain  whether  the  ACO  (1)  has  any 
additional  data  which  would  eimer  suik 
port  or  modify  me  audit  findings,  and  (2) 
concurs  or  nonconcurs  with  me  proposed 
cost  suspension  or  disapproval.  The  audi¬ 
tor  may  also  refer  trie  matter  to  the 
regional  office  for  guidance^j^icularly 
in  those  cases  where  me  ACO  indicates 
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nonconcurrence  with  the  proposed  audit 
action.  The  regional  office,  in  turn,  may 
consider  it  desirable  to  consult  Head¬ 
quarters  before  reaching  a  decision.  The 
consultations  and  discussions  held  with 
the  AGO  and  higher  level  audit  personnel 
should  be  expedited  so  that  audit  action 
can  be  completed  on  a  timely  basis.  The 
issuance  of  a  DCAA  Form  1  triggers  the 
ACO’s  involvement  in  the  audit  determi¬ 
nation  process  (6-708). 

f.  If  the  contractor  does  not  agree  that 
the  costs  in  question  should  be  suspended 
or  disapproved,  and  the  auditor  has  tak¬ 
en  the  action  prescribed  in  e.  above,  the 
auditor  will  issue  a  DCAA  Form  1  (6- 
903)  to  effect  suspensions  and  disapprov¬ 
als  of  costs  or  fees  claimed  for  payment 
on  contractors’  reimbursement  vouchers. 

g.  Occasionally  a  contractor  may  un¬ 
derbill  and  wait  until  the  final  indirect 
rates  are  settled  before  billing  the  govern¬ 
ment.  Where  such  an  underbiUing  has 
occurred  and  the  auditor  and  the  contrac¬ 
tor  do  not  agree  on  the  allowability  of  the 
amounts  contained  in  the  contractor’s 
claim,  the  auditor  should  issue  a  DCAA 
Form  1.  The  amount  of  questioned  costs 
with  which  the  contractor  did  not  agree 
will  be  shown  in  the  designated  block  on 
the  DCAA  Form  1.  After  the  explanatory 
paragraphs),  a  statement  shall  m  provid¬ 
ed  explaining  that  no  action  is  necessary 
to  recoup  the  questioned  amount  as  the 
contractor  has  not  been  reimbursed  for  it. 
The  following  statement  is  suggested  and 
may  be  modified  and/or  expanded  to  suit 
particular  circumstances: 

“The  purpose  of  this  DCAA  Form  1 
is  to  initiate  ACO  action  in  render¬ 
ing  a  final  decision  on  the  questioned 
costs  associated  with  the  issue  de¬ 
scribed  herein  with  which  the  con¬ 
tractor  does  not  agree.  At  the  present 
time,  no  action  is  required  to  recoup 
the  questioned  amount  as  the  inter¬ 
im  biUira  rate  used  by  the  contractor 
during  IT  19xx  was  low  enough  to 
I>reclude  reimbursement  of  the  ques¬ 
tioned  costs  on  an  interim  basis. 

“However,  should  the  contractor  bill 
these  costs  before  this  issue  is  re¬ 
solved,  this  E>CAA  Form  1  will  be 
attached  to  the  request  for  payment 


for  the  purpose  of  disapproving  the 

costs.” 

h.  When  the  auditor  cognizant  of  a 
home  office  determines  that  certain 
amounts  should  be  suspended  or  disap¬ 
proved,  he/she  is  responsible  for  (1)  dis¬ 
cussing  the  costs  with  the  appropriate 
home  office  representatives;  (2)  consult¬ 
ing  with  the  CACO,  if  appropriate;  (3) 
preparing  computations  to  show  the  allo¬ 
cation  of  the  suspended/disapproved 
costs  to  each  receiving  entity;  and  (4) 
advising  the  auditor  cognizant  of  the 
receiving  entity  as  to  the  description  of 
the  cost  element  to  be  suspended  or 
disapproved,  the  amount  allocable  to  the 
entity,  and  the  reasons  for  the  action.  A 
copy  of  this  adviso^  notice  should  also 
be  sent  to  the  cognizant  CACO  and  the 
contractor’s  home  office  representative. 
The  auditor  cognizant  of  the  entity  re¬ 
ceiving  the  costs  to  be  suspended  or 
disapproved  should  prepare  a  regular  or 
blanket  £>CAA  Form  1,  as  appropriate, 
listing  all  affected  contracts,  and  showing 
the  computations  to  the  contract  level. 

i.  For  special  administrative  proce¬ 
dures  to  be  followed  in  processing  sus¬ 
pensions  and  disapprovals  related  to  non- 
DoD  contracts  rerer  to  15-100. 

6-903  Types  of  DCAA  Fonn  1 

a.  Suspensions  and  disapprovals  affect¬ 
ing  E>oD  contracts,  and  contracts  of  non- 
DoD  organizations  where  the  auditor  has 
been  granted  the  authority  (15-103),  will 
be  accomplished  by  means  of  one  of  the 
following  types  of  DCAA  Form  1.  Costs 
suspend^  or  disapproved  on  NASA  con¬ 
tracts  are  accomplished  by  means  of  a 
NASA  Form  456  (15-105). 

b.  While  individual  delive^  orders 
under  Indefinite  Delivery  Type  Contracts 
should  be  treated  as  if  they  were  separate 
contracts,  a  DCAA  Form  1  can  be  issued 
to  effect  a  cost  disallowance  on  one 
delivery  order  in  order  to  recover  an 
overpayment  under  another  delivery  or¬ 
der  on  the  same  contract. 

6-903.1  Rcgalar 

Where  the  cost  element  to  be  suspend¬ 
ed  or  disapproved  is  applicable  to  only 
one  contract,  a  r^ular  DCAA  Form  1 
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will  be  prepared  and  issued  as  prescribed 
in  6-W5.1. 

6-903.2  Blanket 

Where  the  cost  element  to  be  suspend¬ 
ed  or  disapproved  is  applicable  to  more 
than  one  contract,  a  blanket  DCAA  Form 
1  will  be  prepaid  and  issued  as  pre¬ 
scribed  in  6-903.2.  The  blanket  DCAA 
Form  1  will  contain  a  description  of  the 
issue  involved  and  will  list  all  affected 
contracts,  showing  the  computation  to 
the  contract  level.  Although  all  affected 
contracts  are  listed  on  the  blanket  DCAA 
Form  1,  it  may  be  possible  to  recoup  a 
significant  amount  of  the  costs  on  only 
part  of  the  contracts.  In  such  cases  the 
auditor  may  elect  to  process  the  DCAA 
Form  1  against  interim  billings  for  only 
those  contracts  containing  the  major  por¬ 
tion  of  the  costs  to  be  suspended  or 
disapproved.  Once  the  issue  is  settled,  the 
other  contracts  should  be  adjusted  as 
necessary.  Contract  audit  closing  state¬ 
ments  should  reflect  reductions  for  all 
outstanding  DCAA  Form  1  suspensions 
and  disapprovals  applicable  to  the  con¬ 
tract  even  though  the  Form  1  has  not 
been  previously  processed  against  inter¬ 
im  billings  under  the  contract  due  to 
materiality  considerations. 

6-904  Follow-up  Action  on 
Suspensions  and  Disapprovals 

a.  It  is  ejected  that  within  a  reason¬ 
able  time  after  issuance  of  a  suspension, 
the  contractor  will  submit  the  required 
explanations,  documentation,  data,  or 
justification  in  support  of  the  suspended 
costs.  At  that  time,  the  auditor  will 
complete  the  review  and  determine  the 
allowability  of  the  items  involved.  Audi¬ 
tors  will  make  all  reasonable  efforts  to 
obtain  the  additional  information  re¬ 
quired  for  an  audit  determination  as 
promptly  as  possible.  When  such  efforts 
are  not  successful,  the  auditor,  after  the 
lapse  of  a  reasonable  period  of  time,  may 
process  a  DCAA  Form  1  to  effect  the 
disapproval  of  the  suspended  item.  If  the 
contractor  disagrees  with  this  determina¬ 
tion,  it  may  elect  to  assert  a  claim  with 
the  contracting  officer  pursuant  to  the 
“Disputes”  clause  of  the  contractfs). 


b.  When  a  reimbursement  voucher 
contains  a  resubmission  of  items  of  cost 
or  fee  which  were  previously  suspended 
by  DCAA  Form  1,  the  contractor  will 
show  each  such  item  as  a  separate  line 
item  on  its  SF  1033  in  the  current  period 
column  of  the  section  entitled  “Contract 
Reserves  and  Adjustments”  (see  DCAAP 
7641.90).  All  these  items  will  be  com¬ 
bined  into  one  figure  in  the  cumulative 
amount  column.  A  final  audit  determina¬ 
tion  on  all  suspended  items  will  be  made 
by  the  auditor  prior  to  or  at  the  time  the 
completion  voucher  under  the  contract  or 
subcontract  is  processed  and  the  contract 
closing  statement  is  issued. 

c.  Where  the  contractor’s  claim  for 
costs  disapproved  by  a  DCAA  Form  I  is 
sustained  by  the  ACO  or  under  the 
decision  and  appeals  procedures,  the  au¬ 
ditor  will  approve  the  costs  determined 
acceptable  when  resubmitted  by  the  con¬ 
tractor  in  a  reimbursement  voucher. 

6-905  Prepanitioii  of  DCAA  Fonn  1 

The  auditor  is  the  authorized  represen¬ 
tative  of  the  contracting  officer  for  the 
purpose  of  issuing  a  DCAA  Form  1 .  Only 
the  auditor  shall  prepare  the  form.  The 
auditor  should  prepare  a  separate  DCAA 
Form  1  for  each  major  issue.  This  proce¬ 
dure  facilitates  tracking  the  status  of  the 
issue  should  the  contractor  appeal  the 
DCAA  Form  1.  Instructions  for  Uie  prep¬ 
aration  of  authorized  types  of  DCAA 
Forms  1  are  presented  m  the  following 
paragraphs.  Rexona!  Audit  Manager 
(RAM)  review  is  required  prior  to  is¬ 
suance  of  all  Forms  1,  as  well  as  all 
related  rebuttals  and  response  letters. 

6-905.1  Regnlar 

a.  The  information  to  be  shown  on  the 
regular  form  will  be  in  conformity  with 
the  following  instructions,  which  are 
keyed  to  the  letters  on  the  specimen 
DCAA  Forms  1  and  1-c  (Figure  6^9-1  and 
6-9-2). 

(1)  Contract  Number.  Insert  the  num¬ 
ber  of  the  contract,  and,  if  appitq>riate, 
the  job,  task,  or  project  order  thereunder. 

(2)  Notice  NumbCT.  Insert  the  sequence 
number  of  this  DCAA  Form  1.  A  sepa¬ 
rate  series  of  consecutive  numbers  of 
DCAA  Forms  1  beginning  with  number  1 
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will  be  used  for  each  contract,  job,  task, 
or  project  order  for  which  a  separate 
voucher  series  of  numbers  is  used.  (See 
DCAAP  7641.90.) 

(3)  Disbursing  Office.  Show  the  name 
and  address  of  the  applicable  disbursing 
office. 

(4)  Contract  Administration  Office. 
Show  the  name  and  address  of  the  appli¬ 
cable  office. 

(5)  Signature  and  Date  of  Notice.  The 
auditor  responsible  for  the  preparation  of 
the  I^AA  Form  1  will  manually  sign  the 
original  and  insert  the  date  signed. 

(6)  IXIAA  Auditor  Address.  Insert  the 
name  and  address  of  the  FAO. 

(7)  Contractor’s  Acknowledgment  of 
Receipt.  Do  not  fill  in  these  three  blocks 
when  the  form  is  prepared.  Obtain  the 
contractor’s  acknowledgment  per  6-9()6b. 

(8)  Description  of  Items  and  Reasons 
for  Action.  The  auditor  shall  insert  in  this 
space  a  clear  and  concise  description  and 
identification  of  each  item  suspended  or 
disapproved.  The  reasons  for  action  must 
clearly  and  specifically  state  the  grounds 
for  suspension,  or  disapproval.  Since  the 
DCAA  Form  1  is,  in  essence,  an  audit 
r^rt,  the  reporting  standards  in  2-400 
will  be  complied  with  in  its  preparation. 
In  the  event  a  lengthy  narrative  is  re¬ 
quired  such  as  may  be  needed  to  describe 
a  laige  or  complicated  item  of  cost  sus¬ 
pended  and/or  disapproved,  the  typii^ 
may  be  extended  across  the  entire  page, 
or  a  brief  summary  may  be  made,  attach¬ 
ing  the  details  on  plain  paper.  If  there  are 
numerous  items,  they  should  be  briefly 
itemized  and  totaled  before  the  detailed 
explanations  begin,  so  that  the  total 
amounts  of  costs  suspended  and/or  dis¬ 
approved  appear  no  later  than  the  first  or 
second  pa|e  of  the  form. 

b.  Sufficient  copies  will  be  prepared  to 
provide  the  distnbution  required  by  6- 
906. 

c.  The  amount  suspended  and/or  dis¬ 
approved  will  be  deducted  on  a  current 
public  voucher  in  the  manner  provided 
by  6-907. 

6-905.2  Bbukct 

a.  Where  use  of  a  blanket  form  is 
^ropriate  (see  6-903.2),  one  DCAA 
Form  1,  suitable  for  reproduction,  will  be 


prep^d  in  accordance  with  the  follow¬ 
ing  instructions. 

(1)  The  contractor’s  name  and  address 
will  be  shown  in  the  space  provided. 

(2)  A  description  of  the  cost  element  to 
be  suspended  or  disapproved,  the 
amount  applicable  to  each  affected  con¬ 
tract,  and  the  reasons  for  the  action  will 
be  shown  in  the  space  provided.  If  the 
information  cannot  be  conveniently 
shown  in  such  space,  a  brief,  introductory 
statement  will  be  furnished,  generally 
describing  the  items  and  reasons  for  the 
audit  action.  Amounts  suspended  or  dis¬ 
approved  applicable  to  each  affected  con¬ 
tract  and  detailed  explanations  will  be 
stated  in  exhibits  or  other  attachments, 
and  appropriate  reference  will  be  made  to 
such  data  in  the  introducto^  statement. 
For  example,  in  the  case  of  indirect  costs 
disapproved  based  on  the  auditor’s  deter¬ 
mination  of  final  indirect  cost  rates,  the 
forgoing  may  be  shown  on  the  blanket 
DCAA  Form  1  as  follows,  modified  as 
appropriate  in  the  circumstance: 

“For  the  Fiscal  Year  ended _  , 

Factor]',  Engineering,  and  funeral  & 
Administrative  expense  reimbursed  to 
the _ Company  under  this  con¬ 

tract  in  excess  of  amounts  determined 
allowable  are  disapproved.  The  disap¬ 
proved  amounts  allocated  to  this  con¬ 
tract  are  indicated  by  check  mark  on 
Exhibit  A.” 

(3)  The  blanket  form,  including  su|v 
porting  exhibits  or  other  attachments,  if 
r^uir^,  will  be  reproduced  in  the  quan¬ 
tities  required  by  6-906  for  each  contract 
to  which  the  suspended  or  disapproved 
cost  is  applicable. 

(4)  The  applicable  contract  number, 
notice  number  and  date,  and  public 
voucher  number  will  be  inserted  for  each 
contract  on  all  copies  of  the  reproduced 
form  required  for  such  contract.  On  each 
set  of  forms  so  prepared,  the  amount 
suspended  or  disapproved  applicable  to 
the  cited  contract  will  be  cle^y  checked 
in  ink  or  red  pencil  on  all  copies.  One 
copy  in  each  set  will  be  sign^  as  pre¬ 
scribed  by  6-905.  la. 

b.  l^e  blanket  DCAA  Form  1  will  be 
distributed  in  accordance  with  6-906  for 
each  affected  contract.  The  amount  sus- 
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pended  or  disapproved  applicable  to  each 
contract  will  be  deducted  from  the  reim¬ 
bursement  claimed  on  a  public  voucher 


for  such  contract  in  the  manner  provided 
by  6-907. 
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Figure  6-9-1 
DCAA  Form  1 


DEFENSE  CONTRACT  AUDIT  AGENCY 

NOTICE  OF  CONTRACT  COSTS  SUSPENDED  AND/OR  DISAPPROVED 

TO:  (Name  and  Address  of  Contractor) 

Contract  Number 

(1) 

Disbursing  Office 

(3) 

PAG 


Notice  Number 


Contract  Administration  Office 
(4) 


1 .  This  notice  is  issued  pursuant  to  the  authority  of  DoD  Directive  5105.36,  as  imptemented  by  the  Federal  Acquisition 
Regulation  and  OoO  Far  Supplement.  H  constitutes  notice  of  costs  suspended  and/or  disapproved  incidsnt  to  the 
audit  of  contractor  coats  Incurred  under  referenced  contract(s).  Description  of  items  and  reasons  for  the  action  are 
stated  below. 

2.  SUSPENDED  COSTS,  as  referred  to  herein,  are  costs  which,  lor  the  reasons  stated  below,  have  been  determined 
by  the  undersigned  to  be  inadequately  supported  or  otherwise  questionaM,  and  not  appropriate  for  reimburse¬ 
ment  under  the  contract  terms  at  this  time.  Such  costs  may  be  determined  reimbursable  after  the  contractor 
provkfes  the  auditor  additional  documentation  or  explanation  as  specified  below. 

3.  DISAPPROVED  COSTS,  as  referred  to  herein,  are  costs  which,  for  the  reasons  stated  below,  have  been  determined 
by  the  undmign^  to  be  unaHowabie,  that  is,  not  reimbursable  under  the  contract  terms. 

4.  If  the  contractor  disagrees  with  this/these  determinations,  the  contractor  may  (1 )  request  in  writing  the  cognizant 
contracting  officer  to  consider  whether  the  unreimbursed  costs  should  be  paid  and  to  discuss  his  or  her  firKlings 
with  the  contractor  and/or  (2)  file  a  claim  under  the  "Disputes "  clause  of  the  contract(s). 

5.  The  auditor  will  submit  copies  of  the  acknowledged  notice  to  the  cognizant  disubrsing  officer  for  appropriate  action 
and  to  the  cognizant  contracting  officer. 


DCAA 

Date  of  Notice 

Address 

Signature 

AUDITOR 

(5) 

(6, 

(5) 

CONTRACTOR'S  ACKNOWLEDGMENT  OF  RECEIPT— The  contractor  or  its  authorized  representative  shall  acknowl¬ 
edge  receipt  of  this  nodes  to  the  DCAA  auditor. 


Date  of  Receipt 


DCAA  Form  1 
February  1968 


Supersedes  August  1987  EdWon  of  DCAA  Form  1 
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Figure  6-9-2 
DC.^4.  Form  1-C 


Janrary  1995 


6-906  Distribution  of  DCAA  Form  1 

a.  The  distribution  pattern  below  was 
developed  by  DoD  procurement  person¬ 
nel  to  ensure  that  interest^  govern¬ 
ment  representatives  receive  timely  noti¬ 
fication  of  the  status  of  suspension  or 
disapproval  actions  and  to  accommodate 
legal  requirements  about  the  contractor's 


6117 

16-906 

appeal  rights.  Where  satisfactory  local 
arrangements  can  be  made  to  accomplish 
these  purposes  through  a  more  limited 
distribution,  such  action  should  be  taken. 
In  the  case  of  issues  having  corporate¬ 
wide  impact,  a  copy  for  return  to  the 
CACO  should  be  provided  in  addition  to 
the  distribution  noted  below. 


Advioce  Distributioa  tt  Time  of  bsuance 

(two  acknon^edgmeiit  capict,  one  endi  for  retuni  to  the 
auditor  and  to  the  adounistrative  oontraettoc  <^ioer) 

Ori(inal  and  3  Copies 

Adminiatrative  Contractint  Officer 

Audit  Fik 

1  copy 

1  Copy 

Orififinl  and  5  Cooica 

Dutributioo  u  Attjchoieati  to  Reimbunemeot  Vouchers 

DCAA  Form  1  will  be  ittacbed  to  ^  ^  ^  ^ 

the  SF  lOM  end  each  copy  of  the  SF  1034s  on  which  the  deductio  is  nude. 

Total  DCAA  Forms  needed 

8  Conies 

nti|iful  and  13  Copies 

b.  It  is  important  for  the  auditor  and 
the  ACO  to  obtain  the  contractor’s  ac¬ 
knowledgment  of  the  receipt  of  DCAA 
Form  1  on  the  copies  provided  for  that 
purpose.  Where  the  auditor  personally 
presents  the  DCAA  Form  1  to  the  Mn- 
tractor,  he/she  should  obtain  the  requited 
acknowledged  copies  and  immediately 
forward  one  to  the  ACO.  Where  the 
DCAA  Form  1  is  mailed  to  the  contrac¬ 
tor,  rather  than  personally  predated,  it 
should  be  sent  by  certifi^  mail,  return 
receipt  requested,  and  the  contractor 
shall  be  advised  to  forward  the  acknowl¬ 
edged  copies  of  the  DCAA  Form  1,  one 
each  to  the  auditor  and  the  ACO.  This 
procedure  shall  be  used  in  any  case  where 
the  contractor  refuses  to  acknowledge 
receipt  of  the  DCAA  Form  1. 

6-907  Dedactiom  oa  Pablic  Vouchers 
for  Saspensions  and  Disapprovals 

a.  If  it  appears  that  the  full  immediate 
deduction  of  a  cost  susprasion  or  disap¬ 
proval  might  seriously  impair  the  con¬ 
tractor’s  ability  to  continue  contract  per¬ 
formance,  the  auditor  should  consult 
with  the  disbursing  officer  concerning 
possible  use  of  FAR  32.613  procedures 
regarding  deferred  payments  of  contract 
debts. 


b.  The  auditor  shall  insert  in  the  differ¬ 
ences  block  of  the  public  voucher,  SF 
1034,  the  total  amount  suspended  and/or 
disapproved  as  shown  on  the  DCAA 
Form  1,  and  the  net  amount  provisional¬ 
ly  approved,  as  follows: 

DCAA  Form  No.  S  ( - ) 

Net  Amount  Approved  S - 

The  auditor  should  ensure  that  the 
DCAA  Form  1  amount  is  ^own  an 
offset  to  cumulative  billings  in  the  “Con¬ 
tract  Reserves  and  Adjustments”  section 
of  the  SF  1035  atteched  to  the  next  public 
voucher  (see  DCAAP  7641.90). 

c.  If  the  amount  of  the  deduction  is 
more  than  the  amount  of  the  public 
voucher,  the  auditor  shall  apply  the  in¬ 
stallment  method  of  deductions  to  this 
and  sub^uent  public  vouchers,  until  the 
amount  is  fidly  liquidated  against  the 
contractor’s  claims.  Public  vouchers  with 
zero  amounts  must  be  forwarded  to  the 
disbursing  office  for  appropriate  action. 

6-908  Contractor’s  Request  for 
Reconsideration  or  Cbums  of 
IMsapproved  Costs 

a.  Following  the  issuance  of  a  DCAA 
Form  1,  the  contractor  may  (1)  request 
the  cognizant  ACO  in  writing  to  consider 
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whether  the  unreimbursed  costs  should 
be  paid  and  to  discuss  his  or  her  flndings 
with  the  contractor  or  (2)  submit  to  the 
AGO  a  claim  for  disapproved  costs  in 
accordance  with  FAR  33.2  (Disputes  and 
Appeals).  Arrangements  should  be  made 
for  ACOs  to  notify  the  auditor  promptly 
of  any  claims  they  may  receive.  The  AGO 
will  normally  m^e  a  written  determina¬ 
tion  as  promptly  as  practicable  on  con¬ 
tractor  written  requests  for  reconsider¬ 
ation,  but  when  a  formal  claim  is  filed, 
the  AGO  should  make  a  final  decision 
within  60  daw.  If  a  contractor  dis^rees 
with  the  AGO  final  decision  regarding  a 
claim,  the  contractor  may  appeal  the 
decision  to  the  ASBGA  or  the  Gourt  of 
Federal  Glaims. 

b.  Written  determinations  or  final  deci¬ 
sions  may  sometimes  involve  complex 
issues  and  significant  dollar  amounts. 
Moreover,  they  may  have  an  impact  far 
wider  than  the  particular  transaction  at 
issue.  Generally,  the  AGO  will  seek  legal 
counsel  and  advice  from  othen,  includ¬ 
ing  the  auditor.  In  these  cases,  the  auditor 
shall  cooperate  with  the  AGO  by  furnish¬ 
ing  any  additional  information  and  audit 
explanations  necessaiy  to  permit  him  or 
her  to  reach  a  conclusion.  In  the  event  the 
AGO  does  not  sustain  the  contract  audi¬ 
tor’s  cost  disapproval,  DoD  Directive 
7640.2  requires  the  AGO  to  comply  with 
the  documentation  and  review  proce¬ 
dures  prescribed  by  his/her  DoD  compo¬ 
nent  prior  to  final  disposition  of  the 
disapproved  cost  (see  lS-603).  In  this 
connection,  DGMG  procedures  are  stated 
in  paragraph  31.2-3g  of  DLA  Manual 
8103.1. 

c.  When  a  claim  of  disapproved  costs  is 
decided,  in  whole  or  in  part,  in  the 
contractor’s  favor,  the  AGO  will  advise 


the  contractor  to  resubmit  on  its  next 
public  voucher  the  amount  determined 
acceptable  by  the  AGO.  The  amount  of 
the  resubmission  shall  be  shown  as  a 
separate  item  in  the  section  on  the  SF 
1033  headed  “Gontract  Reserves  and 
Adjustments”  (see  DCAAP  7641.90). 
The  copy  of  the  AGO’s  decision  sustain¬ 
ing  the  contractor’s  claim  which  is  fur¬ 
nished  the  auditor  will  be  retained  with 
the  auditor’s  copy  of  the  resubmission 
voucher  as  supporting  documentation. 

d.  Refer  to  13-603  for  guidance  on 
reporting  of  AGO  reinstatements  and 
issuance  of  reports  to  the  AGO  on  audit 
determined  rates  and  DGAA  Forms  1 
when  the  auditor  cannot  reach  an  agree¬ 
ment  with  the  contractor. 

6-909  General  Accounting  Office 
Notices  of  Exception 

a.  Notices  of  exception  issued  by  the 
General  Accounting  Office  are  addressed 
to  the  disbursing  officer.  The  disbursing 
officer  usually  recovers  the  questioned 
amount  by  an  immediate  deduction  from 
amounts  otherwise  due  the  contractor. 
Hie  contractor  is  notitied  of  the  action 
taken  and  of  its  right  to  file  a  reclaim 
voucher. 

b.  The  auditor  does  not  have  responsi¬ 
bility  for  making  replies  to  the  Graeral 
Accounting  Office  Notices  of  Exception. 
When  the  disbursing  officer  requests  the 
auditor’s  advice  and  comment  on  an 
exception,  the  auditor  will  furnish  all 
available  information  to  assist  him  or 
her.  Such  information  shall  include  an 
opinion  as  to  whether  the  submission  of 
an  explanatory  reply  is  likely  to  result  in 
the  withdrawal  of  the  exception  by  the 
GAO. 
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6-1000  Section  10  —  Responsibilities  for  Processing  and  Approval  of  Interim 
and  Completion  Cost-Reimbursement  Vouchers 


6-1001  Introduction 

This  section  provides  information  on 
the  audit  lesponsibilitics  for  the  process¬ 
ing  and  approval  of  the  contractor’s  in¬ 
terim  and  completion  reimbursement 
vouchers.  Additional  guidance  on  termi¬ 
nated  cost-type  contracts  and  processing 
of  non-DoD  reimbursement  vouchers  is 
contained  in  12-400  and  15-100,  respec¬ 
tively. 

6-1002  General 

a.  Contractors  submit  reimbursement 
vouchers  or  invoices  (herein  referred  to 
as  vouchers)  to  obtain  interim  and  final 
payment  under  cost-reimbursement, 
time-and-materials  and  labor-hour  con¬ 
tracts  and  the  cost-reimbursement  por¬ 
tions  of  fixed  price  contracts.  A  cost- 
reimbursement  type  contract  provides 
for  payment  to  the  contractor  of  the 
allowable  costs  incurred  in  performing 
the  work  or  services  prescribed  in  the 
contract.  This  type  of  contract  specifies 
an  estimate  of  total  cost  for  the  purposes 
of  (I)  obligating  funds  and  (2)  establish¬ 
ing  a  cost  ceiling  which  the  contractor 
may  not  exceed,  except  at  its  own  risk, 
without  the  approval  of  the  contracting 
officer.  The  contract  may  also  provide  for 
the  payment  to  the  contractor  of  a  fixed 
fee,  or  a  target  fee  subject  to  subsequent 
incentive  adjustment  dependent  upon 
prescribed  contract  performance  or  cost 
factors.  Conversely,  a  cost-sharing  con¬ 
tract  may  limit  reimbursement  to  the 
contractor  to  an  agreed  portion  of  the 
total  allowable  costs,  and  provide  for  the 
remaining  irartion  to  be  absorbed  by  the 
contractor  in  consideration  of  exp^ed 
compensating  benefits.  A  time-and-mate- 
rials  contract  provides  for  acquiring  sup- 

Clies  or  services  on  the  basb  of  (1)  direct 
ibor  hours  at  specified  fixed  hourly  rates 
that  include  wages,  indirect  expenses, 
and  profit;  and  (2)  materials  at  cost, 
including  material  handling  costs,  if  ap¬ 
propriate.  A  labor-hour  contract  is  a 
vanant  of  the  time  and  materials  con¬ 
tract,  differing  in  that  materials  are  not 


supplied  by  the  contractor.  The  various 
types  of  contracts  described  above  are 
hereafter  referred  to  as  cost-reimburse¬ 
ment  type  contracts  for  purposes  of  this 
section  and  are  more  fully  explained  in 
FAR  Part  16,  Subparts  3,  4,  and  6,  plus 
applicable  supplements. 

b.  A  fixed  price  contract  obligates  the 
contractor  to  complete  physical  perfor¬ 
mance  of  the  contract  at  the  stipulated 
pricefs).  The  failure  to  complete  perfor¬ 
mance  subjects  the  contractor  to  possible 
government  termination  for  default.  Un¬ 
der  a  cost-reimbursement  type  contract, 
however,  although  the  contractor  is  ex¬ 
pected  to  use  its  best  efforts  to  complete 
performance,  the  contractor  is  not  obli¬ 
gated  to  continue  performance  under  the 
contract  if  it  involves  the  incurrence  of 
costs  in  excess  of  the  estimated  total  cost 
stated  in  the  contract. 

6-1003  Responsibility  for 
Examination  and  Approval  of 
Reimborsement  Vouchers 

a.  The  authority  and  responsibility  for 
audit  examination  and  approval  for  pay¬ 
ment  of  contractors’  claims  (public 
vouchers)  under  cost-reimbursement  type 
contracts  are  set  forth  in  Department  of 
Defense  Directive  No.  5105.36,  subject: 
Defense  Contract  Audit  Agency  (see  1- 
ISl)  as  implemented  in  FAR  42.803(b) 
and  applicable  supplements. 

b.  Under  cost-reimbursement  con¬ 
tracts,  the  cost-reimbursement  portion  of 
fixed  price  contracts,  letter  contracts  that 
provide  for  reimbursement  of  costs,  time- 
materials  contracts,  and  labor-hour  con¬ 
tracts,  the  contract  auditor  is  the  author¬ 
ized  representative  of  the  contracting 
officer  to  (1)  receive  reimbursement 
vouchers,  interim  rate  adjustment  vouch¬ 
ers,  and  final  rate  adjustment  vouchers 
directly  from  contractors,  ^)  approve  for 
payment  or  adjustment  those  vouchers 
found  acceptable,  and  (3)  suspend  pay¬ 
ment  of  questionable  costs  (see  6-905). 
The  auditor  will  assure  that  completed 
vouchers  are  forwarded  to  the  cognizant 
disbursing  officer  for  payment. 
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c.  If  the  review  of  a  voucher  raises  a 
question  regarding  the  allowability  of  a 
cost  under  the  contract  terms,  the  audi¬ 
tor,  after  informal  discussion  as  appropri¬ 
ate,  will  issue  a  DCAA  Form  1,  “Notice 
of  Contract  Costs  Suspended  and/or  Dis¬ 
approved”.  Guidance  on  the  preparation 
and  submission  of  DCAA  Form  1  is 
contained  in  6-900.  The  Form  1  will  be 
submitted  simultaneously  to  the  contrac¬ 
tor  and  the  disbursing  omcer,  with  a  copy 
to  the  cognizant  contracting  officer,  for 
deduction  from  current  payments  with 
respect  to  costs  claimed  but  not  consid¬ 
ered  reimbursable.  If  the  contractor  dis¬ 
agrees  with  the  deduction,  it  ma^  (1) 
submit  a  written  request  to  the  cognizant 
contracting  officer  to  consider  whether 
the  unreimbursed  costs  should  be  paid, 
(2)  file  a  claim  under  the  Disputes  clause, 
or  (3)  do  both.  The  contracting  officer 
may  direct  the  auditor  to  issue  a  Form  1 
for  any  cost  that  he  or  she  believes  should 
be  suspended  or  disapproved. 

d.  liie  auditor  will  approve  separate 
fee  vouchers  and  fee  portions  of  vouchers 
for  provisional  payment  in  accordance 
with  the  contract  schedule  and  any  in¬ 
structions  from  the  administrative  con¬ 
tracting  officer  (AGO). 

e.  Completion  vouchers  will  be  for¬ 
warded  to  the  AGO  for  approval  after 
audit  review  as  prescribed  in  6-1008.Ib. 

I  f.  The  primary  purpose  of  the  examina¬ 
tion  and  approval  of  interim  public 
vouchers  is  to  provide  reasonable  assur¬ 
ance  that  the  amounts  claimed  are  not  in 
excess  of  that  which  is  properly  due  the 
contractor  in  accordance  with  the  terms 
of  the  contract.  The  extent  of  audits  of 
individual  interim  vouchers  should  be 
based  upon  the  contractor’s  integrity,  its 
financial  condition  and  the  adequacy  of 
its  internal  management  controls  and 
procedures.  It  is  not  intended  that  inter¬ 
im  public  vouchers  submitted  by  contrac¬ 
tors  under  cost-reimbursement  type  con¬ 
tracts  be  individually  audited  except  in 
those  very  unusual  instances  where  the 
auditor  has  concluded  that  he  or  she 
cannot  place  reasonable  reliance  upon 
the  contractor’s  cost  representations  or 
billing  procedure  (maximum  control 
risk).  Guidance  pertaining  to  the  audi¬ 
tor’s  review  of  the  internal  control  struc¬ 
ture  is  provided  in  Ghapter  5  and  6-1006, 


guidance  pertaining  to  audits  of  interim 
public  vouchers  is  provided  in  6-1007 
and  guidance  regarding  completion 
vouchers  is  in  6-l()()8. 

6-1004  Preparation  and  Submission 
of  Claims  for  Reimbnrsement  by 
Contractors 

a.  Cost-reimbursement  type  contracts 
provide  that  the  contractor  may  submit 
periodic  claims  for  reimbursement  of 
costs  and  fee  on  government  public 
voucher  forms  SF  1034  and  SF  1035  or 
their  equivalent.  Detailed  information 
concerning  the  preparation,  submission 
and  processing  of  these  forms  is  present¬ 
ed  in  DCAAP  7641.90.  This  pamphlet  is 
available  for  distribution  to  contractors. 

b.  Audit  offices  receiving  requests  from 
contractors  for  public  voucher  forms  will 
advise  contractors  that  they  may  be  ob¬ 
tained  f  rom  the  appropriate  AGO  or  from 
the  Government  Printing  Office  at  no¬ 
minal  cost. 

c.  Contractors’  interim  reimbursement 
claims  will  be  forwarded  for  payment  to 
the  disbursing  officer  after  appropriate 
review  and  approval  by  the  auditor  to 
insure  that  such  payments  are  consistent 
with  the  terms  of  the  contract.  These 
interim  payments  are  provisional  in  na¬ 
ture  and  are  subject  to  retroactive  adjust¬ 
ment  upon  the  determination  of  the 
allowability  of  costs  claimed.  The  allow¬ 
able  cost  and  payment  clause  at  FAR 
32.216-7  contained  in  each  cost-reim¬ 
bursement  type  contract  states  in  part: 
“At  any  time  or  times  before  final  pay¬ 
ment,  the  Contracting  Officer  may  have 
the  Contractor’s  invoices  or  vouchers  and 
statements  of  cost  audited.  Any  payment 
may  be  (1)  reduced  by  amounts  found  by 
the  Contracting  Officer  not  to  constitute 
allowable  costs  or  (2)  adjusted  for  prior 
overoayments  or  underpayments.”  A 
similar  clause  is  contained  in  time-and- 
materials  and  labor-hour  contracts  (FAR 
52.232-7).  Guidance  concerning  the  re¬ 
view  and  processing  of  interim  vouchers 
is  provided  in  6-1007. 

d.  Upon  completion  of  the  contract, 
the  contractor  is  required  to  submit  a 
voucher  desimated  as  “completion 
voucher”  together  with  such  other  docu- 
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meats  as  are  prescribed  by  the  contract. 
Approval  and  payment  by  the  govern¬ 
ment  of  the  contractor’s  completion 
vouchers  constitutes  complete  and  final 
payment  to  the  contractor,  except  for  any 
items  reserved  by  qualification  of  the 
contractor’s  Release  of  Claims.  Detailed 
instructions  relative  to  submission  and 
processing  of  these  documents  are  includ¬ 
ed  in  DCAAP  7641.90  and  6-1008. 

6-1005  Determination  of  Allowable 
Costs 

a.  Each  cost-reimbursement  type  con¬ 
tract  provides  that  the  allowable  costs  of 
performing  the  contract  will  be  deter¬ 
mined  in  accordance  with  the  contract 
cost  principles  and  procedures  stated  in 
that  part  of  FAR  Part  31  and  applicable 
supplements  which  is  appropriate  for  the 
type  of  contractor  organization  and  work 
to  be  performed.  Advance  aweements  or 
other  provisions  relating  to  the  allowabil¬ 
ity  or  allocability  of  special  or  unusual 
items  or  categories  of  costs  may  also  be 
incoiporated  into  the  contract  when  de¬ 
termined  to  be  in  the  government’s  inter¬ 
est.  This  is  to  avoid  possible  subsequent 
disagreements  reading  the  reasonable¬ 
ness  or  allocability  of  allowable  costs. 
Therefore,  it  is  im^rtant  that  each  con¬ 
tract  be  reviewed  to  determine  its  specific 
requirements  and  contractual  terms  and 
conditions.  (See  guidance  on  reviewing 
contract  provisions  in  3-200.) 

b.  Audits  of  contractors  performing 
substantial  government  business  will  nor¬ 
mally  be  made  on  a  comprehensive  basis, 
as  contrasted  with  a  contract  by  contract 
approach.  The  auditor  will  thus  evaluate 
whether  a  review  of  the  contractor’s 
internal  control  structure  would  be  more 
efficient  or  economical  than  transaction 
testing  to  reach  an  (minion  on  the  accura¬ 
cy  and  reliability  of  the  contractor’s  rec¬ 
ords  and  cost  representations.  This  deci¬ 
sion  should  be  documented  in  the  perma¬ 
nent  file.  Accordingly,  the  guidance 
throughout  CAM,  particularly  Chapters  5 
throt^  8,  will  be  used  to  perform  the 
audit  of  contract  costs.  The  nature  and 
extent  of  audit  effort  required  when  the 
comprehensive  approach  is  not  taken  will 
be  influenced  by  such  factors  as  the 
contract  amount,  the  cost  elements  in- 
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volved,  the  nature  of  the  work  per¬ 
formed,  the  contractor’s  financial  posi¬ 
tion,  prior  audit  experience  with  the 
contractor,  and  the  extent  of  any  proba¬ 
ble  cost  disapprovals.  See  6-1006  for 
guidance  regarding  minimum  st^  re¬ 
quired  when  audit  experience  with  the 
contractor  is  limited,  llie  extent  of  audit 
effort  performed  on  individual  vouchers 
under  the  comprehensive  approach  will 
depend  upon  the  adequacy  of  the  internal 
control  structure,  assessed  control  risk 
and  the  internal  control  weaknesses  as 
identified  in  the  permanent  file.  Guid¬ 
ance  on  internal  control  system  reviews, 
assessing  control  risk  and  designing  sub¬ 
stantive  testing  is  provided  in  Chapter  5. 

c.  The  basis  for  preparing  reimburse¬ 
ment  claims  is  included  in  each  cost- 
reimbursement,  T&M  or  Labor-Hour 
contract,  by  the  clause  entitled  “Allow¬ 
able  Cost  and  Payment’’  (see  FAR 
52.216-7  and  52.232-7)  and  by  other 
special  clauses  such  as  withholding 
clauses,  precontract  clauses  and  overtime 
premium  clauses  as  explained  in  3-200. 

d.  When  the  contractor’s  billing  system 
is  not  adequate  for  audit  reliance  upon 
reimbursement  claims,  the  auditor  will 
discuss  the  deficiencies  with  the  contrac¬ 
tor.  If  the  contractor  does  not  take  correc¬ 
tive  action  promptly,  the  auditor  will 
conduct  sufficient  transaction  testing  to 
quantify  the  government’s  exposure  to 
premature  or  excessive  payments  and 
issue  a  DCAA  Form  1  to  suspend  such 
costs  until  the  contractor  establishes  ac¬ 
ceptable  billing  procedures.  Guidance 
pertaining  to  the  preparation  and  is¬ 
suance  of  Form  Is  is  contained  in  6-900. 
There  may  be  cases  when  the  procedures 
are  adequate  except  for  certain  types  of 
cost,  such  as  inadequate  procedures  for 
the  billing  of  items  or  services  purchased 
directly  for  contracts.  If  the  auditor  can¬ 
not  determine  whether  all  of  the  billed 
costs  are  eligible  for  reimbursement  with¬ 
out  the  expenditure  of  undue  time  and 
effort,  the  suspension  should  be  confined 
to  only  those  costs  affected  by  the  inade¬ 
quate  procedures.  On  contracts  awarded 
by  a  government  ageni^  outside  of  the 
I^D,  the  auditor  will  follow  the  proce¬ 
dures  prescribed  by  that  agency  (see  15- 
100). 
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6-1006  Evaluation  of  Contractor’s 
Procedures  for  Preparing 
Reimbursement  Claims 

a.  Chapter  S  discusses  the  controls  that 
should  be  in  place  in  an  adequate  system. 
These  include  management  review  and 
approval,  controls  over  reconciliation  of 
recorded  and  billed  costs,  adjustment  of 
cost  and  rates,  exclusion  of  unpaid  costs, 
timely  payments,  subcontractor’s  prog¬ 
ress  ^]^ents,  preparation  of  estimates 
to  complete,  loss  contract  procedures  and 
calculation  of  fixed  fee  and  time  and 
material  withholds.  Normally,  these  con¬ 
trols  will  be  tested,  after  considering  the 
contractor’s  monitoring  and  testing,  to 
the  extent  necesst^  to  assure  the  system 
is  adequate,  during  the  review  of  the 
billing  system  and  related  internal  con¬ 
trols.  (Sm  Chapter  5  for  guidance  on  the 
review  of  the  internal  control  structure, 
assessing  control  risk  and  designing  sub¬ 
stantive  testing.)  In  evaluating  the  accept¬ 
ability  of  a  contractor’s  biUing  system 
and  Its  procedures  for  preparation  of 
reimbursement  claims,  as  a  minimum 
perform  the  following  audit  steps,  espe¬ 
cially  when  audit  experience  with  the 
contractor  is  limited.  Additional  effort 
may  be  required  if  the  contractor  has  a 
preponderance  of  high-risk  contract 
types. 

I  ( 1 )  Determine  whether  a  billing  record, 
cost  subledger,  or  other  auditable  billing 
system  is  maintained  for  all  contracts 
providing  for  reimbursement  of  cost. 
Ascertain  whether  the  record  is  recon¬ 
ciled  for  each  accounting  period  by  ele¬ 
ments  of  cost  with  the  applicable  contract 
job  order  in  the  work-in-process  ledger. 

I  (2)  Determine  whether  the  billing  pro¬ 
cedures  provide  for  the  costs  of  items  or 
services  purchased  directly  for  the  con¬ 
tracts  to  be  claimed  for  reimbursement 
only  after  payment.  Evaluate  whether  the 
contractor  promptly  mails  payment  to  its 
vendors.  For  this  purpose,  it  is  intended 
t^t  cancelled  checks  be  examined  on  a 
limited  basis  for  indications  of  excessive 
intervals  between  dates  prepared  and 
dato  paid,  only  when  the  auditor  cannot 
saturfy  himself  or  herself  by  a  systems 
review  or  by  other  means  that  such 
payments  are  made  on  a  timely  basis.  In 


the  case  of  claims  for  progre^  payments 
made  to  subcontractors,  verify  that  the 
subcontracts  require  computation  of 
progress  payment  amounts  on  the  basis 
of  cost  standards  similar  to  those  stated 
in  6-1005C. 

(3)  Determine  that  overhead  and  G&A  I 
expenses  are  calculated  on  the  basis  of 
billing  rates  acceptable  to  the  cognizant 
auditor  or  contracting  officer.  As  stated 
in  FAR  42.704,  the  contracting  officer  or 
auditor  responsible  for  determining  the 
final  indirect  cost  rates  ordinarily  shall 
also  be  responsible  for  determining  the 
billin{|  rates.  If  there  are  no  current 
established  billing  rates,  follow  the  proce¬ 
dures  contained  in  6-700  to  determine 
billing  rates. 

(4)  Verify  that  the  contractor  is  not  I 
delinquent  in  the  payment  of  costs  in¬ 
curred  in  the  performance  of  the  con¬ 
tracts. 

(5)  Verify  that  the  contractor  has  pro-  I 
cedures  established  to  insure  that  interim 
vouchers  for  cost-reimbursement  con¬ 
tracts  include  fixed-fee  withholds  after 
payment  of  85  percent  until  a  reserve  is 
set  aside  in  accordance  with  contract 
terms.  This  reserve  shall  not  exceed  15 
percent  of  the  total  fixed  fee  or  $  100,000, 
whichever  is  less. 

(6)  Verify  that  the  contractor  has  pro-  1 
cedures  established  to  insure  that  5  per¬ 
cent  of  the  billable  labor  costs,  not  to 
exceed  a  total  of  $50,000  per  contract,  is 
withheld  from  interim  vouchers  for  time- 
and-materials  or  labor-hour  contracts. 

b.  As  discussed  in  5-1105.b(2),  the 
results  of  audits  of  other  systems  impact 
the  scope  of  the  billing  system  review.  If 
the  following  steps  have  not  been  per¬ 
formed  in  the  material  and  labor  system 
audits,  the  auditor  should  perform  them, 
considering  the  contractor’s  monitoring 
efforts,  during  the  billing  system  audit: 

(1)  Verify  that  charges  for  material 
issued  from  the  contractor’s  inventory  for 
use  on  the  contracts  are  identifiable  on 
the  billing  record  and  are  supported  by 
journal  vouchers  recording  issuance  of 
contractor-owned  material.  Determine 
whether  individual  items  of  material  can 
be  traced  to  the  issue  document  and 
whether  item  pricing  conforms  to  accept¬ 
able  practice  and  the  contractor’s  estab¬ 
lished  policy.  Verify  that  the  material  is 


DCAA  Contract  Andit  Manwd 


January  1995 


6123 

16-1006b. 


issued  for  current  use  on  the  contract 
not  merely  issued  to  an  intermediate 
holding  area  for  the  purpose  of  obtaining 
reimbursement.  Determine  whether  there 
is  evidence  that  the  contractor  has  dis¬ 
continued  buyiim  material  directly  for 
the  contracts  and,  instead,  is  buying  the 
material  for  inventory  in  order  to  circum¬ 
vent  the  actual  payment  requirement  for 
obtaining  reimbursement. 

I  (2'  Verify  that  weekly  and/or  biweekly 
direct  labor  entries  in  the  billing  record 
are  based  on  the  source  documents  for 
the  journal  vouchers  distributing  salaries 
and  wages  for  the  accounting  period. 
Verify  that  any  labor  adjustments  ap¬ 
pearing  in  the  billing  record  are  support¬ 
ed  by  correction  or  reclassification  jour¬ 
nal  vouchers.  Verify,  in  a  similar  manner, 
incurred  cost  entries  for  direct  travel  and 
other  direct  in-house  cost. 

6-1007  Review  and  Approval  of 
Interim  Public  Vouclmrs 

a.  The  directives  and  regulations  which 
establish  the  authority  and  responsibility 
of  the  auditor  relative  to  the  processing 
and  approval  of  public  vouchers  are 
discus^  in  6-1003.  Guidance  pertaining 
to  the  determination  of  allowable  costs 
claimed  by  the  contractor  in  public 
vouchers  is  contained  in  3-2S1  and  guid¬ 
ance  r^arding  the  clauses  in  cost  reim¬ 
bursement  type  contracts  is  contained  in 
3-200.  Contractors  are  graerally  depra- 
dent  upon  prompt  receipt  of  interim 
payments  under  cost-reimbursement  type 
contracts  to  maintain  a  satisfactory  fl- 
lumcial  position.  Therefore,  as  an  objec¬ 
tive,  interim  vouchers  will  be  reviewed 
and  either  (1)  approved  for  payment  and 
forwarded  to  the  disbursing  officer  or  (2) 
returned  to  the  contractor  for  correction 
as  quickly  as  possible,  but  not  later  than 
five  woridng  days  after  receipt.  Since 
payments  on  interim  public  vouchers 
under  cost-reimbursement  contracts  are 
made  solely  for  financii^  purposes,  they 
are  not  subject  to  the  interest  payment 

I  provisions  of  the  Prompt  Payment  Act, 
Ihiblic  Law  97-177  if  th^  are  not  paid  in 
a  timely  manner. 

b.  To  the  extent  appropriate,  the 
voucher  review  will  be  performed  by 
clerical  personnel  in  the  respeaive  field 


offices,  rather  than  by  auditors.  Instead 
of  a  complete  review  of  all  vouchers, 
sampling  techniques  should  be  used  to 
select  specific  vouchers  for  review.  The 
sampling  plan  and  techniques  to  be  used 
should  be  documented  and  updated  an¬ 
nually.  The  elements  reviewed  and  num¬ 
ber  of  vouchers  sampled  will  be  based  on 
the  results  of  the  internal  control  reviews 
or  a  decision  to  transaction  test  as  docu¬ 
mented  in  the  permanent  flle  annually. 
The  selective  review  of  vouchers  should 
be  considered  in  cases  of  financially 
sound  contractors  where  audit  experience 
indicates  their  internal  controls  and  pro¬ 
cedures  for  accumulating  costs  and  pre¬ 
paring  public  vouchers  are  acceptable 
Oow  to  moderate  control  risk).  Audit 
guidance  for  determining  the  adequacy  of 
me  contractor’s  procedures  for  preparing 
reimbursement  claims  is  in  6-1006  and  in 
Chapter  S.  The  sampling  techniques  to  be 
used  should  be  approv^  by  the  auditor 
responsible  for  approval  of  the  vouchers. 
The  review  will  be  limited  to  the  foUow- 
ing  steps: 

(1)  Comparison  of  the  information 
shown  on  &e  voucher  with  the  related 
information  on  the  FAO-prepared  brief¬ 
ing  cards  or  the  contractor-prepared 
briefing  cards  if  reliance  can  be  plac^  on 
the  contractor’s  work  (see  3-202). 

(2)  Verification  that  amounts  claimed 
for  reimbursement  of  indirect  costs  are 
computed  using  the  billing  rates  accept¬ 
able  to  the  ccraizant  auditor  or  contract¬ 
ing  ofHcer.  (See  6-1006.e  above.) 

(3)  Verification  that  interim  fees 
churned  are  computed  by  the  formula  or 
basis  in  the  contract.  V^en  the  interim 
fee  claim  is  related  to  the  percentage  of 
physical  completion,  a  statement  from 
the  AGO  covering  this  matter  should 
have  been  submitted  with  the  voucher. 

(4)  Verification  that  billable  labor  costs 
on  time-and-materials  or  labor-hour  con¬ 
tracts  have  been  reduced  by  3  percent 
until  the  maximum  withheld  amount  of 
$50,000  is  reached,  as  required  per  FAR 
52.232-7(aX2). 

(5)  Determination  that  the  voucher  has 
bera  properly  prepared  and  that  payment 
for  the  items  listed  on  the  voucher  is  not 
precluded  Iw  any  contractual  provisions. 
See  3-202  for  guidance  on  briefing  and 
documenting  briefs  of  contracts. 
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(6)  Test  of  the  mathematical  accura^ 
of  extensions  and  footings.  This  wiU 
normally  be  done  only  if  past  experience 
with  the  contractor  has  revealed  weak¬ 
nesses  in  its  billing  procedures  or  if 
mathematical  errors  have  been  otherwise 
noted. 

c.  Interim  public  vouchers  shall  be 
provisionally  approved  by  authorized  au¬ 
ditors  by  signing  the  voucher  in  the  space 
provided.  As  illustrated  in  DCAAP 
7641.90,  the  auditor’s  name  and  title 
should  be  typed  on  the  voucher  by  the 
contractor. 

d.  After  provisional  approval,  interim 
public  vouchers  shall  be  forwarded  to  the 
disbursing  officer  for  payment  and  subse¬ 
quent  distribution,  as  annotated  on  the 
vouchers.  Amounts  provisionally  ap¬ 
proved  on  public  vouchers  are  subject  to 
the  audit  of  the  contractor’s  records  prior 
to  the  final  settlement  under  the  contract. 

e.  In  the  event  that  the  contractor’s 
public  voucher  contains  an  error,  it 
should  be  returned  to  the  contractor  with 
a  written  explanation  regiuding  the  error 
that  was  found.  The  auditor  can  use  the 
DCAA  Form  1  (see  6-905)  to  correct 
errors  in  public  vouchers  which  involve 
downward  adjustments  with  which  the 
contractor  is  in  disagreement. 

f.  By  arrangements  made  with  disburs¬ 
ing  officers,  public  vouchers  to  be  re¬ 
turned  to  contractors  for  correction  will 
be  transmitted  to  the  contractor  via  the 
cognizant  auditor.  Returned  public 
vouchers  should  be  reviewed  to  deter¬ 
mine  the  reason  for  rejection  to  assure 
that  any  systemic  problems  are  corrected 
or  if  not  corrected  are  used  to  adjust 
control  risk  and  substantive  testing. 

g.  Special  procedures  for  processing 
cost-reimbursement  vouchers  for  non- 
DoD  agencies  are  contained  in  15-100. 

6-1008  ProGessiog  of  Completion 
Vonchers 

This  paragraph  provides  guidance  for 
the  review  and  processing  of  completion 
vouchers  on  completed  or  terminated 
cost-reimbursement  type  contracts  and 
subcontracts  (see  6-7()6.1  for  additional 
comments  on  ffnal  rates).  When  process¬ 
ing  completion  vouchers  on  subcontracts 
the  auditor  should  also  review  the  guid- 
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ance  on  assist  audits  for  other  contract 
auditors  in  6-802. 

6-1006.1  Receipt  oi  Completioa  Vonchos 

a.  Upon  receipt  of  a  completion  vouch¬ 
er  and  the  accompmying  closing  docu¬ 
ments,  the  auditor  will  ascertain  that  they 
are  prepared  in  accordance  with  the 
guidance  contained  in  DCAAP  7641.90. 
The  closing  documents  may  include  the 
following: 

(1)  Contractor’s  Release  of  Claims. 

(2)  Contractor’s  Assignment  of  Re¬ 
funds,  Rebates,  Credits  and  other 
Amounts. 

(3)  Assignee’s  Release  of  Claims. 

(4)  Assiimee’s  Assignment  of  Refunds, 
R^ates,  Credits,  and  other  Amounts. 

b.  The  auditor  should  send  an  advance 
copy  of  the  completion  voucher  and  the 
accompanying  closing  documents  to  the 
ACO,  by  transmittd  letter,  so  as  to 
expedite  settlement  procedures.  The  au¬ 
ditor  should  retain  ffie  originals  and  all 
copies  for  submission  with  the  contract 
audit  closing  statement.  A  copy  of  each 
document  should  be  included  in  the  audit 
woikpackage. 

c.  For  terminated  contracts,  the  ad¬ 
vance  copy  of  the  completion  voucher 
will  be  submitted  to  the  termination 
contracting  officer  (TCO)  rather  than  to 
the  ACO. 

6-1006.2  Review  of  Coa^etion  Voochers 

a.  The  review  of  a  completion  voucher 
generally  constitutes  the  final  audit  on 
the  contract,  since  all  the  costs  incurred 
on  the  contract  should  have  been  audited 
and  cost  issues  resolved  through  ffnal 
oveihead  and  direct  cost  reviews.  There¬ 
fore,  if  the  contractor’s  internal  controls 
are  adequate,  the  auditor’s  review  of  a 
completion  voucher  prior  to  the  issuance 
of  a  contract  audit  closing  statement  is 
primarily  administrative  in  nature.  See 
Chapter  5  and  6-1006  above  for  guidance 
on  the  review  of  internal  controls.  The 
extent  and  kind  of  testing  required  based 
on  the  review  of  internal  controls  should 
be  available  from  the  permanent  file  and 
should  be  document^  in  the  working 
papers.  When  transaction  testing  would 
be  more  efficient  or  econrunical  than  a 
review  of  the  internal  ctmtiol  structuie, 
make  sure  this  decision  is  documented  in 
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I  the  permanent  file  and  working  papers. 
The  following  procedures  should  be  per¬ 
formed  prior  to  the  issuance  of  the  con¬ 
tract  audit  closing  statement: 

(1)  Complete  the  audit  of  the  contrac¬ 
tor’s  operations  and  costs  related  to  the 
contract  for  final  overhead  years  not 
completed,  including  a  review  of  contract 
provisions  for  any  s^ial  cost  consider¬ 
ations  (see  3-202  for  information  on 
contract  briefiiu). 

(2)  Reach  a  nnal  audit  determination 
on  the  allowability  of  all  direct  costs 
claimed  under  the  contract  by:  reconcil¬ 
ing  the  cumulative  aUowable  cost  by  year 
to  the  final  overheads;  verifying  t^t 
exceptions  to  the  direct  cost  taken  during 
the  final  overhead  reviews  have  been 
deleted  from  the  claim;  verifying  that 
exceptions  noted  in  reviews  in  (1)  above 
have  been  deleted  from  the  claim;  and, 
making  sure  that  all  auditable  subcon¬ 
tracts  and  interdivisional  transactions  for 
which  assist  audits  have  been  requested 
have  been  received,  and  that  the  amounts 
billed  by  the  prime  contractor  do  not 
exceed  the  costs  accepted  in  the  assist 
audit  reports. 

(3)  Reach  a  final  audit  determination 
on  the  allowability  of  all  indirect  costs 
claimed  by  verifying  the  rates  claimed  to 
the  audit  determined  final  oveihead 
rates,  negotiated  final  overhead  rates  or 
approved  quick  closeout  rates. 

(4)  For  cost-sharing  contracts,  ascer¬ 
tain  that  only  the  government  percentage 
of  allowable  costs  is  recovered. 

I  (S)  Verify  the  incurred  labor  hours  by 
eatery  for  contracts  with  level-of-efibrt 
clauses.  Compare  the  incurred  hours  to 
the  estimated  hours  specified  in  the  con¬ 
tract  to  determine  if  the  specif!^  level- 
of-effbit  was  met. 

I  (6)  For  time-and-materials  (T&M)  and 
labor-hour  contracts,  multiply  the  total 
labor  hours  incurred  by  the  contractual 
hourly  billing  rates  and  compare  to  the 
total  labor  amounts  claimed.  Compare 
hours  incurred  by  labor  category  to  those 
nxmfied  in  the  contract.  Reconcile 
claimed  to  booked  material  and/or  other 
direct  costs  and  determine  that  Uie  ap¬ 
propriate  material  handling  or  rate 
has  been  anriied  to  the  daim^  costs. 

I  (7)  Review  tlw  disposition  of  ending 
inventory,  if  any,  keeping  in  mind  that 


cost-type  ending  inventory  belongs  to  the 
government,  whereas  ending  inventory 
from  fixed  price  incentive  contracts  be¬ 
longs  to  the  contractor  and  must  be 
removed  from  the  fee  base. 

(8)  Determine  that  the  total  costs  and  I 
fee  billed  do  not  exceed  the  allowable 
amounts  and/or  funding  limitations  in 
the  contract. 

(9)  Determine  that  the  amount  of  I 
fixed,  award,  or  incentive  fee  payable  is 
calculated  in  accordance  with  the  terms 
of  the  contract.  Where  the  contract  pro¬ 
vides  for  an  incentive  fee  based  in  part 
upon  performance  or  quality  objectives, 
the  auditor  should  coordinate  with  the 
ACO  to  obtain  the  information  necessary 
to  determine  the  contract  fee.  Prepare 
recommendations  on  incentive  fee,  if 
applicable. 

b.  The  auditor’s  signature  will  not  be 
shown  on  the  completion  voucher,  since 
the  contract  audit  closing  statement  ex¬ 
presses  the  auditor’s  opinion  on  the  con¬ 
tract  as  a  i^ole. 

c.  The  contract  audit  closing  statement 
will  be  prepared  following  the  guidance 
contained  in  10-900. 

6-1008 J  HmeliMss  the  Receipt  and 

Review  ni  Com^ethm  Vouchers 

As  indicated  in  FAR  4.804- l(aX3)  and 
applicable  supplements,  the  standard 
time  for  the  closeout  of  physically  com¬ 
pleted,  cost-reimbursement  type  con¬ 
tracts  by  contract  administration  and 
purchasing  offices  for  contracts  requiring 
settlement  of  indirect  cost  rates  is  36 
months.  The  auditor  should  review  the 
completion  voucher  and  issue  the  con¬ 
tract  audit  closing  statement  in  sufficient 
time  to  permit  the  ACO  and  PCO  to 
close  out  such  contracts  within  this  time. 
Where  circumstances  are  encountered 
which  delay  timely  finalization  of  the 
audit,  the  auditor  should  try  to  resolve 
the  condition  causing  the  delay.  If  the 
reason  for  the  delay  appears  to  be  a 
systems  problem,  the  auditor  should  re¬ 
port  the  deficiency  to  the  contractor  and 
the  ACO  for  corrective  action.  Some 
factors  causing  delay  and  guidance  to 
resolve  Uiem  are  discussed  in  the  follow¬ 
ing  paragraphs. 

a.  Where  indirect  cost  rates  are  to  be 
settled  by  audit  determination,  the  audi- 
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tor  should  assure  that  issues  in  conten¬ 
tion  do  not  extend  over  protracted  peri¬ 
ods  of  time  because  of  discussions  with 
and/or  rebuttals  from  the  contractor.  If 
the  contractor  does  not  concur  in  the 
auditor’s  determination  of  rates,  a  DCAA 
Form  1  should  be  issued,  as  provided  by 
6-900. 

b.  Consideration  should  be  ^ven  to 
those  circumstances  under  which  it  is 
permissible  to  close  out  a  physicaUy 
completed  contract.  Even  though  the 
indirect  cost  rates  may  not  have  been 
negotiated  or  settled  by  audit  determina¬ 
tion  for  the  period  covering  the  final 
stage  of  contract  performance,  the  con¬ 
tract  may  be  closed  using  the  quick 
closeout  procedures  described  in  6-1009. 

c.  Where  the  contractor  fails  to  submit 
the  completion  voucher  timely,  its  re¬ 
sponsibility  to  do  so  should  be  pointed 
out  by  referring  to  the  provisions  of  FAR 
52.216-7(hKI),  which  states:  “The  Con¬ 
tractor  shall  submit  a  completion  invoice 
or  voucher,  designated  as  such,  promptly 
upon  completion  of  the  work,  but  no  later 
than  one  year  (or  longer,  as  the  Contract¬ 
ing  Officer  may  approve  in  writing)  from 
the  completion  date.”  If  the  contractor 
continues  to  be  delinquent  in  submitting 
the  completion  voucher,  the  auditor 
should  consider  recommending  to  the 
ACO  that  the  contract  be  closed  out 
unilaterally. 

d.  In  those  cases  where  final  assist 
audit  reports  on  interplant  billings  or 
cost-reimbursement  type  subcontracts 
have  not  been  issued,  die  auditor  should 
formally  contact  the  assist  auditor  stress¬ 
ing  the  urgency  of  final  audit  action.  If 
the  contractor  is  responsible  for  the  au¬ 
dits,  determine  the  reason  for  the  delay, 
and  if  necess^,  request  the  ACO’s  assis¬ 
tance  in  seeking  timely  contractor  perfor¬ 
mance.  If  the  audit  issuance  cannot  be 
expedited,  consider  requesting  assist  au¬ 
dits. 

e.  Issuance  of  contract  audit  closing 
statements  should  not  be  delayed  pend¬ 
ing  receipt  of  flnal  patent  and  royalty 
r^rts  by  the  contract  administration 
office.  It  is  the  responsibility  of  the  ACO, 
as  part  of  the  contract  close-out  process, 
to  ensure  that  such  reports  are  received 
and  cleared. 


f.  Another  case  requiring  special  atten¬ 
tion  is  when  (1)  the  contractor  does  not 
submit  the  completion  voucher  after  be¬ 
ing  reminded  to  do  so  and  (2)  the  ACO 
requests  an  audit  report  in  order  to 
unilaterally  close  out  the  contract.  Using 
6-1008.2  as  a  guide,  the  auditor  should 
determine  from  the  information  in  the 
audit  files  the  proper  amount  payable  to 
the  contractor  for  the  contract  perfor¬ 
mance  and  prepare  a  contract  audit  clos¬ 
ing  statement  following  the  guidance  in 
10-900.  The  report  should  not  refer  to  the 
review  of  a  completion  voucher  since 
there  was  not  one,  and  should  include  the 
following  qualification; 

“Our  opinion  is  based  upon  cost  data 
accumulated  during  audits  of  the  con¬ 
tractor’s  cost  accounting  records.  The 
government  has  not  received  a  comple¬ 
tion  voucher  reflecting  the  contractor’s 
statement  of  allowable  costs.  Therefore, 
our  opinion  is  qualified  to  the  extent  a 
completion  voucher  would  identify  infor¬ 
mation  having  material  implications  re¬ 
garding  the  allowability  of  costs.” 

6-1009  Quick  Closeont  Procedures 

a.  The  final  period  of  performance 
under  a  contract  is  generally  less  than  a 
full  fiscal  year.  The  direct  and  indirect 
costs  incurred  on  an  individual  contract 
in  the  last  fiscal  year  of  its  performance 
may  be  relatively  small  in  amount,  par- 
ticulariy  if  the  contract  is  physically  com¬ 
pleted  eariy  in  the  year.  In  such  cases  it  is 
generally  mutually  advantageous  to  the 
government  and  the  contractor  to  close 
such  contracts  as  soon  as  possible  with¬ 
out  waiting  until  after  the  end  of  the 
ftscal  year  and  the  sub^uent  final  deter¬ 
mination  or  n^otiation  of  the  indirect 
expense  rates  for  the  entire  period. 

b.  FAR  42.708  provides  for  quick 
closeout  procedures  which  allow  the  con¬ 
tracting  officer  to  negotiate  a  settlement 
of  indirect  costs  for  a  sprafic  contract  in 
advance  of  the  determination  of  final 
indirect  rates  under  specified  circum¬ 
stances.  Within  DoD,  the  rate  certifica¬ 
tion  specified  in  DFARS  242.770-2  must 
be  executed  for  all  billings  to  the  govern¬ 
ment.  Various  DoD  components  have 
issued  additional  guidelines  on  the  signif¬ 
icance  of  indirect  costs  allocable  to  the 
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sprciflc  contract  in  order  to  qualify  for 
quick  closeout  procedures.  Exceipts  from 
applicable  procurement  directives  appear 
in  6-lOSl.  However,  it  should  be  noted 
tht  the  provision  for  quick-closeout  pro¬ 
cedures  can  be  appli^  not  only  to  the 
final  fiscal  year  of  a  contract  but  also  to 
all  other  open  fiscal  years  with  unsettled 
overhead  rates  if  the  criteria  contained  in 
FAR  42.708  are  met. 

c.  The  auditor  should  provide  recom¬ 
mendations  r^arding  the  impact  any 
contract  being  considered  for  quick  close¬ 
out  would  have  on  the  contractor’s  indi¬ 
rect  expoise  pools  and/or  bases  and  ac¬ 
ceptable  indir^  expense  rates.  The  rates 
recommended  should  be  representative 
of  conditions  during  the  final  fiscal  year 
of  contract  performance.  Some  alterna¬ 
tive  rate  bases  are: 

(1)  the  final  rates  agreed  upon  for  the 
immediate  preceding  fiscal  year, 

(2)  the  provisional  billing  rates  for  the 
current  fiscal  year,  or 

(3)  estimated  rates  for  the  final  fiscal 
year  of  contract  performance  based  on 
the  contractor’s  actual  data  adjusted  for 
anticipated  FAR  unallowables. 


d.  Because  of  the  small  amount  of 
contract  costs  involved,  the  use  of  the 
9uick  closeout  procedures  should  result 
in  only  an  insi^ficant  difference  in  the 
amount  of  indirect  costs  applied  to  the 
contract  for  the  closeout  penod  as  com¬ 
pared  with  the  amount  which  would  have 
been  applied  if  the  contract  were  not 
closed  until  after  the  annual  rates  were 
established.  In  addition,  the  chargeback 
of  gains  or  losses  to  other  contracts  is  not 
in  compliance  with  generally  accepted 
accounting  principles.  Consequently,  ex¬ 
cept  for  terminate  contracts  discus^  in 
12-407,  no  a^ustment  to  compensate  for 
any  such  difference  should  1m  made  in 
computing  the  periodic  indirect  cost  rates 
to  be  applied  to  other  contracts  per¬ 
formed  during  the  period. 

6-1010  Distribotioa  of  Pnbiic 
Vouchers 

After  provisional  approval,  interim 
public  vouchers  shall  be  forwarded  to  the 
disbursing  officer  for  payment  and  subse¬ 
quent  distribution,  as  aimotated  on  the 
vouchers.  See  10-907  for  distribution  of 
completion  vouchers. 
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6-lOSl  Supplement  —  Expediting  Overhead  Settlement  on  Completed  DoD 
Cost-Reimbursement  Type  Contracts  —  Extracts  from  Procnrement 

Directives 


1.  FAR  42.708  Quick-closeoat  procedure 

(a)  The  contracting  officer  responsible 
for  contract  closeout  may  n^otiate  ffie 
settlement  of  indirect  costs  of  a  specific 
contract,  in  advance  of  the  determination 
of  final  indirect  cost  rates  if  all  of  the 
following  occur. 

(1)  llie  contract  is  physically  com¬ 
plete. 

(2)  The  amount  of  unsettled  indirect 
cost  to  be  allocated  to  the  contra^ 
is  relatively  insignificant,  (indi¬ 
rect  costs  be  considered  insig¬ 
nificant  when  (i)  the  total  unset¬ 
tled  indirect  cost  applicable  to  any 
one  contract  does  not  exceed 
$S(X),0(K)  and,  unless  otherwise 
provided  by  a^cy  procedures, 
(ii)  the  cumulative  unsettled  indi¬ 
rect  costs  to  be  allocated  to  one  or 
more  contracts  in  a  single  fiscal 
year  do  not  exceed  15  percent  of 
the  estimated,  total  unsettled  indi¬ 
rect  costs  allocable  to  cost-type 
contracts  for  that  fiscal  year.) 

(3)  Agreement  can  be  reached  on  a 
reasonable  number  of  allocable 
dollars. 

(b)  Determinations  of  final  indirect 
costs  under  the  quick-closeout  procedure 
provided  for  by  the  Allowable  Cost  and 
Payment  clause  at  FAR  32.216-7  or  FAR 
52.216-1 3  shall  be  final  for  the  contract  it 
covers  and  no  adjustments  shall  be  made 
to  other  contracts  for  over-  or  under¬ 
recoveries  of  costs  allocated  or  allocable 
to  the  contract  covered  by  the  agreement. 

(c)  Indirect  cost  rates  used  in  the  quick 
closeout  of  a  contract  shall  not  be  consid¬ 
ered  a  binding  precedent  when  establish¬ 
ing  the  final  indirect  cost  rates  for  other 
contracts. 

2.  DoD  FAR  Sqppicaent  242.770-2 

(a)  The  ACO  shall  not  accept  any 
proposal  to  establish  billing  rates  or  final 
indirect  cost  rates  unless  the  costs  have 
b^  certified  by  the  contractor  using  the 
certificate  of  indirect  costs  in  the  cuiuse 


at  252.242-7001,  Certification  of  Indirect 

(b)  The  ACO  will  not  agree  to  billing 
rates  or  final  indirect  cost  rates  unless 
they  are  based  on  a  certified  proposal. 

3.  Ddense  Logistics  Agency  Mannal 
8105.1: 42.7-11  Qaick  Closeoot  Proce- 
dncs 

a.  Of  necessity,  the  closing  of  physically 
completed  cost-type  contracts  may  be 
delayed  pending  annual  establishment  of 
final  overhead  rates.  When  it  is  apparent 
that  contract  closeout  will  be  delayed  for 
that  reason,  the  ACO  will  determine  the 
approximate  total  of  indirect  costs  allo¬ 
cated  to  affected  contracts.  If  the  approx¬ 
imate  total  of  such  indirect  cosu  does  not 
appear  to  have  a  significant  impact  on 
the  annual  settlement  of  final  oveihead 
rates,  and  does  not  exceed  1 5  percent  of 
the  total  indirect  costs  allocable  to  cost- 
type  contracts  for  the  contractor’s  fiscal 
year,  the  ACO  and  the  contractor  may 
agree  upon  an  allocable  amount  of  final 
overhead  costs  to  be  used  for  contract 
closeout  purposes.  This  procedure  should 
be  limited  to  contracts  with  small  dollar 
balances  or  to  instances  where  indirect 
costs  applicable  to  any  one  DoD  contract 
do  not  exceed  $500,000. 

b.  All  actions  to  establish  allocable 
overhead  costs  for  more  timely  closeout 
purposro  should  be  supported  by  adviso¬ 
ry  audit  reports  commensurate  in  depth 
with  the  total  of  indirect  costs  involved. 
Where  the  ACO  determines  that  the  total 
of  indirect  costs  is  so  small  that  the  cost 
of  auditing  is  not  justified,  the  conUacts 
may  be  closed  by  using  rates  established 
for  the  preceding  fiscal  year,  or  recom¬ 
mended  by  the  price/cost  analyst. 

c.  If  use  of  the  procedures  outlined  in 
subparagraphs  a  and  b  above,  will  result 
in  inequitable  settlements,  contract  close¬ 
out  must  be  deferred  until  annual  over¬ 
head  rates  are  established. 

d.  In  using  these  closeout  procedures, 
the  ACO  should  ensure  that  the  contrac¬ 
tor  understands  that  the  allocable  over¬ 
head  costs  utilized  for  closeout  purposes 
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are  final,  are  not  precedent-setting,  and 
are  not  subject  to  adjustment  at  the  time 
of  annual  rate  determination.  Actions 
taken  in  accordance  with  this  paragraph 
will  be  documented  by  the  ACO  and  set 
forth  in  a  contractually  binding  bilateral 
agreement  which  will  provide  for  reim¬ 


bursement  of  agreed-upon  overhead  costs 
under  the  affected  contracts.  While  these 
a^eements  are  not  required  to  be  sub¬ 
mitted  to  the  Board  of  Review,  the 
DCMD  Director,  Contract  Management, 
may  require  that  they  be  reviewed  by  the 
Board. 
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6-10S2  Sapplement  —  Billing  System  Review  Considerations  fw  Contract 

Types 


1.  General  Considerations 

a.  Government  contracts  may  arise 
from  negotiation  or  from  formal  adver¬ 
tising.  Contracts  resulting  from  formal 
advertisii^  must  be  either  firm-flxed- 
price  (FFP)  or  fixed-price  contracts  with 
economic  adjustment  and  interim  pay¬ 
ments  to  the  contractor,  if  any,  are  not 
based  on  cost.  Reviews  of  contractor 
billing  systems  ordinarily  do  not  address 
policies  and  procedures  for  billings  on 
commercial  and  formally  advertised  gov¬ 
ernment  contracts. 

b.  Negotiated  contracts  are  grouixd 
into  two  broad  categories:  flx^  price 
contracts  and  cost  reimbursement  con¬ 
tracts.  Fixed  price  contracts  may  be  firm- 
fixed-price,  fixed-price  with  economic 
adjustment  or  fixed  price  with  incentive 
provisions.  Fixed  price  contracts  may  be 
eligible  for  progress  payments,  which  are 
invoiced  on  SF  144^  “Contractor’s  Re¬ 
quest  for  Progress  Payment.”  Progress 
payments  under  fixed  price  contracts  are 
limited  to  a  predetermined  percentage 
(the  “progress  payment  percentage”  spec¬ 
ified  in  the  prog^vss  payment  clause)  of 
the  total  contract  price  and  do  not  in¬ 
clude  profit.  Firm-fixed-price  level  of 
effort  (FFP/LOE)  contracts  are  classified 
as  fixed  price,  but  the  data  submitted  on 
billings  under  such  contracts  closely  re¬ 
sembles  that  submitted  on  time-and-ma- 
terials  (T&M)  contracts  in  that  profit  is 
included  in  the  direct  labor  billing  rates. 

c.  Cost-type  contracts  include  cost 
sharing,  cost  reimbursement  and  cost 
plus  fixed  fee,  award  fee  or  incentive  fee 
contracts.  Interim  payment  requests  un¬ 
der  cost-type  contracts  are  submitted  on 
SF  1034,  “Public  Voucher  for  Purchases 
and  Services  Other  Than  Personal”  and 
SF  1035,  the  continuation  sheet.  Fee  may 
be  billed  with  cost  or  may  be  separately 
vouchered  according  to  the  contract 
terms,  and  includes  a  percentage  of  the 
fee  up  to  a  predetermined  limit.  TAM 
and  tabor  hours  contracts  are  also  in¬ 
voiced  on  SF  1034  and  1035,  but  profit  is 
included  in  the  price  of  a  labor  hour. 
Contract  types  are  discussed  in  detail  in 


FAR  Part  16.  Standard  forms  are  illus¬ 
trated  in  FAR  Part  53. 

2.  Special  Considerations  —  Fixed 
Price  Contracts 

a.  It  is  important  to  review  the  contract 
clauses  affecting  the  contractor’s  right  to 
receive  interim  payments  based  on  cost. 
A  fixed  price  contract  may  require  first 
article  approval  (FAR  52.209-3  or  -4) 
before  the  contract  is  eligible  for  progress 
payments.  Progress  payments  must  be 
liquidated  against  deliveries  or  other  bill- 
able  milestones  under  the  contract  before 
any  amounts  other  than  progress  pay¬ 
ments  may  be  paid  (FAR  52.232- 16(b)). 
The  progress  payment  and  liquidation 
rates  are  specified  on  the  SF  1443  in 
items  6a  and  6b  respectively. 

b.  The  following  example  illustrate 
the  computation  of  allowable  interim 
payments  under  a  fixed  price  contract 
which  is  not  in  an  overrun  status.  Assume 
that  the  contract  requires  the  delivery  of 
5  widgets  over  a  two-year  period  at  a  unit 

5 rice  of  $10,000;  a  total  contract  value  of 
50,000  (5  X  $10,000);  that  the  liquida¬ 
tion  rate  is  80%  and  the  progr^  pay¬ 
ment  rate  is  80%.  The  contractor  invoices 
the  widgets  as  they  are  delivered.  There  is 
no  standard  form  for  invoicing  deliveries. 
If  at  the  time  the  first  article  is  delivered 
the  contractor  has  incurred  $12,000  of 
eligible  progress  payment  costs  and  in¬ 
voiced  them  on  SF  1443s,  it  will  have 
received  $9,600  (80%  x  $12,000)  of  unli¬ 
quidated  progress  payments.  Hie  govern¬ 
ment  liquidates  $8,000  (80%  x  $10,(100) 
of  this  against  the  fint  article,  leaving  an 
unliquidated  balance  of  $1,600.  The  con¬ 
tractor  will  bill  the  government  and  re¬ 
ceive  a  payment  of  $2,000  ($10,000  - 
$8,000). 

c.  The  contractor  is  required  to  r^rt 
an  estimate  to  complete  on  SF  1443,  item 
12b.  The  instructions  to  SF  1443  require 
that  this  estimate  shall  be  made  not  less 
frequently  than  every  six  months.  FAR 
32.503-6^)  requires  that  if  the  estimated 
costs  are  likdy  to  exceed  the  contract 
price,  the  contracting  officer  shall  calcu¬ 
late  a  loss  ratio  factor  and  adjust  future 
progress  payments  to  exclude  (he  element 
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of  loss.  Audit  steps  for  review  of  the 
contractor’s  estimate  to  complete  and  a 
matrix  for  computation  of  the  loss  ratio 
factor  appear  in  the  standard  audit  pro¬ 
gram  for  progress  payment  reviews. 

d.  In  addition  to  verifying  that  billed 
costs  include  only  amounts  properly  re¬ 
corded  and,  where  required,  paid  in 
accordance  with  an  approved  cost  ac¬ 
counting  system,  a  billing  system  survey 
at  a  location  having  significant  progress 
payment  billings  must  include  a  review  of 
the  policies,  procedures  and  controls  for 

(1)  Identifying  requisite  billing  data 
(progress  payment  and  liquidation  per¬ 
centages,  first  article  approval,  billing 
frequency,  etc.). 

(2)  Assuring  compliance  with  contrac¬ 
tual  billing  conditions. 

(3)  Preparing  and  updating  estimates 
to  coi^lete. 

(4)  Timely  computation  of  loss  ratio 
and  progress  payment  reduction  when 
apprmriate. 

3.  Special  Considerations  —  Flexible 
Fixed  Price  and  Fixed  Price-Level  of 
Effort  Contracts 

As  with  FFP  contracts,  pro^ss  pay¬ 
ments  under  fixed  price  incentive  (FPI) 
contracts  are  made  in  accordance  with 
FAR  32.232-16.  From  an  interim  billing 
standpoint,  FPI  contracts  differ  from 
FFP  only  in  the  profit  computation.  They 
must  be  audited  prior  to  final  payment 
because  the  incentive  profit  is  based  on  a 
comparison  of  the  actual  to  the  target 
cost.  In  an  FFP/LOE  contract,  the  deliv¬ 
erable  product  is  the  labor  hour.  Accord¬ 
ingly,  such  contracts  rarely  provide  for 
prc^i^  payments  based  on  cost.  In 
reviewing  billing  systems  at  contractor 
locations  having  a  significant  volume  of 
FFP/LOE  work,  treat  these  contracts  as  if 
they  were  T&M. 

4.  Special  Considerations  —  Cost-type 
Contracts 

a.  Because  the  government  assumes  a 
higher  percentage  of  risk  under  cost  reim¬ 
bursement  type  contracts  and  because 
such  contracts  may  contain  any  number 
of  special  provisions  affecting  billings 
(ceiling  rates,  unallowable  or  unallocable 
cost  elments,  key  personnel,  fee  billing 
and  retention,  etc.),  the  accounting  and 
billing  system  requirements  for  such  con¬ 
tracts  are  more  stringent  than  for  FFP 
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and  FPI  contracts.  Cost-type  contracts 
permit  inclusion  in  the  periodic  billing  of 
all  allowable  and  allocable  paid  costs  and 
certain  recorded  but  unpaid  costs  which 
do  not  exceed  the  contract  ceiling  or 
funding  limitation,  reduced  by  the  con¬ 
tractures  percentage  in  the  case  of  a  cost¬ 
sharing  contract;  and  such  costs  are  pro- 
visionwy  reimbursed  in  full,  subject  to 
subsequent  audit.  Fee  billings  may  be 
vouchered  with  cost  or  separately,  de¬ 
pending  on  the  contract  terms  which 
frequently  provide  for  a  fee  retention 
pending  contract  completion  and  close¬ 
out. 

b.  In  addition  to  verifying  that  billed 
costs  include  only  amounts  properly  re¬ 
corded  and,  where  required,  paid  in 
accordance  with  an  approved  cost  ac¬ 
counting  system,  a  billing  system  survey 
at  a  location  having  significant  cost-reim¬ 
bursable  work  must  include  a  review  of 
the  policies,  procedures  and  controls  for 

(1)  Identifying  requisite  billing  data 
(type  of  fee,  billing  procedures,  including 
required  supplemental  data,  frequency 
etc.). 

(2)  Assuring  that  appropriate  controls 
for  briefing  contracts  and  adhering  to 
contract  provisions  and  contract  ceilings 
are  in  place  and  functional. 

(3)  Monitoring  progress  under  the  con¬ 
tract  to  provide  the  data  required  by  FAR 
S2.232-20b  (the  Limitation  of  Cost 
clause). 

(4)  Promptly  adjusting  indirect  billing 
rates  for  revised  budgetary  data. 

(5)  Where  applicable,  promptly  adjust¬ 
ing  prior  billing  to  reflect  final  rates  and 
direct  cost  disallowances. 

(6)  Including  Form  1  suspensions  on 
subs^uent  vouchers  as  an  offset  to  cu¬ 
mulative  billed  cost. 

S.  Special  Considerations  —  T&M  and 
Labor  Hours  Contracts 

a.  T&M  and  labor  hours  contract  costs 
are  vouchered  on  SFs  1034  and  1033. 
They  are  a  mixed  contract  type,  since 
labor  is  billed  at  price  and  other  direct 
costs  (ODC^)  are  billed  at  cost.  T&M  and 
labor  hours  contracts  provide  for  billing 
direct  labor  hours  at  predetermined  cate- 

fory  rates  which  include  all  applicable 
urden  and  profit,  and  bill  ODCs  (and 
direct  materials  on  T&M  contracts)  at 
cost  plus  applicable  burden.  These  con- 
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tracts  permit  billings  up  to  a  stated 
percentage  of  the  contract  value,  and  may 
or  may  not  require  that  each  invoice  be 
adjusted  to  the  limitation  percentage. 

b.  T&M  and  labor  hours  contracts 
contain  an  inherent  risk  so  high  that  they 

be  used  only  after  the  contracting 
omcer  executes  a  determination  that  no 
other  contract  type  is  suitable.  Neverthe¬ 
less,  at  many  locations  this  least  favor^ 
contract  type  constitutes  a  substantial 
percentage  of  the  workload.  A  billing 
system  review  is  not  the  best  place  to 
identify  and  correct  control  weaknesses 
which  arise  under  this  contract  type. 
Refer  to  6-204. 

c.  It  is  quite  common  for  the  contract 
to  spraify  labor  categories  which  do  not 
coincide  with  the  contractor’s  established 
labor  classifications.  Ideally,  the  contract 
itself  will  specify  the  r^uired  skills  and 
experience  for  each  billable  labor  cate¬ 
gory.  When  this  is  not  the  case,  the 
contractor’s  proposed  classifications  de¬ 


termine  the  propriety  of  employee  classi¬ 
fications  to  contract  eateries  by  opera¬ 
tion  of  the  Order  of  Precedence  clause 
(FAR  52.215-33).  The  contractor’s  labor 
distribution  system  should  input  in¬ 
curred  labor  hours  by  contract  eatery 
to  the  billing  system,  and  the  controls 
preventing  misclassification  of  employ¬ 
ees  should  be  reviewed  as  a  part  of  the 
later  controls.  If  these  controls  do  not 
exist,  or  have  not  been  evaluated,  they 
must  be  evaluated  as  a  part  of  the  billing 
system  review. 

d.  In  addition  to  review  of  the  controls 
affecting  cost-reimbursable  billings,  re¬ 
view  of  a  billing  system  which  processes  a 
significant  volume  of  T&M,  later  hour, 
or  FFP/LOE  contracts  must  verify  that 
controls  are  in  place  which  assure:  that 
billings  include  only  actual  later  hours 
per  Uie  later  distribution;  that  each 
biUed  hour  is  assigned  to  its  proper 
category;  and  that  catepries  are  billed  at 
the  correct  contractual  rate. 
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CHAPTER  7 


7-000  SELECTED  AREAS  OF  COST 

7-001  Scope  of  Chapter  oriented  toward  audit  methods  and  tech¬ 

niques  and  is  not  intended  as  a  substitute 
This  chapter  discusses  items  of  cost  for,  or  interpretation  of,  the  Federal 
and  accounting  methods  requiring  spe-  Acquisition  Regulation, 
cial  attention.  The  guidance  furnished  is 

7-100  Section  1  —  Computer  Cost  Allocation 


7-101  Introduction 

This  section  contains  guidance  for 
evaluating  the  accounting  for  computer 
programming  and  reprogramming  costs 
and  computer  operating  costs. 

7-102  Allocation  of  Computer 
Operating  Costs 

7-102.1  General  Principles 

a.  DCAA  policy  requires  that  where 
computer  costs  are  material,  the  FAO 
audit  staff  should  develop  an  understand¬ 
ing  of  computer  cost  composition  and 
test  the  contractor’s  use  of  the  criteria 
sufficiently  to  assure  that  costs  are  dis¬ 
tributed  in  an  equitable  manner.  If  an 
algorithm  is  used,  and  costs  distributed 
are  significant,  periodic  audit  evaluation 
of  the  algorithm  is  essential. 

b.  This  covert^e  addresses  a  common 
situation  where  a  contractor  has  a  com¬ 
puter  system  designed  to  be  responsive  to 
only  the  internal  needs  of  the  organiza¬ 
tion.  Adjustments  will  have  to  be  made  to 
the  audit  program  to  handle  the  other 
types  of  computer  system  environments 
which  the  auditor  may  encounter.  Ad¬ 
justments  should  be  made  on  a  case  by 
case  basis. 

c.  This  section  primarily  addresses  bill¬ 
ing  algorithms.  However,  many  of  our 
contractors  distribute  EDP  costs  through 
general  indirect  cost  allocations.  In  those 
cases  auditors  must  still  determine 
whether  methods  used  to  distribute  EDP 
costs  are  equitable.  While  algorithms 
based  on  resource  utilization  are  general¬ 
ly  preferable,  an  algorithm  is  not  required 
if  indirect  cost  distribution  is  equitable. 


d.  Cost  Accounting  Standard  418  as 
related  to  computer  costs  provides  for 
consistent  determination  of  direct  and 
indirect  costs.  It  provides  criteria  for  the 
accumulation  of  indirect  costs  including 
service  center  and  overhead  costs  in 
indirect  cost  pools  and  provides  guidance 
on  selection  of  allocation  measures  based 
on  the  beneficial  or  causal  relationships 
between  an  indirect  cost  pool  and  cost 
objectives.  Refer  to  CAS  418  (8-418)  for 
additional  details. 

e.  Billing  algorithms  used  by  contrac¬ 
tors  to  allocate  computer  costs  should  be 
included  in  a  contractor’s  disclosure 
statement  in  order  for  the  disclosure 
statement  to  be  considered  adequate  (see 
8-206). 

7-102.2  Algorithm  Development 

a.  A  computer  billing  algorithm  is  a 
mathematical  formula  used  to  develop 
the  amount  to  be  charged  a  customer, 
contract  or  overhead  pool  for  services. 
The  formula  is  based  on  such  factors  as 
type  of  equipment  used,  storage  media 
utilization  and  space  allocation,  t^  of 
processing,  response  or  turnaround  time, 
and  time  of  d^  services  are  provided.  In 
a  complex  EDP  environment,  a  wide 
range  of  EDP  support  is  provided  to 
various  system  users.  Developingm  algo¬ 
rithm  to  equitably  distribute  WP  costs 
may  inco^rate  all  major  EDP  resources 
or  only  a  f^.  The  greater  the  variation  in 
types  of  application  or  services  provided, 
the  greater  the  need  for  a  more  complex 
algorithm.  The  cost  of  developing  a  com¬ 
plex  algorithm,  including  subsequent  re¬ 
cording  of  computer  use  through  internal 
software,  is  normally  compared  with  the 
benefit  (exactness)  of  such  an  algorithm. 
If  it  can  be  demonstrated  that  an  algo- 
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rithm  using  only  two  or  three  resources  is 
equitable,  a  complex  algorithm  is  not 
necessary. 

b.  Resources  typically  measured  and 
collected  for  construction  of  a  user  charge 
include: 

— Central  processor  (CPU)  time  -  the 
amount  of  CPU  time  required  to  accom¬ 
plish  a  specific  task. 

— Computer  memory  requirements  - 
many  algorithms  consider  the  amount  of 
memory  (bytes)  used  for  each  job. 

— Input/output  transactions  -  with  the 
wide  range  of  data  input/output  devices 
such  as  magnetic  tape,  disks,  and  termi¬ 
nals,  algorithms  often  consider  the  num¬ 
ber  of  times  such  equipment  is  accessed. 

— Direct  access  storage  requirements  - 
t^  and  disk  storage  requirements  are 
often  considered,  including  the  amount 
of  disk  workspace  and  number  of  tape 
devices  and/or  tape  mounts  required  by 
eachjob. 

c.  Typically,  accounting  information  is 
collected  by  operating  system  software 
for  each  user  application.  In  addition,  the 
operating  system  usually  contains  provi¬ 
sions  for  user-supplied  routines  to  collect 
utilization  data.  Numerous  software  ven¬ 
dors  have  developed  specialized  software 
packages  to  reduce  these  data  and  gener¬ 
ate  a  variety  of  management  reports. 
Such  packages  often  provide  time-se¬ 
quenced  resource  utilization  statistics 
t^t  can  be  used  to  develop  billing  crite¬ 
ria  and  make  recommendations  on  im¬ 
proving  overall  system  efficiency. 

d.  Billing  information  is  usually  gener¬ 
ated  by  a  billing  algorithm.  Often  the 
final  billing  unit  is  an  average  resource 
unit  incorporating  the  various  algorithm 
components.  A  simple  example  is  shown 
below: 

Resource  unit  =  CPU  time  X  coeffi¬ 
cient 

+  Memory  usage  X  coefficient 

+  Input/output  transactions  X  coeffi¬ 
cient 

+  Printer  time  X  coefficient 

e.  The  coefficients,  which  include  but 
are  not  limited  to  staff  costs,  program¬ 
ming  costs,  and  hardware  costs,  should 
be  evaluated  for  applicability.  Most  of¬ 
ten,  coefficients  reflect  a  ratio  between 
the  cost  of  a  specific  resource  and  the 
total  availability  of  the  resource  (for 
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example,  cost  of  CPU  divided  by  total 
available  CPU  seconds.) 

7-102.3  Audit  Objectives  in  Algorithm 
Evaluation 

When  evaluating  computer  billing 
algorithms,  audit  objectives  include: 

a.  Developing  an  overall  understanding 
of  allocation  methods  used. 

b.  Verifying  that  algorithm  compo¬ 
nents  accurately  represent  resources 
used. 

c.  Validating  that  there  are  sufficient 
controls  to  assure  that  billings  are  pro¬ 
cessed  in  an  accurate  and  reliable  man¬ 
ner. 

d.  Determining  whether  all  applicable 
costs  are  included  in  the  development  of 
the  coefHcients. 

e.  Validating  that  the  individual  rates 
or  coefficients  are  accurate  and  properly 
applied. 

f.  Testing  allocation  criteria  to  assure 
that  computer  cost  allocations  are  equita¬ 
ble. 

7-102.4  Algorithm  Review  Techniques 

For  purposes  of  algorithm  evaluation, 
a  structured  audit  review  approach  is 
suggested  as  outlined  in  the  following 
subparagraphs.  A  billing  algorithm  sum- 
ma^  checldist,  as  shown  in  Figure  7-1-1, 
is  often  useful  to  control  necessary  audit 
steps. 

a.  Determine  billing  formula  risk  and 
materiality.  If  billing  algorithms  do  not 
distribute  a  material  amount  of  contract 
cost  (direct  and/or  indirect),  the  need  for 
a  detailed  algorithm  review  may  be  obvi¬ 
ated. 

b.  Request  contractor  support  for  the 
billing  formula: 

(1)  Explanation  of  the  algorithm.  Gen- 
er^ly  the  contractor  should  have  docu¬ 
mented  the  algorithm.  Consideration 
should  be  given  to  any  tests  (benchmarks) 
performed  to  validate  the  algorithm. 

(2)  EDP  resources  used  in  the  algo 
rithm.  The  contractor  should  be  able  to 
identify  which  resources  have  been  in¬ 
cluded  in  the  formula  and  the  rationale, 
if  applicable,  for  excluding  major  re¬ 
sources. 

(3)  Cost  distributed  during  recent  peri¬ 
ods. 
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(4)  Accounting  treatment  of  variances. 
This  is  a  critical  area  as  the  timing  of 
variance  adjustments  and  accounting 
treatment  can  significantly  impact  costs 
distributed  to  contracts. 

(5)  Current  inventory  of  EDP  equip¬ 
ment.  This  will  be  valuable  when  deter¬ 
mining  whether  all  appropriate  resources 
are  included  in  the  algorithm.  In  addi¬ 
tion,  it  is  essential  for  adequate  equip¬ 
ment  maintenance  and  control  that  the 
contractor  have  detailed  visibility  of 
EDP  resources. 

c.  Compare  billed  EDP  costs  with 
actual: 

( 1 )  Are  procedures  established  for  equi¬ 
table  and  timely  treatment  of  identified 
variances? 

(2)  If  there  are  significant  recent  vari¬ 
ances,  has  the  algorithm  been  adjusted 
for  more  accurate  cost  distribution? 

(3)  Does  the  contractor  compare  costs 
for  periodic  runs  of  the  same  job;  for 
example,  payroll?  Are  significant  differ¬ 
ences  investigated? 

(4)  Does  the  contractor  make  periodic 
revisions  to  projected  rates  as  a  result  of 
changes  in  estimated  costs  or  usage  of  a 
component? 

(5)  Are  discounted  coefficients  offered 
for  off-hours  usage? 

(6)  Has  an  evaluation  been  made  of  the 
contractor’s  previous  projections  of  com¬ 
puter  component  rates  by  comparison  of 
actual  rates  to  projected  rates?  What  are 
the  reasons  for  significant  variances  such 
as  unplanned  usage  or  nonusage,  or  the 
increase  or  decrease  in  costs?  If  the 
contractor  makes  periodic  reviews  of 
projected  rates,  arrange  to  audit  these 
reviews.  If  there  have  been  significant 
variances  due  to  volume  differences,  per- 
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haps  more  frequent  reviews  should  be 
recommended. 

d.  Verify  major  EDP  resources.  Critical 
considerations  for  an  algorithm  are 
whether  it  is  based  on  verifiable  usage 
data,  and  whether  resources  used  in  the 
algorithm  accurately  represent  services 
provided  system  users.  Consider  wheth¬ 
er: 

( 1 )  All  major  resources  are  included  in 
the  algorithm. 

(2)  Resource  usage  is  based  on  verifi¬ 
able  data. 

(3)  Resources  are  costed  appropriately. 

(4)  Algorithm  components  are  restrict¬ 
ed  to  EDP  resources. 

(5)  Lease  agreements  for  equipment 
have  been  considered. 

(6)  Equipment  costs  are  properly  deter¬ 
mined  for  each  grouping. 

(7)  The  algorithm  includes  any  unal¬ 
lowable  costs,  such  as  excessive  rental 
charges  for  EDP. 

e.  Evaluate  coefficients  and  other  fac¬ 
tors: 

( 1 )  Are  coefficients  based  on  verifiable 
data? 

(2)  If  there  are  outside  sales  of  EDP 
services,  are  the  services  comparable  to 
in-house  applications  and  are  they  priced 
comparably  to  in-house  EDP  support? 

f.  Manually  compute  the  billing  formu¬ 
la  for  selected  major  government 
projects: 

(1)  Can  the  algorithm  be  computed 
using  verifiable  data? 

(2)  Is  the  manual  calculation  reconcila¬ 
ble  to  the  machine  output? 

(3)  Can  coefficients  and  factor  utiliza¬ 
tion  be  accurately  verified? 

(4)  Are  comparisons  of  items  such  as 
the  ratio  of  cost  input  to  EDP  billings 
reasonable? 
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Figure  7-1-1  (Ref.7-102.4) 

BILLING  ALGORITHM  SUMMARY  CHECKLIST 


Audit  Step 


Working 

Papers 

Reference  Auditor  Date 


1 .  Risk  evaluation 

2.  Contractor  support 

a.  Obtain  explanation  of  algorithm 

b.  List  EDP  resources  idn  algorithm 

c.  List  distributed  EDP  costs  by  quarter 

d.  Identify  accounting  treatment  of  variances 

e.  Identify  EDP  policies/procedures  for  cost 
treatment 

f  Obtain  current  inventory  of  all  EDP 
equipment 

3.  Compare  billed  EDP  costs  with  actual 

a.  Variance  treatment 

b.  Timing  of  adjustments 

c.  Are  fixed-price/commercial  type  variances 
substantial 

4.  Verify  EDP  inventory  (consider  sampling 
techniques) 

a.  Purchase  agreements 

b.  Are  major  resources  in  algorithm? 

5.  Evaluate  coefficients  and  other  factors 
Are  coefficients  based  on  verifiable  data? 

6.  Manually  compute  billing  formula  for  major 
government  projects 

a.  Is  it  based  on  available/verifiable  data? 

b.  Is  the  manual  calculation  reconcilable  to 
machine  form? 

c.  Can  coeflicients/factors  be  verified? 

d.  Are  parity  checks  such  as  contribution  to 
cost  comparable? 
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7-102.5  Billing  Algorithm  Example 

a.  When  internal  measurements  are 
used,  billing  rates  are  developed  to  allo¬ 
cate  the  cost  of  each  major  component  on 
the  basis  of  the  component’s  usage.  These 
billing  rates  are  usually  computed  annu¬ 
ally  and  are  developed  by  dividing  the 
estimated  annual  cost  associated  with 
each  component  by  the  estimated  annual 
usage  of  the  component.  The  billing  may 
be  made  in  one  of  two  ways:  (1)  separate 
billing  rate  for  each  component  or  (2)  a 
sin^e  overall  rate  which  is  applied  to 
equivalent  units  of  usage  for  each  compo¬ 
nent. 
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b.  Computer  costs  can  be  distributed 
equitably  using  a  wide  range  of  mathe¬ 
matical  techniques.  As  previously  dis¬ 
cussed,  it  is  important  that  a  contractor 
clearly  document  methods  used,  and  base 
cost  allocations  on  verifiable  cost  and 
utilization  data. 

c.  The  example  in  Figure  7-1-2  includes 
a  five-resource  cost  allocation.  For  illus¬ 
tration  punwses,  one  resource-magnetic 
tape  drives-is  traced  through  a  wei^ting 
factor  (coefficient)  a^ustment  and  the 
rate  calculation.  Coefficients  are  not  es¬ 
sential  but  are  included  in  many  algo¬ 
rithms.  Accordingly,  a  typical  coefficient 
is  included  in  the  example. 


Figure  7-1-2 


BILLING  ALGORITHM  EXAMPLE 


1.  Formula  resource  components  are: 

Charge/ 

Resource 

Unit  of 

Prime 

Allocated 

Measure 

Shiff 

CPU 

CPU  hours 

$300/hr 

Memory 

1024  word  block  hours 

$5/hr 

Disk  Channel  Time 

Channel  hours 

$25/hr 

Tape  Channel  Time 

Channel  hours 

$  10/hr 

7-  and  9-track 

Elapsed  hours 

$5/hr 

Tape  Drives 

2.  The  coefficient  is 
algorithm: 

computed  using  the  following 

rWF  =  Cost  r 

X  Total  r  X  %  used 

T  Cost 

CWF  =  computer  weighting  factor  or  coefficient  to  equalize  billings. 
Cost  r  —  cost  of  resources  being  allocated 
T  Cost  —  total  EDP  costs  to  be  allocated 
Total  r  •  number  of  resource  units  available 
%  used  ~  percent  resources  are  used 
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3.  If  we  want  to  illustrate  the  wei^ting  factor  for  tape  drive  utilization,  we  can 
assume  the  following  data  was  available  in  contractor  records. 

Cost  r  =  $12,500 
T  Cost  =  $3,000,000 
total  r  =  16  tape  drives 
%  used  =  70% 

4.  Substitute  into  the  algorithm: 

(-yVF  =  X  16  X  70%  =  .046 

3,000,000 

5.  After  developing  an  application  weighting  factor  (coefficient),  a  rate  is  nor¬ 
mally  developed  for  the  resource.  Again  for  illustration  purposes: 

Rate  =  X  _i_ 

Max  r  hours  CWF 

6.  If  contractor  records  show: 

Cost  r  =  $12,500 

Max  r  (prime  shift)  16  tape  drives 

hours  X  40  hrs/wk  X  52  wks  =  33,280 

(second  shift)  16  tape  drives 

X  40  X  52  X  50%  disc  16,640 

49,920 

7.  Substituting: 

Rate  =  X  J _  =  $.25  X  21.7  =  $5.43 

49,920  .046 

8.  As  shown  above,  manually  calculating  the  rate  for  tape  drives  shows  an 
actual  rate  of  $5.43.  If  a  billing  rate  of  $5.00/hr  is  used  and  utilization 
forecasts  are  accurate,  tape  drive  cost  will  be  underabsorbed. 

d.  As  billing  algorithms  vary  widely,  this  example  should  not  be  viewed  as 
typical.  However,  it  does  demonstrate  potential  algorithm  complexity.  Accord¬ 
ingly,  the  approach  suggested  in  7-102.4  provides  a  frame-work  for  developing 
an  audit  opinion  without  evaluating  and  testing  each  component  of  the  algo¬ 
rithm.  If  each  factor  or  algorithm  componenent  cannot  be  verified  by  historical 
or  current  data,  risk  that  costs  are  unequitably  distributed  is  greatly  increased. 

In  such  cases,  the  audit  report  should  recommend  that  billing  algorithms  be 
based  on  verifiable  data  and  that  they  include  major  EDP  resources  used. 

e.  In  many  instances  contractors  may  simplify  the  billing  process.  The  exam¬ 
ple  below  addresses  CPU  costs  only  (other  resources  would  be  billed  similarly), 
and  if  estimated  CPU  utilization  is  reasonable,  billed  costs  would  be  equitable. 
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Coefficient  =  Cost  of  CPU  for  billing  period 

Available  CPU  seconds  for  billing  period 

Cost  of  CPU  for  billing  period  =  $15,000 
Available  CPU  seconds  =  720,000 

Coefficient  =  =  $0.020833 

720,000 

Billed  amount  =  $.020833  X  CPU  seconds  consumed  for  each  job 


7-103  Amortization  of  Significant 
Nonrecurring  Computer 
Programming  and  Reprogramming 
Costs 

7-103.1  General  Principles 

Equity  in  accounting  for  significant 
nonrecurring  costs  of  computer  program¬ 
ming  and  reprogramming  usually  re¬ 
quires  that  such  costs  be  capital¬ 
ized/amortized.  The  initial  programming 
costs  are  incurred  in  order  to  place  the 
computer  into  operation  and  as  such  are 
normally  as  much  a  part  of  the  initial 
costs  of  the  computer  as  are  the  equip¬ 
ment  installation  costs.  A  major  change 
in  either  the  equipment  or  the  system 
usually  involves  the  incurrence  of  signifi¬ 
cant  reprogramming  costs.  These  costs 
will  normally  benefit  future  periods  in 
much  the  same  manner  as  major  modifi¬ 
cations  of  the  equipment.  On  the  other 
hand,  established  programs  are  subject  to 
minor  refinements  and  improvements, 
the  costs  of  which  are  chargeable  to 
current  operations  in  much  the  same 
manner  as  minor  repairs. 

7-103.2  Amount  to  Be  Capitalized 

The  amount  of  programming  or  repro¬ 
gramming  costs  to  be  capitalized  ^ould 
represent  the  actual  costs  incurred  by  the 
contractor  in  preparing  and  testing  the 


program;  that  is,  all  applicable  direct  and 
indirect  costs  should  ^  included  up  to 
the  point  the  program  becomes  opera¬ 
tional. 

7-103J  Amortization  Period 

The  length  of  the  amortization  period 
should  be  established  on  the  basis  of  the 
estimated  number  of  years  that  will  bene¬ 
fit  from  the  incurrence  of  the  program¬ 
ming  or  reprogramming  costs.  As  a  gener¬ 
al  rule  the  penod  of  amortization  of  those 
programs  for  which  there  appears  to  be  a 
continuing  need  should  not  exceed  the 
anticipated  useful  life  of  the  computer.  A 
shorter  amortization  period  should  be 
used  in  those  cases  where  the  contractor 
can  demonstrate  by  historical  data  or 
otherwise  that  the  useful  life  of  the  pro¬ 
gram  is  shorter  than  that  of  the  computer. 
At  the  larger  computer  centers,  where 
numerous  programs  may  be  involved,  an 
averaging  of  the  expected  lives  of  various 
programs  may  be  acceptable  when  such 
procedure  results  in  a  reasonable  amorti¬ 
zation  of  the  related  programming  costs 
over  the  years  benefited. 

7-103.4  Amortization  Method 

The  method  used  to  amortize  the  costs 
over  the  estimated  useful  life  of  the 
program  should  be  based  on  the  contrac¬ 
tor’s  normid  practice  applicable  to  other 
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items  of  software.  Where  this  is  not 
possible,  any  reasonable  method  of  amor¬ 
tizing  such  costs  over  the  estimated  use¬ 
ful  life  of  the  program  should  be  consid¬ 
ered  acceptable  particularly  if  the  method 
is  the  same  as  that  used  for  depreciating 
the  equipment. 

7-103.5  Justification  for  Immediate 
Charging  to  Current  Operations 

In  some  circumstances,  the  contractor 
may  represent  that  the  desired  objective 
of  capitalization/amortization  as  out¬ 
lined  above  is  substantially  and  consis¬ 
tently  achieved  by  charging  to  current 
operations  all  programming  and  repro¬ 
gramming  costs  when  and  as  they  are 
incurred.  Due  consideration  should  be 
given  to  such  representation,  provided 
the  contractor  submits  sufficient  data  in 
support  of  the  representation. 

7-104  Accounting  for  Computer 
Software  Costs  Under  FASB  No.  86 

7-104.1  Applicability  of  FASB  No.  86 

FASB  Statement  No.  86  “Accounting 
for  the  Costs  of  Computer  Software  to  be 
Sold,  Leased  or  Otherwise  Marketed,” 
was  issued  by  the  Financial  Accounting 
Standards  Board  in  August  1985.  It  speci¬ 
fies  the  financial  accounting  treatment 
for  the  costs  of  computer  software  sold, 
leased,  or  otherwise  marketed  either  as  a 
separate  product  or  as  a  part  of  another 
product  or  process.  It  applies  both  to 
internally  developed  and  produced  soft¬ 
ware  and  to  purchased  software  and  is 
applicable  for  fiscal  years  beginning  after 
15  December  1985.  For  contractors  on  a 
calendar  year  basis,  the  statement  is 
therefore  applicable  on  1  January  1986. 

7-104.2  Purpose  of  FASB  No.  86 

The  primary  purpose  of  the  statement 
is  to  identify  the  point  in  time  that 
research  and  development  costs  incurred 
in  the  process  of  creating  a  software 
product  to  be  sold,  leased,  or  otherwise 
marketed  become  production  costs  which 
should  be  capitalized  and  amortized  over 
future  sales.  In  addition,  it  specifies 
amortization,  disclosure,  and  other  relat¬ 
ed  requirements. 
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7-104.3  Limitations  of  FASB  No.  86 

The  statement  does  not  address  the 
accounting  and  reporting  of  costs  in¬ 
curred  for  computer  software  created  for 
internal  use,  or  for  others  under  a  con¬ 
tractual  arrangement.  The  FASB  has  stat¬ 
ed  that  it  does  not  consider  these  issues  to 
be  a  si^iflcant  problem  in  that  most 
companies  currently  expense  these  costs. 
Nonetheless,  the  criteria  for  capitaliza¬ 
tion  espoused  in  the  Statement,  which  are 
based  on  the  point  in  time  that  R&D 
activities  became  production  activities, 
may  be  considered  to  apply  to  develop¬ 
ment  of  any  computer  software,  whether 
for  sale  or  for  internal  use. 

7-104.4  Technologiail  Feasibility 

FASB  86  provides  that  costs  incurred 
internally  in  creating  a  computer  soft¬ 
ware  product  are  to  be  charged  to  ex¬ 
pense  when  they  are  incurred  as  research 
and  development  until  “technological 
feasibility”  has  been  established  for  the 
product.  Technological  feasibility  is  es¬ 
tablished  when  either  (1)  the  detailed 
program  design  has  been  completed  or 
(2)  a  working  model  has  been  developed. 
After  technological  feasibility  has  been 
established,  all  software  production  costs 
are  to  be  capitalized  and  reported  on  the 
financial  statements  at  the  lower  of  una¬ 
mortized  cost  or  net  realizable  value  and 
are  to  be  amortized  based  on  current  and 
future  revenue.  Capitalization  of  soft¬ 
ware  costs  shall  stop  when  the  product  is 
available  for  general  release  to  customers. 

7-104.5  Audit  Considerations 

The  issues  of  capitalization  of  comput¬ 
er  software  and  other  related  topics  are 
still  developing.  Battelle  ASBCA  Case 
No.  20626  and  other  legal  decisions  have 
concluded  that  computer  software  is  a 
tangible  capital  asset  “for  tax  purposes.” 
For  contract  costing  purposes,  costs 
should  be  capitalized  when  there  is  a 
foreseeable  benefit  to  future  periods  or 
expensed  in  accordance  with  GAAP. 
However,  CAS  404  should  not  be  cited  as 
a  basis  for  requiring  the  capitalization  of 
computer  software  costs  until  more  de¬ 
finitive  guidance  is  available.  Althoujgh 
CAS  404  should  not  be  cited,  the  ratio- 
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nale  requiring  the  capitalization  of  tangi¬ 
ble  assets  may  be  considered  to  be  appli¬ 
cable  to  all  assets.  Therefore,  whether  in- 
house  developed  software  is  considered  a 
tangible  or  intangible  asset,  the  rationale 
underlying  the  Cost  Accounting  Stan¬ 


dards  in  general  and  CAS  404  in  particu¬ 
lar  require  that  costs  of  computer  soft¬ 
ware  developed  for  internal  use  be  capi¬ 
talized  and  amortized  over  the  period 
benefited. 
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7-200  Section  2 

7-201  Introduction 

This  section  provides  guidance  for 
evaluating  leasing  costs. 

7-202  Applicable  Contract 
Regulations 

7-202.1  Applicability  of  FASB  Statement 
13 

Guidance  for  the  treatment  of  lease 
costs  is  covered  by  Financial  Accounting 
Standards  Board  (FASB)  Statement  No. 
13,  Accounting  for  Leases.  The  State¬ 
ment  is  effective  for  leasing  transactions 
and  revisions  entered  into  on  or  after  1 
January  1977.  For  leases  in  effect  on  1 
January  1977,  FASB  Statement  13  was 
optional  until  fiscal  years  beginning  on  or 
after  31  December  1980.  FASB  State¬ 
ment  13  is  incorporated  in  FAR  31.205- 
36  (Rental  Costs),  FAR  31.205-2  (ADPE 
Leasing  Costs),  and  FAR  31.205-1 1  (De¬ 
preciation). 

7-202.2  Applicability  of  FAR 

FAR  31.205-36  applies  to  the  cost  of 
renting  or  leasing  real  and  personal  prop¬ 
erty,  acquired  under  operating  leases  (see 
7-205,  206)  as  defined  in  FASB  State¬ 
ment  No.  1 3.  If  the  lease  is  classified  as  a 
capital  lease,  the  provisions  of  FAR 
31.205-11  (Depreciation)  apply  (see  7- 
413). 

7-202.3  ApplicabillV  of  CAS 

CAS  404,  Capitalization  of  Tangible 
Assets,  is  incorporated  in  FAR  31.205- 
ll(m).  CAS  4()4  applies  to  assets  ac¬ 
quired  by  a  capital  lease  as  defined  by 
FASB  Statement  13.  Compliance  with 
FASB  Statement  13  and  CAS  404  re¬ 
quires  that  capital  leases  be  treated  as 
purchased  assets.  The  capitalized  value 
of  such  assets  should  be  distributed  over 
the  useful  lives  of  the  leased  assets  as 
depreciation  charges,  or  over  the  leased 
life  as  amortization  charges,  as  appropri¬ 
ate. 


—  Leasing  Costs 
7-203  Capital  Leases 

If  the  lease  is  classified  as  a  capital 
lease,  the  provisions  of  FAR  31.205-11 
(Depreciation)  and  CAS  404  apply  (see  7- 
413  and  7-202). 

7-203.1  Main  Reqnirenients  of  FASB 
Statement  13 

a.  Criteria  for  Classification  as  a  Capi¬ 
tal  Lease 

From  the  standpoint  of  the  lessee,  the 
lease  shall  be  classified  as  a  capital  lease 
if  any  of  the  following  criteria  are  met; 

( 1 )  The  lease  transfers  ownership  of  the 
proiwrty  to  the  lessee  by  the  end  of  the 
lease  term. 

(2)  The  lease  contains  a  bargain  pur¬ 
chase  option. 

(3)  Ihe  lease  term  is  equal  to  75 
percent  or  more  of  the  estimated  eco¬ 
nomic  life  of  the  leased  property.  How¬ 
ever,  where  the  lease  term  begins  in  the 
last  25  percent  of  estimated  economic 
life,  this  criterion  shall  not  be  used  to 
classify  the  lease. 

(4)  The  present  value,  at  the  beginning 
of  the  lease  term,  of  the  minimum  lease 
payments  (excluding  executory  costs  such 
as  insurance,  taxes,  etc.)  equals  or  ex¬ 
ceeds  90  percent  of  the  excess  of  the  fair 
value  of  the  leased  property  over  any 
related  investment  tax  credit  retained  by 
the  lessor.  The  90  percent  test  should  be 
considered  a  lower  limit  rather  than  a 
sideline.  However,  where  the  lease  term 
begins  in  the  last  25  percent  of  the 
estimated  economic  life,  this  criterion 
shall  not  be  used  to  classify  the  lease. 

b.  Determination  and  Amortization  of 
Minimum  Lease  Parents 

(1)  Capital  leases  should  be  recorded  as 
assets  and  liabilities  at  the  lower  of  the 
present  value  of  the  minimum  lease  pay¬ 
ments  at  the  beginning  of  the  lease  term 
or  the  fair  value  of  the  leased  property  at 
the  inception  date.  The  discount  rate 
used  in  determining  present  value  is  the 
lower  of  the  lessee’s  incremental  borrow¬ 
ing  rate  (the  rate  the  lessee  would  have 
incurred  to  borrow  the  funds  necessary  to 
purchase  the  asset)  or  the  implicit  (les¬ 
sor's)  rate  in  the  lease,  if  the  implicit  rate 
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can  be  determined.  The  minimum  lease 
payments  are  allocated  between  a  reduc¬ 
tion  of  the  liability  and  interest  expense 
to  produce  a  constant  periodic  interest 
rate  on  the  remaining  balance. 

(2)  A  leasee  may  use  its  secured  bor¬ 
rowing  rate  in  calculating  the  present 
value  of  minimum  lease  payments  if  the 
rate  is  determinable,  reasonable,  and  con¬ 
sistent  with  the  financing  that  would 
have  been  used  in  the  particular  circum¬ 
stances. 

(3)  Contingent  rentals  are  the  increases 
or  decreases  in  lease  payments  that  result 
from  changes  occurring  subsequent  to  the 
inception  of  the  lease  in  the  factors  (other 
than  the  passage  of  time)  on  which  lease 
payments  are  based.  Lease  payments  that 
depend  on  a  factor  directly  related  to  the 
future  use  of  the  leased  property,  such  as 
machine  hours  of  use  or  sales  volume 
during  the  lease  term,  are  contingent 
rentals  and,  accordingly,  are  excluded 
from  minimum  lease  payments  in  their 
entirety.  See  7-204.2  regarding  lease  pay¬ 
ments  dependent  on  economic  escalation 
factors. 

c.  Calculation  of  Amortization  (Depre¬ 
ciation)  for  a  Capital  Asset 

The  asset  shall  be  amortized  in  a 
manner  consistent  with  the  lessee’s  nor¬ 
mal  depreciation  policy  for  owned  assets. 
See  7-400  for  a  discussion  of  depreciation 
costs.  The  asset  shall  be  amortized  over  a 
useful  life  as  follows: 

(1)  If  the  leased  property  reverts  to  the 
lessee  at  the  end  of  the  lease  or  if  the 
lessee  is  able  to  purchase  the  property  at  a 
bargain  purchase  price,  then  the  asset  life 
will  be  that  normally  used  by  the  contrac¬ 
tor  for  similar  assets. 

(2)  If  the  property  is  leased  for  a  term 
which  is  75  percent  or  more  of  the 
economic  life  of  the  asset  or  the  mini¬ 
mum  lease  payments  equal  or  exceed  90 
percent  of  the  fair  value  of  the  asset  (less 
applicable  credits)  then  the  asset  should 
be  amortized  over  the  life  of  the  lease  to 
the  value  to  the  lessee,  if  any,  at  the  end 
of  the  lease. 

d.  Renewals  and  Terminations 

(1)  If  a  capital  lease  is  renewed  or 
extended  and  the  renewal  is  also  classi¬ 
fied  as  a  capital  lease,  the  carrying  value 
of  the  asset  may  require  adjustment. 
When  the  capitalized  value  under  the 
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revised  lease  and  the  present  balance  of 
the  obligation  differ,  the  asset  and  liabili¬ 
ty  account  is  adjusted  upward  or  down¬ 
ward  to  reflect  this  difference. 

(2)  If  a  capital  lease  is  renewed  or 
extended  and  the  renewal  is  classified  as 
an  operating  lease,  the  existing  lease  shall 
continue  to  be  accounted  for  as  a  capital 
lease  to  the  end  of  the  original  term,  and 
the  renewal  or  extension  period  sh^  be 
accounted  for  as  an  operating  lease. 

(3)  A  termination  of  a  capital  lease 
shall  be  accounted  for  by  removing  the 
asset  and  obligation  with  gain  or  loss 
recognized  for  the  difference. 

(4)  The  exercise  of  a  lease  renewal 
option  contained  in  a  current  lease  other 
than  those  already  included  in  the  lease 
term  (as  defined  by  FASB  Statement  1 3) 
is  classified  as  a  new  agreement  and  not  a 
renewal  or  extension. 

7-203.2  Andit  Considerations — Capital 
Leases 

a.  Proper  Classification  of  Leases 

(1)  Auditors  should  use  the  computer 
programs  which  have  been  developed  to 
assist  in  determining  whether  a  lease 
should  be  classified  as  an  operating  lease 
or  a  capital  lease.  The  FA^13  program, 
for  example,  is  available  on  diskette  or  as 
a  subsystem  menu  option  on  the  DIIS  to 
assist  the  auditor  in  determining  if  a  lease 
has  met  the  “90  percent”  criterion  for 
classification  as  a  capital  lease  (see  7- 
203.1a(4)). 

(2)  Auditors  should  be  alert  to  in¬ 
stances  where,  to  avoid  reporting  liabili¬ 
ties  on  their  financial  statements,  con¬ 
tractors  may  structure  their  leases,  or 
include  assumptions  in  testing  against  the 
FASB  Statement  13  criteria,  that  result  in 
those  leases  being  classified  as  operating. 

(3)  When  a  capital  lease  is  improperly 
classified  as  an  operating  lease,  the  excess 
leasing  costs  should  be  determined  based 
on  criteria  for  computing  the  unallowable 
leasing  costs  for  capital  leases.  The  cost  of 
leased  capital  assets  in  excess  of  the 
prescribed  depreciation  charges  (7-202.3) 
should  be  disapproved  under  FAR 
31.205-1  l(m).  FAR  31.205-20  (Interest 
and  Other  Financial  Costs)  should  not  be 
cited  as  a  basis  for  disapproving  the 
costs. 
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(4)  Mitigating  circumstances  involving 
materiality  determinations  may  exist. 
For  example,  leases  reclassified  as  capital 
leases  may  result  in  depreciation  during 
the  early  years  of  the  leases  at  amounts 
higher  than  the  lease  payments  due  to  use 
of  accelerated  depreciation  methods  and 
applied  cost  of  money  (COM).  The  total 
depreciation  and  COM  under  a  capital 
lease  may  be  greater  than  the  total  leasing 
costs.  A  notice  of  technical  noncompli¬ 
ance  with  the  applicable  FAR  provisions 
or  CAS  standards  would  be  appropriate 
in  that  circumstance.  The  practice  may 
be  in  non-compliance  with  FAR  31.20S- 
1 1  or  FAR  31.205-36  or  CAS  404,  405, 
409,  or  414.  These  regulations  and  stan¬ 
dards  should  be  reviewed  for  applicabili¬ 
ty. 

b.  Unreasonable  Lease  Costs 

If  the  lease  term  is  substantially  shorter 
than  the  asset’s  useful  life,  the  recovery  of 
a  hi^  percentage  of  the  fair  market  value 
of  the  asset  over  the  lease  term  would  be 
indicative  of  unreasonable  rental  costs. 
In  this  situation,  the  auditor  should  de¬ 
termine  if  the  lessor  considered  and  pro¬ 
vided  adequate  residual  value  at  the  end 
of  the  lease  term  in  accordance  with 
paragraph  5(k)  of  FASB  Statement  13. 
Reasonable  residual  value  must  be  con¬ 
sidered  in  computing  minimum  lease 
payments  in  order  to  attain  reasonable 
lease  costs. 

c.  Amortization  Period 

The  proper  classification  of  a  tease 
accordinig  to  FASB  Statement  1 3  does  not 
automatically  result  in  acceptable  con¬ 
tract  cost.  For  capital  leases,  consider¬ 
ation  should  be  |iven  to  the  acceptability 
of  the  amortization  period  in  accordance 
with  FASB  Statement  13  and  CAS  409. 

(1)  Definition  of  Lease  Term 

FASB  Statement  13  defines  a  lease 
term  as  the  fixed  noncancelable  term  of 
the  lease  plus  (i)  all  periods  covered  by 
bargain  renewal  options,  (ii)  all  periods 
for  which  failure  to  renew  the  lease 
imposes  a  penalty  on  the  lessee  in  an 
amount  such  that  renewal  appears,  at  the 
inception  of  the  lease,  to  Ik  reasonably 
assured,  (iii)  all  periods  covered  by  ordi¬ 
nary  renewal  options  during  which  a 
guarantee  by  the  lessee  of  the  lessor’s 
debt  related  to  the  leased  property  is 
expected  to  be  in  effect,  (iv)  all  penods 


covered  by  ordinary  renewal  options  pre¬ 
ceding  the  date  as  of  which  a  bargain 
purchase  option  is  exercisable,  and  (v)  all 
periods  representing  renewals  or  exten¬ 
sions  of  the  lease  at  the  lessor’s  option. 
However,  in  no  case  shall  the  lease  term 
extend  beyond  the  date  a  bargain  pur¬ 
chase  option  becomes  exercisable. 

(2)  Audit  Considerations 

When  a  capital  lease  is  to  be  amortized 
over  the  lease  term  (see  7-203.  Ic),  renew¬ 
al  periods  will  be  included  if  they  meet 
the  criteria  sp^ified  in  the  FASB  State¬ 
ment  13  definition  of  a  lease  term.  This 
would  be  an  important  audit  consider¬ 
ation  when  the  renewal  is  assured 
through  substantial  penalties  for  nonre¬ 
newal  or  a  guarantee  by  the  lessee  of  the 
lessor’s  debt.  Failure  to  review  the  lease 
term  for  renewal  clauses  could  signifi¬ 
cantly  distort  the  amortization  charges  to 
current  contracts. 

7-204  Review  of  Lease  Clauses 

7-204.1  Payment  of  Executory 
(Occupancy)  Cost 

Lease  clauses  regarding  payment  of 
executory  costs  are  of  particular  interest 
to  the  auditor.  FASB  Statement  13  re¬ 
quires  executory  costs  to  be  excluded 
when  computing  minimum  lease  pay¬ 
ments.  Executory  costs  include  mainte¬ 
nance,  insurance,  taxes,  and  utilities. 
When  the  lease  clause  provides  that  the 
lessee  pays  the  executo^  costs,  the  lease 
is  referred  to  as  a  “net”  lease.  When  the 
lessor  pays  these  costs,  the  lease  is  re¬ 
ferred  to  as  a  “gross”  lease.  Since  “net” 
and  “gross”  are  not  universally  defined, 
the  auditor  should  review  the  lease  clause 
to  determine  exactly  what  costs  are  to  be 
paid  by  the  lessee. 

7-204.2  Escalation  Lease  Clauses 

Auditors  should  be  particularly  inter¬ 
ested  in  escalation  lease  clauses.  Recent¬ 
ly,  clauses  containing  a  provision  for 
increasing  lease  payments  based  on  the 
Consumer  Price  Index  (CPI)  or  some 
other  economic  indicator  have  become 
common.  The  increase  could  be  subject 
to  adjustment  on  an  annual  basis  or  when 
an  option  is  exercised.  The  escalation 
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may  also  apply  to  the  purchase  price  if 
the  lease  contains  a  purchase  option. 

a.  Computation  of  Minimum  Lease 
Payments 

The  decision  to  include  or  exclude  the 
escalation  for  purposes  of  computing 
minimum  lease  payments  depends  on  the 
speciflc  circumstances,  and  would  in¬ 
clude: 

(1)  the  factor(s)  to  which  the  escalation 
applies,  such  as  executory  costs  (which 
would  not  be  included  at  all),  principal 
payments,  or  insurance  only; 

(2)  the  factor  on  which  the  escalation  is 
computed,  such  as  the  CPI  or  prime 
interest  rate, 

(3)  the  period  to  which  the  escalation 
applies,  such  as  annually,  only  for  an 
option  period,  or  the  incurrence  of  some 
period  of  time,  and 

(4)  the  current  pronouncements  of  the 
Financial  Accounting  Standards  Board. 

b.  CPI  or  Prime  Interest  Rate 

Lease  payments  that  depend  on  an 

existing  index  or  rate,  such  as  the  CPI  or 
prime  interest  rate,  shall  be  included  in 
minimum  lease  payments  based  on  the 
index  or  rate  existing  at  the  inception  of 
the  lease.  Any  increases  or  decreases  in 
lease  payments  that  result  from  subse¬ 
quent  changes  in  the  index  or  rate  are 
contingent  rentals  and  are  excluded  from 
the  minimum  lease  payments  (see  7- 
203.1b(2)). 

7-205  Operating  Leases  for  Other 
Than  EDPE 

7-205.1  Definition  of  Operating  Lease 

Under  the  provisions  of  FASB  State¬ 
ment  13,  an  operating  lease  is  any  lease 
that  is  not  a  capital  lease. 

7-205.2  Criteria  for  Ailowability 

For  contract  costing  purposes,  a  differ¬ 
ent  cost  principle  applies  to  EDPE  leases 
than  for  all  other  operating  leases  (see  7- 
206).  The  provisions  of  FAR  31.205-36 
apply  to  all  operating  leases  that  do  not 
involve  EDPE.  The  main  criterion  for 
allowability  of  operating  lease  costs  is 
reasonableness.  The  cost  principle  states 
several  criteria  that  should  be  considered 
when  making  a  determination  of  reason¬ 
ableness.  The  provisions  in  FAR  31.201- 


3  should  also  be  used  in  evaluating 
reasonableness  of  operating  lease  cost. 

7-205.3  Audit  Procedures 

a.  Comparison  with  Comparable  Prop¬ 
erty 

Included  in  these  criteria  is  a  compari¬ 
son  with  comparable  property.  The  audi¬ 
tor  must  exercise  care  when  determining 
what  is  comparable  property.  To  be  com¬ 
parable,  the  property  must  ^  of  the  same 
basic  age,  size,  life  expectancy,  and  loca¬ 
tion.  In  addition,  the  lease  provisions 
must  also  be  comparable.  Since  there  are 
several  clauses  which  can  increase  time 
lease  costs  (see  7-204),  the  auditor  must 
ascertain  what  costs  truly  are  included  in 
the  comparable  property  comparison. 

b.  Determination  of  Reasonableness 

(1)  An  audit  step  in  testing  reasonable¬ 
ness  under  FAR  31.201-3  is  to  review  the 
results  of  applying  FASB  Statement  13 
capitalization  criteria.  This  is  especially 
critical  when  reviewing  the  results  of  the 
application  of  the  fourth  criteria  of  FASB 
Statement  13  (7-203.  la(4)).  Auditors 
should  determine  whether  the  lease  term 
is  substantially  less  than  the  asset  life, 
and  whether  the  present  value  of  the 
minimum  lease  payments  is  significant  as 
compared  to  the  fair  market  value  of  the 
leased  property  (for  example,  greater 
than  50  percent  but  less  than  90  percent). 
If  this  condition  exists,  there  is  a  strong 
indication  that  lease  costs  are  unreason¬ 
ably  high  and  the  audit  scope  should  be 
expanded. 

(2)  Auditors  should  be  alert  to  comput¬ 
er  programs  available  from  DCAA,  the 
contractor,  or  other  sources  to  assist 
them  in  determining  reasonableness.  One 
such  program  is  DCAA’s  LVPA  program, 
available  on  diskette  or  as  a  subsystem 
menu  option  on  the  DIIS.  The  program 
computes  and  compares  cumulative  leas¬ 
ing  costs  with  cumulative  constructive 
ownership  costs,  and  can  be  adjusted  for 
most  any  lease  vs.  ownership  analysis. 

7-206  Leased  EDPE 

The  acronym  EDPE  stands  for  elec¬ 
tronic  data  processing  equipment.  Its  use 
in  this  section  is  intended  to  be  synony¬ 
mous  with  the  FAR  expression  ADPE 
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which  stands  for  automatic  data  process¬ 
ing  equipment. 

7-206.1  General 

a.  Capital  Leases 

All  leased  EDPE  is  subject  to  the 
provisions  of  FASB  Statement  13.  For 
those  leases  determined  to  be  capital 
leases  per  FASB  Statement  1 3,  the  audi¬ 
tor  should  use  7-203  above  as  guidance  to 
evaluate  the  contractor’s  method  and 
classification. 

b.  Operating  Leases 

Operating  leases  for  EDPE  are  go¬ 
verned  by  the  provisions  of  FASB  State¬ 
ment  13  and  FAR  31.205-2.  Generally, 
lease  costs  for  operating  leases  must 
result  in  less  cost  to  the  government  than 
ownership  costs.  The  contractor  is  re¬ 
quired  to  submit  annually  documenta¬ 
tion  to  support  its  decision  to  lease  rather 
than  purchase  EDPE.  The  following  para- 
^aphs  should  be  used  to  evaluate  operat¬ 
ing  lease  costs. 

7-206.2  FAR  Reqairements  for  Annual 
Documentation  of  Leased  EDPE 

a.  Documentation  of  Contractor’s 
Leasing  Decision 

The  contractor  is  required  by  FAR 
31.205-2  and  DFARS  239.7300  to  docu¬ 
ment  its  leasing  decision  with  specific 
types  of  information  which  are  basic  to 
the  determination  of  the  amount  of  al¬ 
lowable  EDPE  leasing  costs.  Where  such 
supporting  data  are  requested  but  are  not 
furnished  by  the  contractor,  the  auditor 
should  discuss  the  matter  with  the  ACO 
and  reach  agreement  on  the  action  to  be 
taken.  Such  agreement  may  include  sus¬ 
pension  of  the  related  leasing  costs  pend¬ 
ing  receipt  of  the  data.  In  evaluating  the 
quality  of  the  contractor’s  submitted 
data,  due  consideration  should  be  given 
to  any  difTicuIties  normally  inherent  in 
providing  back-up  for  projected  construc¬ 
tive  ownership  costs.  Where  the  auditor 
requires  additional  information  it  should 
be  obtained  preferably  from  the  contrac¬ 
tor  and/or  the  contractor’s  records  al¬ 
though  pertinent  data  available  from  oth¬ 
er  sources  may  also  be  used  occasionally. 
In  addition,  the  requirements  of  DFARS 
239.7300  also  apply  to  purchased  EDPE. 


b.  Ownership  vs.  Rental  Comparison 

(1)  The  contractor’s  submission  to  sup¬ 
port  the  allowability  of  its  EDPE  leasing 
costs  will  generally  be  in  the  form  of  a 
comparison  of  constructive  ownership 
costs  with  leasing  costs  over  the  antici¬ 
pated  useful  life  of  the  property.  The 
major  factors  involved  in  this  compari¬ 
son  are:  constructive  acquisition  costs, 
estimated  useful  life,  depreciation  meth¬ 
od,  residual  value,  and  leasing  costs. 
These  factors  are  discussed  in  7-206.4 
and  7-206.5. 

(2)  The  auditor  should  carefully  review 
all  pertinent  factual  data  and  estimates 
included  in  the  comparison  for  propriety 
and  reasonableness.  Technical  assistance 
should  be  obtained  as  necessary.  The 
determination  of  whether  leasing  costs 
are  more  costly  than  ownership  costs  will 
be  based  upon  a  comparison  of  the 
respective  amounts  for  the  total  estimat¬ 
ed  useful  life  of  the  property.  Where  this 
comparison  shows  leasing  costs  to  be 
more  costly,  the  amount  of  leasing  costs 
to  be  disapproved  in  any  individual  year 
will  be  the  excess  of  the  cumulative 
leasing  costs  incurred  through  that  partic¬ 
ular  year  as  compared  with  the  cumula¬ 
tive  constructive  ownership  costs  which 
would  have  been  incurred  during  that 
same  total  period. 

(3)  When  comparing  ownership  and 
rental  costs,  auditors  should  use  DCAA's 
LVPA  program.  This  program  is  avail¬ 
able  to  FAOs  on  diskette  or  as  a  subsys¬ 
tem  menu  option  on  the  DIIS.  The 
program  computes  and  compares  cumu¬ 
lative  leasing  costs  with  cumulative  con¬ 
structive  ownership  costs,  and  can  be 
adjusted  for  most  any  lease  vs.  ownership 
analysis.  Besides  creating  a  data  file  and 
running  the  program,  the  options  of  the 
LVPA  program  enable  the  the  auditor  to 
(a)  modify  and  print  the  data  file,  (b) 
modify  and  print  a  cost-of-money  file, 
and  (c)  display  and  print  the  program 
documentation. 

c.  EDPE  Annual  Submissions 

FAR  31.205-2(bK2)  provides  that  costs 
of  leasing  EDPE  are  allowable  only  to  the 
extent  that  the  contractor  can  demon¬ 
strate  annually  that  leasing  is  in  the  best 
interests  of  the  government.  The  key 
word  here  is  “annually”  and  this  require¬ 
ment  applies  particularly  in  those  situa- 
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tions  where  the  contractor  has  previously 
demonstrated  that  leasing  is  less  costly 
than  ownership.  Annual  reviews  do  not, 
however,  apply  where  it  has  previously 
demonstrated  that  the  EDP  equipment  is 
cheaper  to  purchase.  The  annual  justifi¬ 
cation  should  recognize  all  new  condi¬ 
tions  such  as  changes  in  leasing  arrange¬ 
ments,  anticipated  equipment  acquisi¬ 
tions,  adjustments  to  useful  lives,  and 
changes  in  residual  lives.  Also,  it  should 
be  submitted  irrespective  of  whether  the 
term  of  the  lease  was  renewed  or  other¬ 
wise  extended  by  the  contractor.  For 
equipment  already  in  service,  the  pur¬ 
chase  price  to  be  used  in  the  comparison 
is  the  purchase  option  price  under  the 
terms  of  the  existing  lease  contract,  or  if 
an  option  is  not  available,  then  the  price 
in  the  open  market.  Also  see  DFARS 
239.7303  for  additional  requirements  re- 
^rding  the  review  and  approval  of  leas¬ 
ing  costs. 

7-206.3  Guidelines  for  Review  of  Annual 
EDPE  Leasing  Documentation 

a.  EDPE  Offsets 

In  estimating  the  comparative  costs  to 
the  government,  as  required  by  FAR 
31.205-2(cX3),  the  proper  procedure  is  to 
consider  each  item  of  EDPE  separately. 
That  is,  these  costs  cannot  be  determined 
by  offsetting  the  results  of  lease  advan¬ 
tage  and  purchase  advantage  as  one  net 
total.  The  auditor’s  acceptance  or  nonac¬ 
ceptance  of  EDPE  leasing  as  well  as  the 
computation  of  cost  disapprovals  must 
therefore  be  determined  on  a  component- 
by-component  basis.  There  may,  how¬ 
ever,  be  situations  where  the  contractor 
can  show  that  the  lease  or  buy  costs  used 
in  the  study  only  apply  as  a  package 
arrangement  with  one  vendor  for  two  or 
more  closely  related  components  (for 
example,  central  processing  unit  and  con¬ 
sole),  and  that  such  arrangement  is  in  the 
government’s  interests. 

b.  Lease  Renewals 

Where  leasing  has  been  accepted  as  less 
costly  over  the  lease  period,  renewal  of 
the  lease  will  require  a  new  comparison 
of  EDPE  lease/ownership  costs  for  the 
renewal  period,  on  the  basis  of 

(1)  the  price  at  which  the  equipment 
could  be  purchased  in  its  condition  and 


(2)  its  anticipated  remaining  useful  life, 
at  the  lease  renewal  date.  However,  a  new 
comparison  of  leasing  versus  ownership 
costs  will  not  be  required  upon  renewal  of 
a  lease  under  which  it  was  previously 
deteipined  that  allowable  costs  were  to 
be  limited  to  constructive  ownership 
costs.  In  such  case  the  lease/ownership 
costs  to  the  date  of  renewal  will  require 
only  an  updating  to  cover  the  renewal 
penod.  In  regard  to  EDPE  the  require¬ 
ments  of  this  subparagraph  are  over  and 
above  the  regular  annual  submission  dis¬ 
cussed  in  7-206.2. 

c.  Month-to-Month  Rentals 

The  lease  period  of  an  open-end, 
month-to-month  rental  arrangement  shall 
be  considered  to  cover  the  entire  useful 
life  of  the  rented  property. 

d.  Audit  Review  Using  Computer  Pro¬ 
grams 

Auditors  should  be  alert  to  computer 
programs  available  from  DCAA,  the  con¬ 
tractor,  or  other  sources  to  assist  them  in 
determining  reasonableness.  One  such 
program  is  DCAA’s  LVPA  program, 
available  on  diskette  or  as  a  subsystem 
menu  option  on  the  DIIS.  The  program 
computes  and  compares  cumulative  leas¬ 
ing  costs  with  cumulative  constructive 
ownership  costs,  and  can  be  adjusted  for 
most  any  lease  vs.  ownership  analysis. 
Questions  regarding  this  program  should 
be  directed  to  the  Technical  Services 
Center. 

7-206.4  Constructive  Ovrnership  Costs 
for  Leased  EDPE 

Depreciation  will  probably  represent 
the  largest  item  of  constructive  owner¬ 
ship  cost;  other  items  comprising  owner¬ 
ship  cost  are  stated  in  FAR  31.205- 
2(c)(3).  Proper  projection  of  depreciation 
cost  will  require  a  determination  of  (1) 
the  constructive  cost  of  the  leased  proper¬ 
ty,  (2)  its  anticipated  useful  life,  (3)  its 
residual  value,  and  (4)  the  appropriate 
method  of  depreciation.  Major  audit  em¬ 
phasis  should  be  directed  to  the  review  of 
these  elements.  Additional  sources  of 
information  include  Chapter  8-409  of 
this  manual  relative  to  the  Cost  Account¬ 
ing  Standard  on  depreciation,  and 
DCAAP  7641.73,  Guidelines  for  Opera¬ 
tions  Audits  of  Automatic  Data  Process¬ 
ing  Systems. 
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a.  Constructive  Acquisition  Cost  for 
Leased  EDPE 

The  constructive  cost  of  the  leased 
property  other  than  EDPE  should  be  the 
price  at  which  it  could  be  acquired  in  its 
condition  on  the  date  the  leasing  agree¬ 
ment  becomes  subject  to  the  ownership 
cost  limitation.  For  EDPE,  except  as  in  7- 
206.2c,  it  would  be  the  price  on  the  date 
it  was  initially  acquired.  In  any  specific 
case,  the  determination  of  siich  construc¬ 
tive  cost  may  appropriately  involve  con¬ 
sideration  of  published  purchase  prices, 
fair  market  value  data,  independent  ap¬ 
praisals,  constructive  book  values,  pur¬ 
chase  option  prices  in  the  lease  agree¬ 
ment,  or  other  similar  information. 

b.  Constructive  Useful  Life  for  Leased 
EDPE 

(1)  General  Principles  for  Constructive 
Useful  Life 

Anticipated  useful  life  is  classified  in 
FAR  31.205-2(c)(l)  into  “application 
life,”  or  “technological  life,”  or  “physical 
life.”  This  subparagraph  also  defines  the 
terms  and  establishes  criteria  for  use  of 
the  former  two.  Where  the  contractor 
estimates  a  useful  life  period  on  the  basis 
of  application  or  technological  life,  it  is 
expected  to  demonstrate  clearly  the  cir¬ 
cumstances  and  conditions  which  sup¬ 
port  the  adoption  of  such  short  useful  life 
period.  While  there  may  be  several  valid 
arguments  favoring  longer  use  of  leased 
property,  when  the  contractor  has  clearly 
demonstrated  that  the  circumstances  and 
conditions  support  the  adoption  of  a 
shorter  useful  life  period  there  will  gener¬ 
ally  be  no  need  to  extend  the  retention 
period  indicated  by  the  contractor,  pro¬ 
vided  that  appropriate  residual  values  are 
established. 

(2)  Untimely  Replacement  of  Leased 
EDPE 

FAR  3l.205-2(cX2)  further  provides 
that  “technological  advances  per  se  will 
not  justify  replacement  of  existing  facili¬ 
ties  ...  if  such  existing  facilities  will  be 
able  to  satisfy  future  requirements  or 
demands.”  Thus,  where  a  contractor  re¬ 
places  leased  facilities  before  the  expira¬ 
tion  of  their  useful  life  and  it  is  concluded 
that  the  replacement  was  not  necessary  to 
satisfy  future  requirements  or  demands, 
any  increased  costs  related  to  the  replace¬ 
ment  are  not  allowable. 


(3)  Changes  in  Retention  Period  of 
Leased  EDPE 

The  contractor  may  decide  that  leased 
EDPE  will  be  retained  beyond  the  expira¬ 
tion  of  its  useful  life  as  initially  estimated 
in  accordance  with  FAR  31.205-2(cKl). 
The  constructive  net  book  value  of  the 
leased  property  (less  appropriate  residual 
value)  at  the  date  the  change  is  decided 
upon  or  becomes  known  should  be 
spread  over  the  extended  retention  peri¬ 
od. 

c.  Constructive  Residual  Value  for 
Leased  EDPE 

(1)  The  residual  value  of  the  EDPE 
should  be  the  net  estimated  amount 
which  would  be  realized  upon  its  sale,  at 
the  end  of  its  anticipated  useful  life  as 
determined  in  7-206.4b.  above,  had  the 
contractor  owned  the  property.  A  nomin¬ 
al  or  zero  salvage  value  is  not  acceptable 
where  the  property  may  actually  have  a 
substantial  resale  value.  Junk  or  scrap 
value  should  be  used  only  where  the 
property  is  calculated  to  be  useful  for  its 
entire  physical  life. 

(2)  Residual  value  will  of  course  be 
related  to  useful  life  as  determined  in  7- 
206.4b  above.  Both  factors  will  require 
concurrent  consideration.  Amounts  to  be 
used  for  these  purposes  must  necessarily 
be  estimated  from  trade  data  available  at 
the  time  the  decision  is  made  to  execute 
or  renew  a  lease. 

(3)  Agreements  often  provide  purchase 
option  prices  which,  while  in  most  cases 
higher  than  could  be  realized  by  contrac¬ 
tor  sale  to  a  third  party,  may  be  indica¬ 
tive  of  the  general  magnitude  which 
residual  value  may  approach. 

(4)  The  residual  value  should  be  adjust¬ 
ed  for  estimated  selling,  shipping,  and 
other  disposal  costs. 

d.  Constructive  Depreciation  Method 
for  Leased  EDPE 

A  depreciation  method  should  be  es¬ 
tablished  in  accordance  with  the  method 
which  the  contractor  would  have  used  for 
cost  (book  and  statement)  accounting 
purposes  had  it  owned  the  property.  In 
that  connection,  note  the  conditions  in 
FAR  31.205-1 1  on  the  use  of  accelerated 
depreciation  methods.  There  may  be  in¬ 
stances  where  cumulative  constructive 
ownership  cost  exceeds  cumulative  rental 
cost  during  the  early  years  of  the  useful 
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life  of  leased  property,  although  total 
rental  cost  exceeds  total  depreciation  and 
other  ownership  cost  for  the  entire  useful 
life.  In  such  cases,  the  excess  cost  will 
become  questionable  in  later  years  of  the 
asset  life.  This  condition  should  be  ex¬ 
plained  to  the  contracting  officer  in  the 
audit  report  for  the  fiscal  year  during 
which  the  leasing  decision  is  made,  to¬ 
gether  with  a  recommendation  that  she  or 
he  advise  the  contractor  that  the  excess 
cost  will  become  questionable  in  later 
years  of  the  asset  life. 

7-206.5  Other  Considerations  on  Lease 
vs.  Purchase  Comparisons  for  EDPE 

a.  Change  in  Retention  Period  or  Up¬ 
dated  Data 

Annual  depreciation  costs  on  the  basis 
of  the  originally  established  constructive 
acquisition  price  and  useful  life  of  the 
EDPE  wilt  remain  unchanged  unless 
there  is  a  change  in  the  retention  period. 
However,  other  constructive  annual  and 
cumulative  ownership  costs  (for  example, 
maintenance  or  insurance)  may  rt^uire 
adjustment  on  the  basis  of  updated  infor¬ 
mation. 

b.  Changes  in  Rental  or  Service  Rates 

The  lease  contract  should  also  be  ex¬ 
amined  concurrently  for  any  changes  in 
rental  or  service  rates. 

c.  Cost  of  Money 

Another  consideration  is  facilities  cost 
of  capital  that  would  be  claimed  by  the 
contractor  for  owned  assets. 

7-207  L«ases  Between  Related 
Parties 

Leases  between  related  parties  are  go¬ 
verned  by  FASB  Statement  13  and  FAR 

31.205- 2(bK4),  EDPE  leasing  costs,  FAR 

31.205- 1  l(m)(2),  E>epreciation,  and  FAR 

31.205- 36(bK3),  Rental  costs. 

7-207.1  Capital  Leases 

a.  FASB  Statement  13  and  FAR  Re¬ 
quirements 

Capital  leases  between  related  parties 
is  discussed  in  FAR  31.20S-1  l(mX2)  and 
FASB  Statement  13  (FAS- 13),  paragraph 
Sa.  If  it  is  determined  that  the  terms  of 
the  lease  have  been  significantly  affected 
by  the  fact  that  the  lessee  and  lessor  are 
related,  costs  shall  not  be  allowed  in 


excess  of  those  which  would  have  been 
incurred  if  the  lease  contained  terms 
consistent  with  those  found  in  a  lease 
between  unrelated  parties. 

b.  Audit  Procedures 

The  auditor  should  test  for  reasonable¬ 
ness  of  rental  costs  by  comparing  the 
present  value  of  lease  payments  with  the 
fair  market  value  prior  to  applying  the 
provisions  of  FASB  Statement  1 3.  If  the 
present  value  substantially  exceeds  the 
fair  market  value,  the  economic  sub¬ 
stance  of  the  transaction  should  be  recog¬ 
nized  over  the  “legal  form”  (see  FAR 

3 1 .205- 1 1  (mK2)  and  FASB  Statement  1 3, 
paragraph  29).  Consequently,  costs 
should  be  questioned  to  the  extent  of 
unreasonableness  due  to  lack  of  an  “arms 
length  bargaining"  (FAR  3 1.20 1 -3(b)). 
FASB  Statement  13  criteria  should  then 
be  applied  in  establishing  the  appropriate 
treatment  for  the  balance  of  the  costs. 

7-207.2  Operating  Leases 

a.  General 

Leasing  costs  between  divisions,  sub¬ 
sidiaries,  or  organizations  under  com¬ 
mon  control  for  EDPE  and  other  operat¬ 
ing  leases  are  generally  allowable  to  the 
extent  that  costs  do  not  exceed  the  nor¬ 
mal  costs  of  ownership  (excluding  inter¬ 
est  or  other  costs  unallowable  and  includ¬ 
ing  cost  of  money).  To  help  analyze  the 
lease  versus  ownership  costs,  auditors 
should  use  EKTAA’s  LVPA  program.  The 
program  computes  and  compares  cumu¬ 
lative  leasing  costs  with  cumulative  con¬ 
structive  ownership  costs,  and  can  be 
adjusted  for  most  any  lease  vs.  ownership 
analysis.  It  is  available  to  FAOs  on 
diskette  or  as  a  subsystem  menu  option 
on  the  DIIS. 

b.  Common  Control 

FAR  does  not  specifically  define  com¬ 
mon  control.  ASBCA  decisions  on  com¬ 
mon  control  have  emphasized  the  exis¬ 
tence  or  lack  of  existence  of  actual  com¬ 
mon  control.  FAS  57  defines  control  as 
“The  possession,  direct  or  indirect,  of  the 
power  to  direct  or  cause  the  direction  of 
the  management  and  policies  of  an  enter¬ 
prise  through  ownership,  by  contract,  or 
otherwise.”  The  question  of  whether  two 
entities  are  under  common  control  is  a 
question  of  fact.  The  key  question  is 
whether  or  not  one  party  has  the  ability 
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to  exercise  control  over  the  operating  and 
financial  policies  of  the  related  party.  A 
party  may  have  actual  control  even  if 
such  control  is  not  evidenced  by  the 
agreement.  Therefore,  it  is  imperative  to 
review  the  events  and  transactions  that 
actually  occurred  in  making  a  determina¬ 
tion  of  whether  or  not  control  exists.  Two 
of  the  most  important  areas  to  review  are 
(1)  the  actual  decision  making  process, 
and  (2)  the  reasonableness  of  the  lease 
terms. 

(1)  A  review  of  the  joint  venture  deci¬ 
sion  making  process  is  important  to  de¬ 
termine  if  control  actually  exists.  For 
example,  if  it  appears  that  one  company 
is  making  practically  all  the  decisions 
(e.g.  the  other  party  is  not  present  at 
decision  making  meeting,  or  if  present 
rarely  provides  input),  this  would  be  an 
indication  that  this  company  is  control¬ 
ling  the  joint  venture.  In  reviewing  sup¬ 
porting  documentation,  the  auditor 
should  remember  that  percentage  of  own¬ 
ership  is  only  one  factor  to  be  considered. 
It  is  possible  that  common  control  will 
exist  even  where  the  controlling  individu¬ 
als  own  a  small  percentage  of  the  compa¬ 
ny’s  equity.  Other  factors  to  consider 
include,  but  are  not  limited  to,  interlock¬ 
ing  management/ownership,  identity  of 
interests  among  family  members,  shared 
facilities  and  equipment,  and  common 
use  of  employees. 

(2)  The  existence  of  unreasonable  lease 
terms  may  also  provide  evidence  of  con¬ 
trol.  If  the  lease  terms  are  unreasonable 
as  compared  to  those  available  in  the 
competitive  market,  it  may  be  because 
one  company  has  exercised  significant 
influence  over  the  operating  and  finan¬ 
cial  policies  of  the  joint  venture.  Reason¬ 
ableness  may  be  reviewed  by  comparing 
the  terms  of  the  lease  with  (a)  the  con¬ 
tractor’s  other  comparable  leases  that  did 
not  involve  a  related  party,  (b)  other 
comparable  leases,  and  (c)  actual  adver¬ 
tised  prices  for  the  facilities  in  question 
or  other  similar  facilities.  Both  the  rates 
(cost  per  square  foot  for  example)  and 
other  terms  (such  as  fixed  noncancellable 
leases  versus  those  with  options)  must  be 
considered  in  determining  the  reason- 
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ableness  of  the  lease  costs.  While  showing 
that  the  lease  costs  are  unreasonable  will 
not  in  itself  constitute  a  determination  of 
common  control,  it  is  an  important  factor 
in  making  such  a  determination.  In  addi¬ 
tion,  if  the  government  is  unable  to 
prevail  in  its  common  control  argument. 
It  nevertheless  should  prevail  in  proving 
that  the  lease  costs  were  unreasonable  at 
the  time  of  the  lease  decision  under  the 
provisions  of  FAR  31.205-36(bXl)- 

c.  Same  or  Similar  Equipment  Leased 
to  Unaffliiated  Lessees 

Where  the  same  or  similar  personal 
property  is  leased  to  unaffliiated  lessees, 
other  FAR  provisions  are  used  to  deter¬ 
mine  the  allowability  of  leasing  costs. 

(1)  EDPE  operating  leases  are  subject 
to  FAR  31.205-2(bXl)  and  (2),  except 
that  the  purchase  price  and  costs  of 
ownership  shall  be  determined  under 

31.205- 26(e). 

(2)  Other  operating  leases  are  subject  to 
FAR  31.205-1  l(bXl). 

7-208  Sale  and  Leaseback 
TnuDsactions 

a.  Leasing  costs  under  a  sale  and  lease¬ 
back  arrangement  are  allowable  only  up 
to  the  amount  that  would  be  allowed  had 
the  contractor  retained  title.  Sale  and 
leaseback  transactions  are  governed  by 
FASB  Statement  13  and  FAR  31.205- 
2(bX3),  EDPE  leasing  costs,  FAR  31.205- 
ll(mXl),  Depreciation,  and  FAR 

31.205- 36(bX2),  Rental  costs. 

b.  A  gain  from  the  sale  of  a  depreciable 
asset  that  is  simultaneously  leased  back 
under  the  type  of  arrangement  covered 
by  FAR  31.205-36(bX2)  should  not  be 
recognized  as  a  credit  to  overhead  in  the 
year  in  which  the  arrangement  was  tran¬ 
sacted.  The  allowable  lease  costs  under 
such  an  arrangement  are  limited  to  the 
depreciation  expense  that  would  have 
been  charged  for  the  same  period  as  if  the 
sale/leaseback  arrangement  had  never 
been  transacted.  If  at  the  time  of  actual 
disposition  of  the  leased  asset,  there 
continues  to  be  a  gain  or  loss  associated 
with  the  asset,  this  gain  or  loss  should  be 
recognized. 
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7-300  Section  3  —  Allocation  of  Special  Facilities  Operating  Costs 


7-301  Introduction 

a.  This  paragraph  provides  guidance  on 
the  treatment  of  the  operating  costs  of 
certain  facilities,  which,  if  not  properly 
accounted  for,  could  fail  significantly  to 
measure  the  benefits  accruing  to  the 
several  cost  objectives. 

b.  The  guidance  includes  (1)  definition 
of  applicable  facilities,  (2)  criteria  for 
determining  whether  the  contractor  is 
using  an  acceptable  basis  for  charging  or 
distributing  costs  to  work  benefited,  and 
(3)  criteria  for  determining  billing  or 
costing  rates.  Allocation  of  computer 
operating  costs  is  covered  in  7-100. 

c.  In  the  course  of  implementing  the 
following  guidelines,  including  the  devel¬ 
opment  of  any  recommendation  to 
change  an  established  and  previously 
acceptable  accounting  procedure  with  re¬ 
spect  to  a  particular  facility,  the  princi¬ 
ples  below  are  not  to  be  applied  so  rigidly 
as  to  complicate  unduly  the  allocation 
where  substantially  the  same  results  are 
achieved  through  less  precise  methods. 

7-302  Criteria  for  **Special 
Facilities” 

Facilities  to  which  this  guidance  is 
applicable  cannot  be  specifically  desig¬ 
nated  by  name  or  type  but  rather  must  be 
determined  by  whether  or  not  they  meet 
certain  basic  criteria.  The  first  criterion 
to  be  met  is  that  the  costs  involved  in  the 
operation  of  each  facility  must  be  signifi¬ 
cant  in  amount  with  respect  to  the  con¬ 
tractor’s  overall  operations.  The  second 
criterion  is  that  the  facility  benefits  only 
a  limited  portion  of  the  contractor’s  total 
workload.  Wind  tunnels  and  space  cham¬ 
bers  are  representative  of  facilities  which, 
if  they  meet  the  criteria  above,  would  be 
subject  to  the  guidance  provided  in  this 
section. 

7-303  Basis  for  Allocating  Costs  to 
Beneflting  Work 

There  are  three  basic  methods  for 
allocating  costs  related  to  facilities  which 
meet  the  criteria  in  7-302,  although  varia¬ 


tions  may  be  encountered.  If  a  variation 
appears  to  reasonably  measure  the  bene¬ 
fits  accruing  to  the  several  cost  objec¬ 
tives,  its  use  should  be  satisfactory.  The 
three  basic  methods  are  described  below. 

7-303.1  Method  1  —  Full  Costing  on 
Us^e  Basis 

Under  the  first  method,  all  readily 
identifiable  direct  costs  are  charged  to 
projects,  contracts,  or  other  work  in¬ 
volved.  Additionally,  all  general  operat¬ 
ing  costs  of  the  facility,  such  as  rentals, 
depreciation  (including  obsolescence), 
amortization,  repairs,  maintenance,  sup¬ 
plies,  and  general  support  salaries  and 
wages,  are  allocated  to  the  using  projects, 
contracts,  or  other  work  involved,  on  a 
usage  or  other  quantitative  basis.  Gener¬ 
ally,  this  method  yields  the  most  equita¬ 
ble  results  and  should  be  used  if  cost  and 
usage  data  for  the  facility  can  be  econom¬ 
ically  accumulated  with  reasonable  accu¬ 
racy.  If  it  is  determined  that  use  of 
methods  2  or  3  below  would  yield  inequi¬ 
table  cost  allocations,  cost  data  which 
will  permit  the  determination  of  costs  by 
method  1  should  be  maintained  by  the 
contractor. 

7-303.2  Method  2  —  Only  Directly 
Identifiable  Costs  Allocated  on  Us^ 
Basis 

Under  the  second  method,  readily 
identifiable  direct  costs  are  charged  to  the 
projects,  contracts,  or  other  work  in¬ 
volved,  as  in  method  1  above.  However, 
all  general  operating  costs  of  the  facility, 
such  as  rentals,  depreciation  (including 
obsolescence),  amortization,  repairs, 
maintenance,  supplies,  and  general  sup¬ 
port  salaries  and  wages  are  included  in 
the  distribution  through  one  of  the  con¬ 
tractor’s  appropriate  categories  of  indi¬ 
rect  expense.  Although  this  method  is  less 
precise  than  method  1 ,  its  use  is  satisfac¬ 
tory  if  it  reasonably  measures  the  benefits 
accruing  to  the  several  cost  objectives. 

7-303.3  Method  3  —  General  Indirect 
Cost  Allocation 

Under  the  third  method,  all  costs  asso¬ 
ciated  with  the  facility,  including  direct 
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labor  and  material,  are  grouped  and 
distributed  through  one  of  the  contrac¬ 
tor’s  appropriate  categories  of  indirect 
expense.  This  method  should  be  used 
only  when  the  contractor  demonstrates 
that  (1)  neither  method  1  nor  2  above  is 
practical  and  (2)  its  use  is  unlikely  to 
result  in  any  significant  failure  to  mea¬ 
sure  the  benefits  accruing  to  the  several 
cost  objectives. 

7-304  Treatment  of  Microelectronic 
Center  (MEC)  Costs 

a.  On  8  January  1990,  the  Acting 
Under  Secretary  of  Defense  for  Acquisi¬ 
tion  (USD(A))  issued  guidance  concern¬ 
ing  the  treatment  of  MEC  costs.  This 
USD(A)  guidance  provides  that  “The 
costs  of  developing  and  deploying  new  or 
improved  systems,  processes,  methods, 
equipment,  tools  and  techniques  to  pro¬ 
duce  the  next-generation  microelectron¬ 
ics  needed  for  future  weapons  systems 
are  allowable  in  accordance  with  Federal 
Acquisition  Regulation  (FAR)  31.205-23, 
and  should  be  allocated  over  an  appropri¬ 
ate  business  base  in  accordance  with 
FAR  3 1.201 -4(c),  ittitil  such  time  as  the 
MEC  is  being  substantially  utilized  for 
actual  production  efforts.” 

b.  The  Office  of  Defense  Procurement 
(ODP)  generally  classifies  MECs  as  spe¬ 
cial  facilities,  and  therefore  CAS  418  is 
not  applicable  to  MECs.  The  MEC  facili¬ 
ty  at  a  specific  contractor  may  not  qualify 
as  a  “spwial  facility.”  For  example,  if  the 
activities  performed  by  the  MEC  facility 
are  functionally  identical  to  current  engi¬ 
neering  and  manufacturing  activities,  the 
facility  may  not  be  “special”  in  nature. 
CAS  418  noncompliance  reports  must 
include  an  explanation  as  to  why  the 
particular  MEC  in  question  does  not 
qualify  as  a  “special  facility.” 

c.  Usually,  the  number  of  actual  units 
produced  by  an  MEC  facility  during  the 
development  phase  will  be  small,  but  will 
increase  gradually  as  the  contractor  ap¬ 
proaches  normal  production  levels.  As  a 
result,  if  the  costs  of  facilities  or  equip¬ 
ment  incurred  at  the  smaller  production 
level  are  allocated  in  total  to  the  units 
produced,  an  inordinate  amount  of  costs 
would  be  allocated  to  these  units  during 
the  development  period.  Envelopment 
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efforts,  when  completed,  will  provide  a 
broader  applicability  than  the  utilization 
in  current  production  represents.  Thus, 
the  portion  of  these  costs  that  represent 
development  efforts  should  be  allocated 
over  a  broader  business  base  until  the 
MEC  facility  approaches  anticipated  nor¬ 
mal  and/or  substantial  production  levels, 
i.e.,  until  the  facility  achieves  self-suffi¬ 
ciency.  Any  such  aUocation  of  develop¬ 
ment  costs  should  be  done  on  an  objec¬ 
tive  basis. 

d.  One  of  the  key  factors  to  consider  in 
reviewing  MEC  costs  is  the  basis  used  for 
distinguishing  the  production  efforts 
from  the  development  efforts.  Whatever 
basis  is  used,  it  should  be  objective  in 
nature  to  assure  that  allocations  are 
based  upo>n  benefits  received  and  that  a 
broad  business  base  allocation  is  applied 
to  the  development  costs  only  until  such 
time  as  the  facility  becomes  self-suffi¬ 
cient.  For  example,  an  objective  basis 
could  include  an  allocation  of  total  MEC 
costs  based  upon  the  proportion  of  pro¬ 
duction  effort  to  development  effort.  In 
other  circumstances,  it  may  be  possible  to 
identify  the  specific  functions  associated 
with  production  and  those  associated 
with  development,  with  an  allocation  of 
costs  made  accordingly. 

7-305  Determination  of  Costing 
Rates 

7-305.1  Basic  Procedures  for  Costing 
Rates 

a.  General  operating  costs  of  those 
facilities  which  meet  the  criteria  in  7-302 
and  for  which  method  1  above  is  consid¬ 
ered  appropriate  should  generally  be 
charged  to  users  by  means  of  actual  or 
predetermined  billing  or  costing  rates  as 
provided  below.  This  will  require  mainte¬ 
nance  of  a  time  Im  for  each  facility  to 
record  the  hours  or  time  spent  by  each 
user.  The  period  covered  by  the  billing  or 
costing  rates  will  not  normally  exceed  12 
months.  See  8-406  for  CAS-covered  con¬ 
tractors  and  FAR  3 1 .203(e)  for  non-CAS- 
covered  contractors. 

b.  When  only  one  rate  for  the  facility  is 
to  be  applied,  it  should  consist  of  the 
actual  or  estimated  applicable  costs  di¬ 
vided  by  the  actual  or  estimated  number 
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of  hours  or  other  units  composing  the 
basis. 

7-305.2  Treatment  of  Real  and  Estimated 
Cost  Differentials 

a.  When  real  cost  differentials  (such  as 
certain  services  furnished  during  prime 
shifts  only  or  by  different  facilities)  exist 
and  can  be  readily  demonstrated,  sepa¬ 
rate  rates  for  such  cost  differentials  may 
be  used. 

b.  In  the  case  of  educational  institu¬ 
tions,  when  rental  or  lease  costs  are  based 
upon  prime-shift  usage,  second  and  third 
shift  usage  may,  with  appropriate  ap¬ 
proval,  be  charged  at  reduced  rates. 

c.  Under  certain  situations,  reasonably 
estimated  differential  costs  may  be  used 
in  instances  where  cost  differentials  logi¬ 
cally  exist  but  cannot  be  determined 
precisely  by  contractor.  For  example, 
such  differentials  would  permit  priority, 
interrupt,  or  short-turnaround  time  runs 
at  premium  rates  and/or  nonpriority, 
non-prime-time,  or  large-volume  runs  at 
reduced  rates. 

d.  Whether  a  single  rate  or  several  rates 
are  used,  the  rates  should  be  so  designed 
as  to  recover,  or  closely  approximate 
total  recovery  of,  costs  from  all  users  of 
the  facility.  Where  differing  rates  are 
used,  they  should  be  applied  to  all  users 
on  a  nondiscriminatory  basis.  The  cost¬ 


ing  of  accommodations  sales  at  reduced 
rates  is  not  considered  appropriate. 

7-305.3  Treatment  of  Under-  or 
Overabsorbed  Rates 

Any  immaterial  under-  or  overabsorp¬ 
tion  of  costs  resulting  from  application  of 
predetermined  rates  may  be  charged  or 
credited  to  an  appropriate  category  of 
indirect  expense.  If  the  under-  or  overab¬ 
sorption  is  material,  it  should  be  treated 
in  accordance  with  the  CAS-covered  con¬ 
tractor’s  disclosed  practices  (see  8-418). 

7-306  Treatment  of  Manufacturer 
Discounts  to  Educational  Institutions 

When  the  manufacturer  leases  or  sells 
the  equipment  below  commercial  prices 
to  an  educational  institution  as  an  allow¬ 
ance  to  education,  the  allowance  should 
be  treated  as  a  reduction  of  the  cost  of 
leasing  or  purchasing. 

7-307  Treatment  of  Grants  for 
Special  Facilities 

When  the  contractor  (usually  a  univer¬ 
sity)  has  received  a  grant  from  the  gov¬ 
ernment  to  be  used  in  connection  with  a 
particular  facility,  application  of  the 
funds  provided  should  be  in  accordance 
with  the  terms  of  the  grant. 
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7-400  Section  4  —  Depreciation  Costs 


7-401  Introduction 

This  section  contains  guidance  on  de¬ 
preciation  costs  under  research  and  sup¬ 
ply  contracts  with  commercial  organiza¬ 
tions.  The  guidance  in  this  section  covers 
only  the  FAR  provisions  regarding  depre¬ 
ciation  costs. 

7-402  Contract  Provisions  on 
Depreciation 

7-402.1  General  Applicability  of  FAR 
and  CAS 

a.  The  provisions  of  FAR  31.205-11 
govern  the  allowability  of  depreciation 
costs.  Contractors  with  contracts  subject 
to  cost  accounting  standards  (CAS)  must 
comply  with  the  provisions  of  CAS  409, 
Depreciation  of  Tangible  Capital  Assets, 
and  CAS  404,  Capitalization  of  Tangible 
Assets.  CAS  404  and  CAS  409  are  incor¬ 
porated  into  FAR  Part  31. 

( 1 )  CAS-covered  contractors  may  elect 
to  comply  with  CAS  409  on  their  con- 
tract(s)  not  subject  to  CAS  409.  Contrac¬ 
tors  electing  to  comply  with  CAS  409  on 
their  non-CAS  covered  contracts  must 
comply  with  all  provisions  of  the  stan¬ 
dard. 

(2)  In  some  cases  the  provisions  of 
FAR  31.205-11  may  conflict  with  the 
provisions  of  CAS  409.  When  CAS  409  is 
applicable,  its  provisions  supersede  any 
conflicting  provisions  of  FAR  31.205-1 1. 

b.  Guidance  on  the  cost  accounting 
standards  is  in  chapter  8  and  will  not  be 
repeated  here.  Auditors  should  refer  to 
chapter  8  for  guidance  on  reviewing 
depreciation  costs  on  CAS  covered  con¬ 
tracts. 

c.  Guidance  in  the  application  of  the 
FAR  provisions  is  presented  below. 

7-402.2  General  Allowability  Criteria  of 
FAR 

Normal  depreciation  is  generally  con¬ 
sidered  allowable  contract  costs  if  reason¬ 
able  and  allocable. 

a.  Depreciation  Same  For  Both  Finan¬ 
cial  and  Income  Tax  Purposes 

(1)  For  non  CAS  covered  contracts 
under  FAR  31.205-1 1(d),  costs  are  rea¬ 


sonable  if  the  contractor  follows  policies 
and  procedures  that  are  (1)  consistent 
with  those  followed  in  the  same  cost 
center  for  business  other  than  govern¬ 
ment,  (2)  reflected  in  the  contractor’s 
books  of  accounts  and  financial  state¬ 
ments,  and  (3)  both  used  and  accepted 
for  Federal  income  tax  purposes. 

(2)  However,  due  to  unusual  circum¬ 
stances  affecting  defense  contracts,  the 
contractor’s  policies  and  procedures  may 
result  in  inequitable  charges  to  the  gov¬ 
ernment.  If  any  inequities  are  found. 
Headquarters  should  be  advised. 

b.  Depreciation  For  Financial  Pur¬ 
poses  Differs  From  Income  Tax  Purposes 

(1)  If  a  contractor  subject  to  FAR 

31.205- 1 1  rather  than  CAS  409  does  not 
use  the  same  policies  and  procedures  for 
fmancial/book  purposes  and  Federal  in¬ 
come  tax  purposes,  reimbursement  shall 
be  based  on  the  asset  cost  amortized  over 
the  estimated  useful  life  of  the  property 
using  depreciation  methods  (straight  line, 
sum  of  the  years-digits,  etc.)  acceptable 
for  income  tax  purposes.  Allowable  de¬ 
preciation  shall  not  exceed  the  amounts 
used  for  book  and  statement  purposes 
and  shall  be  determined  in  a  manner 
consistent  with  the  depreciation  policies 
and  procedures  followed  in  the  same  cost 
center  on  non-government  business  (FAR 

31.205- 1 1(e)). 

(2)  However,  if  the  amounts  used  for 
book  and  statement  purposes  are  not 
reasonable  or  equitable  for  contract  cost 
purposes,  costs  should  be  questioned. 

7-402.3  Relationship  Between  FAR  and 
IRS  Regulations  on  Depreciation 

a.  Tax  Methods  versus  Financial  State¬ 
ment  Methods  of  Depreciation 

(1)  In  1986  changes  were  made  in  the 
Internal  Revenue  Code  and  implement¬ 
ing  regulations  to  permit  the  use  of 
accelerated  methods  of  depreciation  in 
determining  taxable  income.  Since  that 
time  many  companies  have  adopted 
these  methods  for  income  tax  purposes  in 
order  to  defer  payment  of  taxes  and  to 
improve  cash  flow,  while  for  book  and 
financial  statement  purposes  they  con¬ 
tinue  to  use  the  traditional  strai^t-line 
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method  of  depreciation.  Thus,  the 
amount  of  depreciation  charged  to  opera¬ 
tions  under  the  contractor’s  established 
depreciation  policies  and  procedures  may 
often  differ  from  the  amount  claimed  for 
Federal  income  tax  purposes. 

(2)  The  FAR  cost  principles  applicable 
to  non  CAS  covered  contracts  recognize 
this  situation  by  providing  that,  where 
the  contractor  uses  the  same  method  for 
book  and  tax  purposes,  the  auditor  will 
be  guided  by  the  provisions  of  FAR 
31.203-1 1(d),  which  incorporate  by  refer¬ 
ence  certain  criteria  in  the  Internal  Reve¬ 
nue  Code.  On  the  other  hand,  where  the 
book  and  tax  methods  differ,  the  amount 
allowable  for  the  fiscal  period  for  con¬ 
tract  cost  purposes  is  determined  on  the 
basis  outlined  in  FAR  31.20S-ll(e)  and 
may  not  exceed  the  book/statement 
amount. 

b.  Contract  Audit  Responsibility  Relat¬ 
ed  to  IRS  Reviews  of  Depreciation 

(1)  The  Internal  Revenue  Service  regu¬ 
lations  which  implement  Section  167  of 
the  Internal  Revenue  Code  of  1954,  as 
amended,  prescribe  detailed  criteria  for 
determining  depreciation  costs.  These 
criteria  are  intended  to  be  understood 
and  applied  not  only  by  IRS  personnel 
but  also  by  businessmen  as  well  as  profes¬ 
sional  accountants  and  auditors  so  as  to 
obtain  substantially  the  same  results. 
FAR  31.205-1  l(dX3)  should  therefore 
not  be  construed-nor  was  it  intended-to 
require  defense  procurement  or  audit 
personnel  to  wait  for  IRS  post  audit 
approval  (or  disapproval)  of  an  income 
tax  return  before  the  amount  of  allowable 
depreciation  costs  is  determined  for  con¬ 
tract  cost  purposes. 

(2)  DCAA  auditors  should  therefore 
acquire  and  maintain  a  working  knowl¬ 
edge  of  the  IRS  code  and  regulations  on 
depreciation.  It  should  also  be  noted  in 
this  regard  that  the  taxpayer  (contractor) 
can  enter  into  a  written  agreement  with 
the  IRS  in  advance  of  filing  its  tax  return 
to  determine  the  tax  liability  on  any 
unusual  situation  which  it  does  not  con¬ 
sider  sufficiently  covered  in  the  IRS 
regulations.  The  auditor  should  be  aware 
of  any  such  agreement. 


7-403  General  Audit  Review 
Techniques  for  Depreciation 

7-403.1  Review  of  Contractor 
Depreciation  Records 

A  proper  determination  of  periodic 
depreciation  costs  depends  largely  on  the 
efmetiveness  and  consistency  of  the  con¬ 
tractor’s  depreciation  policies  and  proce¬ 
dures  and  on  the  sufficiency  of  the  relat¬ 
ed  property/depreciation  records.  Be¬ 
cause  an  interrelationship  exists  between 
the  amount  of  depreciation  cost  charge¬ 
able  to  any  fiscal  period  as  compiled 
with  prior  and/or  future  fiscal  periods, 
completeness  of  such  records  for  the 
entire  retention  period  of  the  asset(s)  is 
essential.  In  making  an  audit  review  of 
these  records,  the  following  consider¬ 
ations  warrant  special  attention. 

7-403.2  Review  of  Contractor 
Depreciadon  Policies  and  Procednies 

The  auditor  should  review  the  contrac¬ 
tor’s  depreciation  policies  and  proce¬ 
dures  and  perform  selective  tests  to  deter¬ 
mine  whether  the  policies  and  procedures 
have  been  followed  to  calculate  deprecia¬ 
tion  for  the  accounting  period  being 
reviewed. 

7-4033  Review  of  Asset  Cost 

The  auditor  should  determine  if  the 
capitalized  asset  cost,  including  any  cost 
of  making  the  asset  ready  for  use,  is 
supported  by  the  contractor’s  accounting 
records.  This  may  include  verifying  the 
cost  of  the  asset  to  supporting  documents 
such  as  purchase  order,  vendor  invoice, 
and  cancelled  checks.  It  may  also  include 
reviewing  the  cost  of  betterments,  as  well 
as  determining  if  asset  retirements  have 
been  properly  accounted  for. 

7-403.4  Review  of  Contractor’s  Schedule 
M  and  IRS  Audit  Reports 

The  examination  should  also  include  a 
review  of  Schedule  M  of  the  contractor’s 
Federal  income  tax  return  and  the  results 
of  any  review  of  the  tax  returns  made  by 
the  Internal  Revenue  Service.  In  the 
event  the  IRS  has  made  any  changes,  the 
auditor  should  evaluate  the  amounts  and 
circumstances  and  make  whatever  adjust¬ 
ments  are  appropriate  to  determine  al- 
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lowable  depreciation  costs  of  the  current 
or  prior  years.  The  review  of  Schedule  M 
will  indicate  whether  the  contractor’s 
method  of  computing  depreciation  for 
tax  purposes  diners  nom  that  used  for 
book  and  statement  pulses.  This  is 
important  since  the  criteria  in  FAR 
31.205-1 1(e)  which  applies  to  contracts 
that  are  not  covered  by  CFR  9904.409, 
states  that  if  the  amounts  differ,  allow¬ 
able  depreciation  shall  not  exceed  the 
amounts  used  for  accounting  books  and 
financial  statement  purposes. 

7-403.5  Review  of  Contractor  Financial 
Statements 

The  contractor’s  financial  statements 
should  reflect  the  amount  of  depreciation 
charged  to  operations  on  the  contractor’s 
boolu.  Financial  statements  are  consid¬ 
ered  to  be  those  statements  which  are 
annually  certified  and  distributed  to 
stockholders  and  others.  Since  such  state¬ 
ments  generally  cover  company-wide  op¬ 
erations,  the  FAO  responsible  for  the 
audit  of  the  home  office  should  serve  as 
the  focal  point  for  assistance  to  other 
field  audit  cognizance. 

7-4(M  Special  Considerations — 
Depreciation  Charged  to  Government 
Contracts 

The  fact  that  the  contractor’s  overall 
book  and  statement  depreciation  is  also 
used  for  Federal  income  tax  purposes, 
and  is  acceptable  for  such  purposes,  does 
not  necessarily  mean  that  the  deprecia¬ 
tion  charged  to  defense  contracts  is  ac¬ 
ceptable. 

7-404.1  Allocation  of  Depreciation 

Depreciation  should  usually  be  allocat¬ 
ed  to  the  contract  or  other  work  as  an 
indirect  cost. 

a.  Identification  to  Organizational 
Units 

Depreciation  should  preferably  be  de¬ 
termined  and  recorded  for  each  depart¬ 
ment,  cost  center,  or  similar  or^niza- 
tional  semient,  so  that  the  cost  is  identi¬ 
fied  as  closely  as  po^ible  with  the  bene¬ 
fiting  work  or  activity.  Where  plant  or 
company-wide  rates  are  being  used,  the 
auditor  should  make  sufficient  tests  to 
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determine  that  the  end  results  are  sub¬ 
stantially  the  same  as  would  be  achieved 
by  relating  depreciation  to  government 
contracts  by  more  refined  methods. 

b.  Inequities  of  Company  or  Plant¬ 
wide  Basis 

Allocation  of  depreciation  on  a  plant- 
wide  basis  may  not  be  equitable,  for 
example,  where  the  government  work  is 
bein^  performed  in  only  part  of  the 
facilities,  or  where  the  contractor  is  re¬ 
placing  assets  in  the  plant  areas  perform¬ 
ing  primarily  commercial  work  more 
rapidly  than  in  the  segments  engaged  in 
defense  work. 

c.  Reporting  Requirements 

Where  the  auditor  determines  that  the 
contractor’s  use  of  plant  or  company¬ 
wide  rates  does  not  currently  result  in  an 
inquitable  cost  allocation,  the  auditor 
may  consider  it  necessary  to  formally 
notify  the  contractor  that  if  the  cost 
pattern  or  nature  of  the  work  changes  so 
as  to  result  in  inequitable  charges  against 
government  contracts,  the  method  will 
no  longer  be  acceptable. 

7-404.2  Depreciation  Methods  for 
Commercial  Versus  Government  Work 

In  any  given  cost  center,  various  classes 
of  assets  may  be  depreciated  under  more 
than  one  method.  If  so,  the  auditor 
should  ascertain  that  the  depreciation 
methods  do  not  vary  between  assets  used 
for  commercial  products  and  those  used 
for  government  work  so  as  to  result  in 
discrimination  against  government  con¬ 
tracts. 

7-404.3  Depreciation  on  Assets  Acquired 
from  the  Government  and  Depreciation 
of  Fully  Depreciated  Assets 

a.  Determine  whether  the  contractor 
has  claimed  depreciation  on  those  types 
of  property  described  in  FAR  paragraphs 
31.205-1 10)  and  (1).  These  paragraphs 
relate  principally  to  assets  acquired  from 
the  government  at  no  cost  to  the  contrac¬ 
tor  and  fully  depreciated  assets. 

b.  Usage  charges  for  fully  depreciated 
assets  are  permitted  under  certain  cir¬ 
cumstances.  FAR  31.205-1 1(1)  states  that 
“  . . .  a  reasonable  charge  for  using  fully 
depreciated  property  may  be  agreed  upon 
and  allowed.”  A  usage  charge  may  be 
appropriate  when  the  actual  useful  life  of 
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an  asset  exceeds  its  estimated  useful  life 
and  there  has  been  a  si^ificant  change  in 
government  participation  after  the  asset 
was  fully  depreciated.  In  such  cases,  the 
allocation  of  the  cost  of  the  asset  usage 
between  government  and  commercial 
contracts  may  be  adjusted  by  applying  a 
usage  charge. 

c.  In  reviewing  contractor  claims  for 
usage  charges,  it  is  imperative  that  the 
auditor  determine  if  the  actual  useful  life 
of  the  asset  exceeds  the  estimated  useful 
life  due  to  a  betterment,  an  error  in 
estimate,  or  a  patchwork  repair. 

(1)  Betterment.  CAS  404-40(d)  states 
that  “Costs  incurred  subsequent  to  the 
acquisition  of  a  tangible  capital  asset 
which  result  in  extending  the  life  or 
increasing  the  productivity  of  that  asset 
(e.g.  betterments  and  improvements)  and 
which  meet  the  contractor’s  established 
criteria  for  capitalization  shall  be  capital¬ 
ized  ...”  Accordingly,  in  those  cases 
where  the  useful  life  of  the  asset  extends 
beyond  its  estimated  life  as  a  result  of  a 
betterment,  CAS  requires  that  the  con¬ 
tractor  adjust  the  estimated  life  of  the 
asset.  If  the  contractor  has  failed  to  make 
such  an  adjustment,  then  the  asset  is  not 
fully  depreciated  and  the  usage  charge 
should  be  disallowed. 

(2)  Error  in  Estimate.  On  a  few  occa¬ 
sions,  the  contractor  may  have  an  asset 
that  lasts  longer  than  its  estimated  useful 
life  as  a  result  of  an  error  in  the  contrac¬ 
tor’s  original  estimate.  In  these  cases,  the 
contractor  may  be  entitled  to  a  usage 
charge  (see  7-404.3(d)).  However,  when 
the  actual  useful  lives  of  the  contractor’s 
assets  exceed  the  estimated  useful  lives 
on  a  recurring  basis,  the  auditor  should 
review  the  contractor’s  estimating  proce¬ 
dures  to  assure  that  they  comply  with  the 
requirements  of  CAS  409.  If  the  assets 
are  fully  depreciated  as  a  result  of  a 

Cost  of  asset 

Original  Estimated  Useful  Life 
Actual  Useful  Life 


725 

17-404.3a. 

noncompliance  with  CAS  409,  the  usage 
charge  should  be  disallowed. 

(3)  Patchwork  Repair.  On  rare  occa¬ 
sions,  a  contractor  may  decide  to  con¬ 
tinue  to  utilize  an  asset  beyond  its  useful 
life  through  continual  patchwork  repairs. 
In  these  cases,  the  contractor  may  be 
entitled  to  a  usage  charge  (see  7- 
404.3(d)).  However,  the  auditor  should 
review  the  contractor’s  rationale  for  con¬ 
tinually  repairing  the  asset  rather  than 
overhauling  the  asset  (a  betterment), 
trading  in  the  asset,  or  scrapping  the  asset 
in  favor  of  a  new  one.  The  auditor  should 
consider  factors  such  as  the  cost  of  patch- 
work  repairs,  the  utilization  of  contractor 
personnel  in  performing  these  repairs,  the 
cost  of  an  overhaul,  the  trade-in  value  of 
the  old  asset,  and  the  cost  of  a  new  asset. 

d.  Approval  and  Computation  of  Us¬ 
age  Charge. 

(1)  When  the  continued  use  of  a  fully 
depreciated  asset  is  appropriate  under 
the  circumstances,  FAR  31.205-1 1(1)  pro¬ 
vides  that  the  allowability  of  a  usage 
charge  is  subject  to  the  approval  of  the 
contracting  oillcer.  While  usage  chaiges 
are  permitted  under  the  FAR,  there  is  no 
requirement  that  the  contracting  officer 
allow  the  charges. 

(2)  When  a  usage  charge  is  allowed,  the 
amount  of  the  charge  should  be  deter¬ 
mined  on  a  case-by-case  basis.  In  deter¬ 
mining  a  reasonable  usage  charge,  the 
auditor  should  make  sure  that  the  con¬ 
tractor  has  properly  considered  each  of 
the  factors  listed  in  FAR  31.205-11(1), 
including  the  cost,  estimated  useful  life  at 
the  time  of  negotiations,  effect  of  any 
increased  maintenance  charges  or  de¬ 
creased  efficiency  due  to  age,  and  the 
amount  of  depreciation  previously 
charged  to  government  contracts  or  sub¬ 
contracts.  To  demonstrate  how  a  reason¬ 
able  usage  charge  may  be  calculated,  an 
example  is  shown  below: 

$100,000 
3  years 
5  years 


Total  estimated  decrease  in  efficiency  for  Years  4  and  5  ($2,000 

per  year)  $4,000 

Total  estimated  increase  in  maintenance  (patchwork  repairs)  for 

Years  4  and  5  ($2,500  per  year)  $5,000 
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Average  Government  Participation  for  Years  I  through  3  50% 

Average  Government  Participation  for  Years  4  and  5  90% 

Calculation  of  Recommended  Usage  Charge: 

Depreciation  expense  charged  to  the  government  if  the  estimat¬ 
ed  useful  life  had  been  5  years: 

Years  1  thru  3 

($20,000  per  year  X  3  years  X  50%)  $30,000 

Years  4  and  5 

($20,000  per  year  X  2  years  X  90%)  $36,000 

(a)  $66,000 

Less:  Actual  Depreciation  Expense  charged  to  government 

contracts  ($100,000  x  50%)  (b)  $50,000 


Additional  depreciation  due  to  extended 

Less:  Efficiency  Reduction 

($4,000  X  90%) 

Increased  Maintenance 
($5,000  X  90%) 

Allowable  Usage  Charge 


7-404.4  Depreciation  on  Intracompany 
Transfers  of  Assets 

On  property  acquired  from  a  division, 
subsidiary,  or  affiliate  of  the  contractor, 
the  auditor’s  attention  is  directed  to  FAR 
31.205-1  l(k)  which  provides  that  the 
depreciation  on  any  such  item  which 
meets  the  criteria  for  allowance  at  a 
“price”  under  FAR  31.205-26(e)  may  be 
based  on  such  price  (rather  than  cost  to 
the  contractor),  provided  the  same  depre¬ 
ciation  policies  and  procedures  are  used 
for  costing  pulses  for  all  business  of 
the  using  division,  subsidiary,  or  organi¬ 
zation  under  common  control. 

7-404.5  Depreciation  on  Idle  Facilities  or 
Idle  Capacity 

The  auditor  should  ascertain  whether 
any  of  the  depreciation  costs  charged  to 
government  contracts  are  generated  by 
idle  facilities  or  idle  capacity  as  these 
terms  are  defined  in  FAR  31.205-17.  If 
this  is  determined  to  be  the  case,  the 
applicable  depreciation  cost  should  be 
treated  as  part  of  the  total  idle  facility  or 
idle  capacity  cost. 


useful  life  (c)  =  (a)  —  (b)  $16,000 

(d)  $  3,600 

(e)  $  4,500 

(c)  -  f(dH(e)I  $  7,900 

7-404.6  Deinreciation  Under  Novation 
Agreements 

For  contracts  being  performed  under 
novation  agreements,  depreciation  al¬ 
lowed  to  the  successor  contractor  should 
not  exceed  the  amount  which  would  have 
been  allowed  to  the  predecessor  contrac¬ 
tor  to  which  the  contract  was  originally 
awarded  (see  7-1700). 

7-405  Estimated  Useful  Life  for 
Depreciation 

7-405.1  The  Economic  Usefulness 
Criterion  of  FAR  31.205-ll(e) 

Where  depreciation  reflected  on  the 
contractor’s  books/statements  differs 
from  that  used  and  acceptable  for  income 
tax  purposes,  the  estimated  useful  life  of 
an  asset  should  represent  the  prospective 
period  of  economic  usefulness  to  the 
contractor  as  defined  in  FAR  31.205- 
11(a).  When  either  useful  life,  residual 
value,  or  depreciation  methods  differ  for 
book  and  tax  purposes,  then  the  provi¬ 
sions  of  FAR  31.205-1 1(e)  should  be 
applied  in  determining  allowable  depreci¬ 
ation  costs  (7-402.2(b)).  Under  this  FAR 
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provision  allowable  depreciation  shall 
not  exceed  the  amounts  used  for  book 
and  statement  purposes.  If  the  auditor 
concludes,  with  technical  assistance,  if 
necessary,  that  depreciable  lives  used  by 
the  contractor  for  book  purposes  do  not 
represent  “economic  usefulness”,  depre¬ 
ciation  costs  should  be  questioned. 

7-405.2  Useful  Lives  Under  FAR  31.205- 
11(d)— ADR  Guidelines 

Where  allowable  depreciation  costs  are 
to  be  determined  under  FAR  31.205- 
1 1(d)  (see  7-402.2(a)),  useful  lives  should 
be  assigned  as  provided  in  asset  deprecia¬ 
tion  range  (ADR)  guidelines,  where  ap¬ 
plicable.  These  Sidelines  are  summa¬ 
rized  and  discussed  below. 

a.  Bulletin  F-Before  1962 

Before  1 962,  business  firms  depreciat¬ 
ed  property  in  terms  of  useful  lives 
established  for  several  thousand  different 
classifications  of  assets  by  Treasury  De¬ 
partment  Bulletin  F.  Taxpayers  may  still 
use  Bulletin  F  as  a  guide  if  they  wish,  but 
generally  do  not  do  so  since  subsequent 
regulations  provide  for  shorter  lives. 

b.  Revenue  Procedure  62-21  -  July 
1962 

In  July  1962,  Revenue  Procedure  62- 
21  introduced  a  fundamental  change  in 
the  concept  of  depreciation.  As  a  substi¬ 
tute  for  the  classifications  of  Bulletin  F, 
assets  were  grouped  by  approximately  75 
general  asset  and  industrial  classifica¬ 
tions,  with  a  “guideline  life"  prescribed 
for  each  of  these  classes.  The  guideline 
lives  were  approximately  30  percent  to  40 
percent  shorter  than  Bulletin  F  lives. 
Revenue  Procedure  62-21  also  contained 
a  “reserve  ratio  test,”  which  was  designed 
to  assure  that  taxpayers  would  not  conti¬ 
nually  depreciate  their  assets  over  a  sub¬ 
stantially  shorter  period  than  their  actual 
use  and  replacement. 

c.  Introduction  of  ADR  -  June  1971 

Next,  the  Revenue  Act  of  1971  author¬ 
ized  the  “class  life  asset  depreciation 
range  (ADR)  system.”  The  major  provi¬ 
sions  of  this  system  were  initially  ap¬ 
proved  by  the  Treasury  Department  in 
June  1971,  and  later  amplified  and  incor¬ 
porated  into  the  1971  Revenue  Act.  At 
the  taxpayer’s  election,  it  may  apply  the 
class  life  ADR  system  for  assigning  asset 
lives  to  income-producing  real  or  tangible 
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personal  property  placed  in  service  after 
1970.  The  asset  guideline  classes,  asset 
guideline  periods,  and  asset  depreciation 
ranges  established  under  the  class  life 
ADR  system  are  stated  in  Revenue  Pro¬ 
cedure  72-10. 

d.  Revised  ADR  Guidelines  -  2 1  March 
1977 

For  assets  acquired  after  21  March 
1977  and  prior  to  1  Januai>  1981,  Reve¬ 
nue  Procedure  83-35  contains  the  revised 
ADR  guidelines.  The  specified  upper  and 
lower  limits  of  the  asset  depreciation 
range  are  generally  20  percent  below  and 
20  percent  above  the  guideline  period 
established  for  each  class  of  personal 
property.  The  taxpayer  may  select  as  the 
asset  depreciation  period  any  period  of 
years,  that  is  a  whole  number  of  years,  or 
a  whole  number  of  years  plus  a  half  year, 
within  these  upper  and  lower  limits. 
Realty,  however,  does  not  have  asset 
depreciation  ranges.  Accordingly  for  land 
improvements,  buildings,  and  other  real 
estate,  the  asset  guideline  period  is  also 
the  asset  depreciation  period. 

e.  Taxpayer  Election  of  ADR  System 

The  system  is  optional  with  the  taxpay¬ 
er,  who  has  an  annual  election.  Each 
year’s  election  applies  only  to  assets  ac¬ 
quired  during  that  year.  A  taxpayer  who 
elects  to  use  the  class  life  system  for  a 
particular  year  must  indicate  such  elec¬ 
tion  and  the  class  lives  used  in  its  tax 
return  for  that  year.  Such  election  is 
binding  on  both  the  taxpayer  and  the  IRS 
and  may  not  be  modified  or  revoked  by 
either  party.  The  taxpayer  must  apply  the 
system  to  all  eligible  property  acquired 
during  the  year,  which  falls  within  a  class 
for  which  a  class  life  has  been  established, 
and  may  not  arbitrarily  exclude  particu¬ 
lar  items.  All  information  relative  to 
ADR  election  can  be  found  on  Form 
4832  which  the  company  is  required  to 
submit  with  an  ADR  election. 

f.  Asset  Exclusions  from  ADR  System 

The  relations  provide  for  exclusion 

of  certain  types  of  property  from  the 
ADR  system.  The  principal  exclusions 
permissible  are  for  assets  that  are  (1) 
subject  to  special  rapid  amortization  or 
depreciation  provisions,  (2)  received 
from  related  parties  in  a  transfer  that 
does  not  trigger  an  investment  credit 
recapture,  (3)  without  an  ADR  class,  or 
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(4)  excludable  property  under  the  10 
percent  used  property  rule  (see  7-407.6). 

7-405.3  Elimination  of  Reserve  Ratio 
Test  —  1970 

The  reserve  ratio  test  requirements  are 
eliminated  for  assets  placed  in  service 
after  1970,  regardless  of  the  system  used 
for  estimating  useful  lives.  Thus,  taxpay¬ 
ers  may  now  compute  depreciation  under 
either  the  new  class  life  ADR  system  or 
under  the  general  rules  using  estimated 
lives,  without  the  need  for  meeting  the 
reserve  ratio  test. 

7-405.4  The  Economic  Recovery  Tax  Act 
of  1981  —  ACRS 

The  Economic  Recovery  Tax  Act  of 
1981  established  the  Accelerated  Cost 
Recovei7  System  (ACRS)  for  property 
placed  in  service  after  1980  in  tax  years 
ending  after  1980.  All  property  other 
than  ACRS  property  remains  under  the 
previous  system  of  depreciation.  Under 
ACRS,  the  costs  of  most  tangible,  depre¬ 
ciable  property  are  recovered  over  prede¬ 
termined  periods  generally  unrelated  to 
and  shorter  than  useful  lives.  The  recov¬ 
ery  deduction  for  each  year  is  determined 
by  applying  a  percentage  specified  in  the 
law  to  the  unadjusted  basis  of  the  proper¬ 
ty.  Following  are  some  points  meant  to 
clarify  the  relationship  between  ACRS 
and  depreciation  computed  under  FAR 

31.205- 11. 

a.  Use  of  ACRS  for  Financial  Account¬ 
ing  Purposes 

FAR  31.205-1 1(d)  and  (e)  provide  that 
use  of  a  method  of  depreciation  for 
financial  accounting  purposes  is  a  test  of 
an  acceptable  depreciation  method  for 
contract  costing.  In  many  cases,  the 
ACRS  recovery  period  will  not  be  within 
a  reasonable  range  of  the  asset’s  useful 
life  and  contractors  will  be  unable  to  use 
ACRS  for  either  financial  accounting  or 
contract  costing  pulses. 

b.  Acceptability  of  ACRS  for  Contract 
Costing 

( 1 )  For  contractors  not  subject  to  CAS 
409  but  to  FAR  31.205-11,  under  FAR 

31.205- 1 1(d),  ACRS  is  acceptable  for 
contract  costing  if  (1)  ACRS  is  also  used 
for  non-government  work  in  the  same 
cost  center,  (2)  ACRS  is  used  for  finan- 
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cial  accounting,  and  (3)  ACRS  is  used  for 
income  tax  purposes. 

(2)  Under  FAR  31.205-1 1(e),  if  con¬ 
tractors  subject  to  FAR  31.205-1 1  do  not 
use  ACRS  for  both  financial  accounting 
and  tax  purposes,  ACRS  can  only  be  used 
for  contract  costing  if  (1)  the  ACRS 
recovery  period  is  the  same  as  the  useful 
life  and  (2)  ACRS  is  used  for  non-govem- 
ment  work.  In  any  case,  allowable  depre¬ 
ciation  cannot  exceed  amounts  used  for 
financial  accounting. 

7-406  Depreciation  Methods  Under 
the  General  Rules 

The  methods  for  computing  deprecia¬ 
tion  described  in  this  subparagraph  apply 
only  when  the  class  life  ADR  system  has 
not  been  elected.  When  the  ADR  system 
is  used,  the  rules  are  subject  to  certain 
modifications  as  covered  in  7-407. 

7-406.1  General  Principles  for 
Depreciation  Methods 

a.  Acceptable  Methods  Under  FAR 

In  general,  any  rational  and  systematic 

method  that  is  consistently  applied  may 
be  used  in  computing  depreciation.  Re¬ 
gardless  of  the  method  used,  deductions 
for  depreciation  shall  not  exceed  such 
amounts  as  may  be  necessary  to  recover 
the  unrecovered  cost  or  other  basis  less 
salvage,  during  the  remaining  life  of  the 
property. 

b.  Acceptable  Methods  Under  Internal 
Revenue  Code 

Under  Section  167  of  the  1986  Internal 
Revenue  Code,  the  depreciation  allow¬ 
ance  on  new  tangible  property  having  a 
useful  life  of  three  years  or  more  is 
presumed  to  be  reasonable  if  it  is  com¬ 
puted  by  use  of  the  straight-line  method, 
the  declining-balance  method,  the  sum  of 
the  years  digits  method,  or  other  consis¬ 
tently  applied  method,  subject  to  the 
limitations  below. 

7-406.2  Straight-Line  Method 

Under  this  method  the  cost  or  other 
basis  of  the  property  less  its  salvage  value 
is  generally  deducted  in  equal  annual 
amounts  over  the  period  of  its  estimated 
useful  life.  The  straight-line  method  can 
be  used  for  any  depreciable  property,  new 
or  used.  Only  the  straight-line  method 
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can  be  used  if  the  depreciation  period  is 
less  than  three  years. 

7-406.3  Declining-Balance  Method 
I  a.  With  the  enactment  of  the  1954 
Internal  Revenue  Code,  taxpayers  were 
permitted  to  use  accelerated  methods  of 
depreciation,  including  the  declining-bal¬ 
ance  method,  at  a  maximum  of  double 
the  appropriate  straight-line  rate.  Subse¬ 
quent  amendments  to  the  Internal  Reve¬ 
nue  Code  reduced  the  maximum  permis¬ 


sible  rate  on  real  estate  to  the  straight-line 
rate.  To  be  able  to  apply  the  200  percent 
declining-balance  method  (or  the  sum  of 
the  years  digits  method),  the  asset  being 
depreciated  must  now  be  new,  tangible 
personal  property  with  a  useful  life  of 
three  years  or  more.  The  following  table 
summarizes  th,;  maximum  depreciation 
rates  permitted  a  taxpayer  for  personal 
and  r^  property  available  at  the  various 
dates. 


Maximum  Depreciation 


Type  of  Property  _ Allowance 


All  property  acquired  before  1/1/54  .  150% 

Property  acpquired  on  or  after  1/1/54: 

Tangible  personal  property: 

New .  200% 

Used .  150% 

Real  Property: 

New  —  1/1/54  to  7/24/69 .  200%* 

7/25/69  to  12/31/86  .  150% 

1/1/87  to  date  .  straight-line 

Used  —  1/1/54  to  7/24/69 .  150% 

7/25/69  to  date .  straight-line 


♦During  a  brief  “suspension  period”  from  10/10/66  to  3/9/67  the  maximum 
permissible  rate  was  reduced  to  150  percent. 


b.  Special  Considerations  —  Salvage 
Value  Under  Declining-Balance  Method 

While  salvage  value  is  not  deducted 
from  the  cost  or  other  basis  of  the  projwr- 
ty  in  determining  the  annual  depreciation 
allowance,  an  asset  may  not  be  reduced 
below  its  reasonable  salvage  value.  (See 
7-408.2C.  for  the  10  percent  rule  regard¬ 
ing  personal  property.)  Where  the  salvage 
value  is  large,  use  of  the  double  declining- 
balance  method  may  require  special  con¬ 
sideration  on  the  part  of  Che  auditor  (see 
7-408). 

7-406.4  Sum  of  the  Years  —  Digits 
Method 

The  sum  of  the  years  digits  method 
may  be  used  only  on  property  that  meets 
the  requirements  for  “twice  the  straight- 
line  rate”  under  the  declining-balance 
method  described  in  7-406.3a.  above. 


7-406.5  Other  Depreciation  Methods 

Any  consistent  method  of  computing 
depreciation  may  be  used  provided  that 
during  the  first  two-thirds  of  the  useful 
life  of  the  property,  the  depreciation 
deductions  under  any  such  method  do 
not  result  in  accumulated  allowances  at 
the  end  of  any  tax  year  that  are  greater 
than  the  total  that  could  have  been 
deducted  under  the  declining-balance 
method.  Under  appropriate  circum¬ 
stances,  “other  consistent  methods”  in¬ 
clude  the  sinking-fund  method,  the  unit- 
of-production  method,  and  the  machine- 
hour  method.  The  limitations  on  the  use 
of  the  declining-balance  and  sum  of  the 
years  digits  methods  apply  to  any  consis¬ 
tent  method  used  other  than  the  straight- 
line  method. 
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7-407  Depreciation  Methods  Under 
the  Class  Life  ADR  System 

7-407.1  Special  Considerations  for 
Contract  Costing  Under  the  Class  Life 
ADR  System 

a.  Asset  lives  and  methods  of  deprecia¬ 
tion  established  by  the  contractor  in 
consonance  with  the  class  life  ADR  sys¬ 
tem  are  considered  to  be  compatible  with 
FAR  31.205-1  l(dK3).  This  cost  principle 
provides  that  depreciation  costs  are  rea¬ 
sonable  where  a  contractor  uses  the  same 
policies  and  procedures  for  income  tax 
reporting,  contract  costing,  and  financial 
reporting  purposes. 

b.  However,  due  to  unusual  circum¬ 
stances  affecting  defense  contracts,  use  of 
the  class  life  ADR  system  may  result  in 
inequitable  charges  to  the  government.  If 
any  inequities  are  found.  Headquarters 
should  be  advised. 

7-407.2  Limits  on  Depreciation  Methods 
and  Rates 

The  taxpayer  may  use  only  the  straight- 
line,  declining-balance,  or  sum  of  the 
years  digits  methods.  To  eliminate  poten¬ 
tial  areas  of  dispute  between  taxpayers 
and  the  Internal  Revenue  Service,  no 
other  method  is  permitted  under  the  class 
life  ADR  system.  The  various  rates  allow¬ 
able  under  accelerated  depreciation  for 
new  and  used  property  are  the  same  as  set 
forth  in  the  table  in  7-406.3a. 

7-407 J  Establishing  and  Using  Vinta^ 
Accounts 

a.  Definition  of  Vintage  Accounts 

All  assets  for  any  tax  year,  for  which 

the  taxpayer  elects  to  use  the  class  life 
ADR  system,  must  be  accounted  for  in 
either  item  or  multiple-asset  accounts  by 
the  year  placed  in  service.  These  accounts 
are  called  “vintage  accounts.” 

b.  Adjustment  for  Salvage  Value 

The  annual  allowance  for  depreciation 

of  a  vintage  account  is  determined  with¬ 
out  adjustment  for  the  salvage  value  of 
the  property  in  such  account.  According¬ 
ly,  the  straight-line  and  sum  of  the  years 
digits  computations  are  based  upon  the 
unadjusted  basis  of  the  vintage  account 
without  reduction  for  salvMe  value.  In 
general,  the  original  basis  of  the  account 


changes  only  if  there  is  an  extraordinary 
retirement. 

c.  Change  in  Depreciation  Method 

During  the  depreciation  period  for  a 
vintage  account  the  taxpayer  may  change 
from  a  declining-balance  method  of  de¬ 
preciation  to  the  sum  of  the  years  digits 
method,  and  from  the  declining-balance 
method  or  the  sum  of  the  years  digits 
method  to  the  straight-line  method  with¬ 
out  the  approval  of  the  Internal  Revenue 
Service. 

7-407.4  Asset  Retirements  Under  the 
ADR  System 

a.  Retirements  in  General 

An  asset  is  treated  as  retired  when  it  is 
permanently  withdrawn  from  use  in  the 
business.  Class  life  ADR  retirements  are 
separated  into  two  categories:  extraordi¬ 
nary  retirements  and  ordinary  retire¬ 
ments. 

b.  Extraordinary  Retirements 

Extraordinary  retirements  oceur  when 

assets  are  destroyed  by  fire,  storm,  or 
other  casualty,  or  when  assets  amounting 
to  more  than  20  percent  of  the  unadjust¬ 
ed  cost  or  other  basis  of  the  entire 
account  are  disposed  of  because  business 
activities  are  terminated,  curtailed,  or 
disposed  of.  On  an  extraordinary  retire¬ 
ment,  gain  or  loss  is  recognized  in  the 
year  of  retirement. 

c.  Ordinary  Retirements 

With  respwt  to  ordinary  retirements 
(all  others),  gain  or  loss  is  generally  not 
recognized  at  the  time  of  retirement.  The 
sales  proceeds,  if  any,  are  added  to  the 
depreciation  reserve  of  the  vintage  ac¬ 
count  from  which  the  asset  is  retired,  and 
the  depreciation  deduction  is  continued 
as  if  all  the  assets  survived  for  as  long  as 
the  life  assigned  to  the  remaining  assets 
in  the  group. 

7-407.5  Conventions  for  First-Year 
Depreciation  of  Vintage  Accounts 

a.  General 

The  allowance  for  first-year  deprecia¬ 
tion  of  a  vintage  account  is  determined 
by  applying  the  “modified  half-year  con¬ 
vention”  or  the  “half-year  convention.” 
The  same  convention  must  be  adopted 
for  all  vintage  accounts  of  a  tax  year,  but 
not  necessarily  for  those  of  another  tax 
year. 
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b.  Modified  Half-Year  Convention 

The  first-year  depreciation  allowance 

for  a  vintage  account  for  which  the 
taxpayer  adopts  the  “modified  half-year 
convention”  is  determined  by  treating  (1) 
all  vintage  account  property  placed  in 
service  during  the  first  half  of  the  tax  year 
as  placed  in  service  on  the  first  day  of  the 
tax  year,  and  (2)  all  vintage  account 
property  placed  in  service  during  the 
second  half  of  the  tax  year  as  placed  in 
service  on  the  first  day  of  the  succeeding 
tax  year.  Similarly,  all  extraordinary  re¬ 
tirements  from  the  account  during  the 
first  half  of  the  tax  year  are  considered  to 
have  occurred  on  the  first  day  of  the  tax 
year  and  all  extraordinary  retirements 
from  the  account  during  the  second  half 
of  the  tax  year  are  considered  to  have 
occurred  on  the  first  day  of  the  succeed¬ 
ing  tax  year. 

c.  Half-Year  Convention 

The  first  year  depreciation  allowance 
for  a  vintage  account  for  which  the 
taxpayer  adopts  the  “half-year  conven¬ 
tion”  is  determined  by  treating  all  prop¬ 
erty  in  the  account  as  placed  in  service  on 
the  first  day  of  the  second  half  of  the  tax 
year.  All  extraordinary  retirements  from 
the  account  are  considered  to  have  oc¬ 
curred  on  the  same  day. 

7-407.6  Special  Considerations  for 
Acquisition  of  Used  Assets 

The  class  life  ADR  system  applies  to 
used  assets  as  well  as  new  assets.  How¬ 
ever,  the  present  ranges  are  geared  to  new 
property.  In  order  to  remove  possible 
inequities,  the  taxpayer  may  exclude  used 
property  from  the  system  if  the  used 
property  placed  in  service  during  any 
year  amounts  to  more  than  10  percent  of 
the  total.  The  10  percent  test  must  be 
applied  separately  to  Section  1245  and 
Section  1250  property.  If  the  10  percent 
test  is  met  and  the  taxpayer  elects  to  use 
this  exclusion,  all  the  used  property  must 
be  excluded  from  the  system. 

7-407.7  Transitional  Rules  for  Lives  of 
Buildings  (1971-1974) 

For  real  property  there  is  also  a  transi¬ 
tional  rule.  Revenue  Procedure  72-10 
does  not  now  provide  a  range  of  lives  for 
Section  1250  assets,  instead  it  furnishes  a 
single  life  for  each  class  of  building.  In 
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the  meantime,  the  taxpayer  is  permitted 
to  exclude  Section  1250  property  from 
the  system  on  an  asset-by-asset  basis, 
provided  that  the  particular  circum¬ 
stances  show  that  a  life  shorter  than  the 
initially  prescribed  life  is  justified.  This 
exclusion  applies  to  real  property  placed 
in  service  on  or  after  1  January  1971. 
until  such  time  as  ranges  for  buildings  are 
issued  or  1  January  1974,  whichever  is 
earlier.  Since  no  ranges  were  issued  for 
buildings,  the  exclusion  expired  at  the 
end  of  calendar  year  1973.  However,  PL 
93-625,  which  addresses  Section  1250 
property,  permits  election  of  ADR.  To 
determine  class  life  of  Section  1 250  prop¬ 
erty,  a  taxpayer  may  use  the  depreciation 
guidelines  in  effect  on  31  December  1970 
or  on  the  facts  and  circumstances  of  the 
specific  asset. 

7-408  Salvage  Value 

7-408.1  Use  and  Bases  of  Salvage  Value 

a.  General 

Salvage  value  is  the  amount  the  taxpay¬ 
er  expects  to  receive  in  cash  or  trade-in 
allowance  upon  disposing  of  the  asset  at 
the  end  of  its  useful  life  to  the  taxpayer. 
There  is  no  fixed  basis  for  determining 
salvage  value.  If  an  asset  is  customarily 
used  for  its  full  inherent  life,  salvage 
value  may  be  no  more  than  junk  value. 

b.  Special  Considerations  in  the  Use  of 
Accelerated  Methods 

( 1 )  If  it  is  the  policy  to  retire  assets  that 
are  still  in  good  operating  condition,  the 
remaining  salvage  value  at  that  date  may 
represent  a  significant  portion  of  the 
original  cost  basis,  and  therefore  special 
consideration  will  have  to  be  given  when 
accelerated  methods  are  used. 

(2)  While  a  contractor  may  use  any 
acceptable  method  provided  salvage  val¬ 
ues  and  estimated  useful  lives  are  realis¬ 
tic,  the  depreciation  should  not  result  in 
charging  all  allowable  depreciation  costs 
to  the  early  years  of  use  if  an  asset  has  a 
useful  life  to  the  contractor  beyond  that 
point.  Where,  for  example,  an  asset  cost¬ 
ing  $100,000  has  a  useful  life  to  the 
contractor  of  four  years  and  a  remaining 
salvage  value  at  the  end  of  this  period  of 
$50,(^,  it  is  evident  that  use  of  the 
double  declining-balance  method  (i.e.,  a 
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rate  of  SO  percent),  would  result  in  writ¬ 
ing  off  all  the  depreciation  in  the  first 
year. 

(3)  Costing  distortions  of  this  type  run 
counter  to  the  basic  concept  of  charging 
depreciation  costs  over  the  estimated 
useful  life  of  the  asset  in  a  systematic  and 
logical  manner.  They  can  generally  be 
avoided  by  the  use  of  a  depreciation 
method  which  recognizes  salvage  value. 

7-408.2  Salvage  Value  Under  the 
General  Rules 

a.  Under  Straight-Line  and  Sum  of 
Years-Digits  Methods 

The  contractor  may  use  either  gross 
salvage  or  net  salvage  in  determining 
depreciation,  and  the  treatment  of  the 
costs  of  removal  must  be  consistent  with 
the  practice  adopted.  Under  the  straight- 
line  and  sum  of  the  years  digits  methods, 
salvage  value  is  subtracted  from  the  cost 
or  other  basis  before  applying  the  annual 
depreciation  rate. 

b.  Under  Declining-Balance  Method 

Salvage  value  is  not  deducted  in  com¬ 
puting  depreciation  under  the  declining- 
balance  method.  However,  see  caveats 
specified  in  7-408.1  above. 

c.  Ten  Percent  Rule  on  Salvage  Value 
of  Personal  Property 

For  taxable  years  beginning  after  31 
December  1961,  and  ending  after  16 
October  1962,  a  taxpayer  may  reduce  the 
salvage  value  by  any  amount  up  to  10 
percent  of  the  cost  or  other  basis  of 
personal  property  having  a  useful  life  of 
three  years  or  more.  This  rule  applies 
whether  the  property  acquired  is  new  or 
used.  Thus,  if  the  property  has  an  esti¬ 
mated  salvage  value  of  10  percent  or  less 
of  the  basis,  salvage  value  need  not  be 
taken  into  account  for  the  purpose  of 
computing  depreciation.  In  no  event  may 
an  asset  (or  an  account)  be  depreciated 
below  a  reasonable  salvage  value  after 
taking  into  account  the  reduction  permit¬ 
ted  under  the  foregoing  10  percent  rule. 

7-408.3  Salvage  Value  Under  Class  Life 
ADR 

Salvage  value  is  not  used  to  reduce  the 
basis  for  computing  depreciation  (7- 
407.3b).  However,  allowable  deprecia¬ 
tion  for  any  vintage  account  may  not 
exceed  the  cost  or  other  basis  of  the 


account  less  the  sum  of  (1)  the  reserve  for 
depreciation,  and  (2)  the  salvage  value. 
Thus,  salvage  value  functions  only  as  an 
overall  limitation  on  the  total  deprecia¬ 
tion  allowable  for  property  in  a  vintage 
account;  however,  see  caveats  specified 
in  7-408.1  above.  All  information  rela¬ 
tive  to  ADR  election  can  be  found  on 
Form  4832  which  the  company  is  re¬ 
quired  to  submit  with  an  ADR  election. 
Gross  salvage  value  must  be  estimated 
for  each  vintage  account  at  the  time  of 
electing  to  use  the  class  life  ADR  and 
may  be  reduced  under  the  percent  rule.  If 
the  taxpayer  consistently  follows  a  prac¬ 
tice  of  understating  salvage  values,  IRS 
will  increase  the  salvage  value  to  what  it 
finds  is  a  reasonable  amount. 

7-409  Additional  First-Year 
Depreciation 

7-409.1  General  Provision 

Section  179  of  the  Internal  Revenue 
Code  provides  that  under  certain  condi¬ 
tions,  taxpayers  may  elect  to  write  off  the 
cost  of  qualifying  property  (subject  to  a 
dollar  limitation  discussed  below)  as  ad¬ 
ditional  first-year  depreciation.  This  “bo¬ 
nus”  depreciation  is  computed  on  cost 
without  reduction  for  salvage  value.  The 
deduction  may  be  taken  only  |n  the  first 
tax  year  for  which  a  depreciation  deduc¬ 
tion  is  allowable  on  the  property.  Ordi¬ 
nary  depreciation  is  then  computed  by 
any  of  the  usual  allowable  methods  on 
the  cost  or  other  basis  of  the  property  less 
the  additional  first-year  depreciation 
and,  where  applicable,  less  salvage  value. 

7-409.2  Limitation  on  Cost  of  Property 

The  cost  of  property  on  which  this 
additional  allowance  may  be  taken  is 
limited  to  $10,000  for  taxable  years  be¬ 
ginning  after  12/31/86.  As  indicated  by 
this  limitation,  the  principal  objective  of 
the  “bonus"  depreciation  is  to  act  as  a 
stimulant  to  small  businesses.  The  tax¬ 
payer  may  select  the  items,  and  the 
portions  of  their  costs,  upon  which  it 
wishes  to  claim  the  additional  allowance. 

7-409.3  Transsctions  Between  Related 
Parties 

The  property  must  have  been  acquired 
from  an  unrelated  person.  If  the  taxpayer 
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is  a  corporation  acquiring  the  property 
front  another  corporation,  the  transferor 
must  not  be  a  member  of  the  same 
affiliated  group.  Members  of  such  an 
affiliated  group  are  not  entitled  to  the 
write-off  in  the  first  year  on  purchases 
from  each  other.  Also,  the  $10,000  maxi¬ 
mum  limitation  is  applied  to  the  entire 
affiliated  group. 

7-409.4  Acceptability  for  Contract 
Costing  Purposes 

This  additional  first-year  depreciation 
is  acceptable  for  contract  costing  pur¬ 
poses,  if  it  meets  the  criteria  established 
by  IRS. 

7-410  Investment  Tax  Credit 

The  investment  tax  credit  was  elimi¬ 
nated  on  1  January  1986.  The  Revenue 
Act  of  1971  had  reinstated  the  invest¬ 
ment  tax  credit  as  a  deduction  from  the 
Federal  income  tax  otherwise  due.  The 
credit  was  a  direct  deduction  from  Feder¬ 
al  income  taxes.  It  is  DoD  procurement 
policy  not  to  reduce  the  cost  basis  of  the 
assets  by  the  investment  tax  credit  for  the 
purpose  of  computing  depreciation.  Fur¬ 
ther,  the  credit  should  not  be  used  to 
reduce  otherwise  allowable  costs  of  gov¬ 
ernment  contracts.  In  addition,  since  the 
only  value  of  the  investment  tax  credit  is 
to  reduce  Federal  income  taxes,  any 
purchase  of  the  investment  tax  credit  is 
unallowable  per  FAR  31.205-41(bKl). 

7-411  Consistency  in  Depreciation 
Method 

7-411.1  General  Rule  on  Consistency 

Any  method  otherwise  permissible 
may  be  applied  to  a  particular  deprecia¬ 
ble  property  “account”  (which  may  rep¬ 
resent  an  individual  item  or  a  group  of 
related  items).  However,  once  a  method 
is  adopted  for  any  specific  “account,”  it 
must  be  applied  consistently  thereafter. 
In  general,  under  IRS  regulations,  any 
change  in  the  method  of  computing  the 
depreciation  allowances  with  respect  to  a 
particular  account  is  permitted  only  with 
the  consent  of  the  Commissioner. 
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7-411.2  Depreciation  Method  Changes 
Permitted  Without  IRS  Approval 

a.  Change  from  Declining-Balance  to 
Strai^t-Line  Method 

A  taxpayer  may  change,  without  the 
consent  of  the  Commissioner,  from  an 
acceptable  declining-balance  method  of 
depreciation  to  the  straight-line  method. 
When  the  change  is  made,  the  unrecov¬ 
ered  cost  or  other  basis  (less  salvage 
value)  shall  be  recovered  through  annual 
allowances  over  the  estimated  remaining 
life  determined  under  the  circumstances 
existing  at  that  time.  The  change  to  the 
straight-line  method  must  be  adhered  to 
unless,  with  the  consent  of  the  Commis¬ 
sioner,  a  change  to  another  method  is 
permitted. 

b.  Special  One-time  Election  for  Real 
Property 

A  special  one-time  election  is  allowed 
for  real  property.  For  the  first  taxable 
year  beginning  after  24  July  1969,  the 
taxpayer  may  elect  to  change  its  method 
of  depreciating  Section  1250  property 
from  any  declining-balance  or  sum  of  the 
years  digits  method  to  the  straight-line 
method. 

c.  Vintage  Accounts  Under  the  ADR 
System 

Where  the  taxpayer  has  set  up  vintage 
accounts  under  the  class  life  ADR  system 
it  may,  without  the  consent  of  the  Com¬ 
missioner,  make  the  changes  in  methods 
of  depreciation  cited  in  preceding  7- 
407.3c. 

7-411.3  Consistency  by  Asset,  Not  for 
All  Assets 

Although  the  method  used  must  be 
applied  consistently  to  an  account,  it 
need  not  necessarily  be  used  for  acquisi¬ 
tions  of  similar  property  in  the  same  or 
subsequent  years,  provided  such  acquisi¬ 
tions  are  set  up  in  separate  account.  A 
taxpayer  may  establish  as  many  accounts 
for  depreciable  property  as  desired.  It  is 
apparent  from  the  forgoing  that  al¬ 
though  the  taxpayer  must  be  consistent  in 
depreciation  methods,  this  consistency 
relates  only  to  the  application  of  a  partic¬ 
ular  method  to  a  particular  asset  account 
from  year  to  year.  It  does  not  mean  that 
the  same  method  must  be  used  for  all 
assets. 
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7-411.4  Consistency  in  Accounting  and 
Estimating 

It  should  also  be  noted  that  the  method 
used  for  each  asset  account  in  computing 
incurred  costs  should  be  consistent  with 
that  used  by  the  contractor  in  estimating 
costs  for  pricing  purposes. 

7-412  Gain  or  Loss  on  Disposition  of 
Assets 

Except  for  ordinary  retirements  under 
the  class  life  ADR  system  (7-407.4),  gain 
or  loss  is  invariably  realized  at  the  time  a 
depreciable  asset  is  disposed  of.  The  gain 
or  loss  will  represent  the  difference  be¬ 
tween  the  asset’s  book  value  and  the 
amount  realized  upon  its  disposal.  How¬ 
ever,  that  will  not  necessarily  be  the 
amount  to  be  considered  for  contract  cost 
purposes.  FAR  31.205-16  provides  sever¬ 
al  bases  for  determining  the  amount  of 
gain  or  loss  to  be  recognized,  as  well  as 
certain  elections  open  to  the  contractor 
regarding  cost  treatment  of  the  gain  or 
loss.  In  any  event,  the  depreciation  audit 
program  should  include  appropriate  au¬ 
dit  steps  to  assure  that  contract  costs  are 
determined  in  accordance  with  the  re¬ 
quirements  of  FAR  31.205-16. 

7-413  Depreciation  of  Capitalized 
Leased  Property 

7-413.1  FAR  and  FASB  13 

This  paragraph  deals  with  leased  assets 
which  have  been  capitalized  using  the 
provisions  of  Financial  Accounting  Stan¬ 
dards  Board  Statement  No.  13  (FASB 
13),  Lease  Costs  (see  7-200).  The  provi¬ 
sions  of  FASB  1 3  were  incorporated  in 
the  DAR  on  1  September  1978. 

a.  The  auditor  must  be  aware  that 
different  cost  principles  could  apply  to 
the  same  lease,  depending  on  the  date 
individual  contracts  were  signed.  Con¬ 
tracts  signed  before  1  September  1978  are 
subject  to  the  provisions  of  the  lease  cost 
principles  in  effect  the  date  the  contract 
was  signed.  DCAAP  7641.6,  Conversion 
Guide  for  DAR,  provides  the  text  of 
selected  cost  items  in  DAR  15-205  for 
any  given  date  subsequent  to  I  July  1976. 

b.  FASB  13  is  not  mandatory  until 
fiscal  years  beginning  on  or  after  1  Janu¬ 


ary  1981.  However,  if  the  contractor 
elects  to  follow  the  provisions  of  FAS  1 3 
for  capitalized  leases,  regardless  of  the 
date  of  the  lease,  the  provisions  of  DAR 
15-205.9(1),  effective  1  September  1978, 
apply. 

7-413.2  FASB  13  Summary 

a.  Classification  of  Lease  as  Capital 
Lease  versus  Operating  Lease 

From  the  standpoint  of  the  lessee,  the 
lease  shall  be  classified  as  a  capital  lease 
if  any  of  the  following  criteria  are  met: 

( 1 )  The  lease  transfers  ownership  of  the 
property  to  the  lessee  by  the  end  of  the 
lease  term. 

(2)  The  lease  contains  a  bargain  pur¬ 
chase  option. 

(3)  The  lease  term  is  equal  to  75 
percent  or  more  of  the  estimated  eco¬ 
nomic  life  of  the  lease  property.  How¬ 
ever,  where  the  lease  term  begins  in  the 
last  25  percent  of  estimated  economic 
life,  this  criterion  shall  not  be  used  for 
purposes  of  classifying  the  lease. 

(4)  The  present  value  at  the  beginning 
of  the  lease  term  of  the  minimum  lease 
payments  equals  or  exceeds  90  percent  of 
the  excess  of  the  fair  value  of  the  lease 
property  over  any  related  investment  tax 
credit  retained  by  the  lessor.  However, 
where  the  lease  term  begins  in  the  last  25 
percent  of  estimated  economic  life,  this 
criterion  shall  not  be  used  for  purposes  of 
classifying  the  lease. 

b.  Amortization  Period 

If  the  asset  is  capitalized  using  either  of 
the  first  two  criteria,  the  asset  is  amor¬ 
tized  over  the  estimated  economic  life  of 
the  asset.  If  the  asset  is  capitalized  under 
either  of  the  last  two  criteria,  it  is  amor¬ 
tized  over  the  lease  term.  The  lease  term 
defined  in  FASB  13  includes  the  basic 
term  plus  option  periods  under  certain 
conditions.  The  conditions  which  must 
be  part  of  the  lease  for  the  option  peri- 
od(s)  to  be  included  in  the  lease  term  are 
(1)  lease  contains  bargain  renewal  op¬ 
tions,  (2)  the  lessee  would  have  to  pay  a 
penalty  so  large  as  to  assure  renewal,  (3) 
the  lessee  guarantees  lessor’s  debt  for  the 
option  period(s),  (4)  the  lease  contains  a 
bargain  purchase  option,  and  (5)  the 
lessor  has  the  option  to  renew  the  lessee’s 
lease. 
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7-414  Depreciation  or  Amortization 
of  Leasehold  Improvements 

Improvements  by  the  lessee  are  ordi¬ 
narily  subject  to  an  allowance  for  depre¬ 
ciation  or  amortization  as  discussed  be¬ 
low.  The  auditor  should  review  the  basis 
for  writing  off  the  cost  of  leasehold 
improvements. 

7-414.1  Amortization  versus  Depreciation 

Whether  the  lease  is  with  a  commercial 
concern  or  with  the  government,  the  cost 
of  the  improvement  may  be  depreciated 
over  the  useful  life  of  the  improvement  or 
amortized  over  the  remainin^erm  of  the 
lease,  whichever  is  shorter,  ^e  distinc¬ 
tion  between  depreciation  and  amortiza¬ 
tion  has  some  significance;  the  language 
of  the  regulations  is  generally  interpreted 
to  mean  that  when  amortizing,  the  de¬ 
clining-balance  or  the  sum  of  the  years 
digits  may  not  be  used.  When  depreciat¬ 
ing,  there  is  no  such  limitation. 


7-414.2  Term  of  the  Lease 

The  term  of  the  lease  will  include  any 
period  for  which  the  lease  may  be  re¬ 
newed,  extended,  or  continued  pursuant 
to  either  (1)  an  option  exercisable  by  the 
lessee  or  (2)  in  the  absence  of  an  option, 
reasonable  interpretation  of  past  acts  of 
the  lessee  and  lessor  such  as  with  resfiect 
to  renewal,  unless  the  lessee  clearly  estab¬ 
lishes,  past  acts  notwithstanding,  that  is 
improbable  that  the  lease  will  be  re¬ 
newed,  extended,  or  continued.  Internal 
Revenue  Code  section  1.167(a)-4  and 
related  section  1.178-1  govern  the  effect 
to  be  given  renewal  options  in  determin¬ 
ing  whether  the  useful  life  of  the  im¬ 
provement  exceeds  the  remaining  term  of 
the  lease.  In  general,  these  rules  establish 
a  test  for  determining  whether  a  renewal 
is  intended,  based  on  a  comparison  of  the 
life  of  the  improvements  with  the  life  of 
the  lease. 
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7-500  Section  5  - 

7-501  Introduction 

a.  This  section  provides  guidance  for 
the  review  of  contractors’  insurance  pro¬ 
-ams.  Considerations  concerning  the  al- 
locability  of  insurance  costs  are  covered 
in  Cost  Accounting  Standard  (CAS)  416 
(see  8-416).  Basic  considerations  con¬ 
cerning  the  allowability  of  insurance 
costs  are  covered  in  FAR  31.205-19.  In 
accordance  with  DFARS  Subpart  242.73, 
joint  reviews  of  insurance  costs  are  con¬ 
ducted  by  DLA  and  DCAA  at  contractor 
locations  that  have  actual  or  anticipated 
annual  sales  to  the  government  of  $10 
million  or  more  on  negotiated  contracts, 
including  subcontracts  (see  5-803).  Due 
to  the  contingent  nature  of  insurance 
charges  (projected  average  loss)  to  gov¬ 
ernment  contracts,  special  emphasis 
should  be  placed  on  this  element  of  cost 
when  evaluating  forward  pricing  propos¬ 
als  and  forecasted  indirect  expense  rates. 

b.  Contractors’  insurance  costs  are  gen¬ 
erated  by  (1)  insurance  required  to  be 
carried  by  the  terms  of  government  con¬ 
tracts,  (2)  insurance  maintained  in  con¬ 
nection  with  the  general  conduct  of  busi¬ 
ness,  (3)  insurance  maintained  because  of 
statuto^  requirements,  and  (4)  insurance 
maintained  as  part  of  employee  benefits. 

c.  When  developing  an  audit  program, 
consideration  should  be  given  to  the  (1) 
materiality  of  the  premium  amounts  in¬ 
volved  for  each  type  of  insurance,  (2) 
types  and  amounts  of  coverage  included 
under  self-insurance  programs,  (3)  effec¬ 
tiveness  of  contractor’s  management  of 
the  insurance  function,  and  (4)  contrac¬ 
tor’s  program  for  eliminating  potential 
hazards  which  will  cause  loss. 

d.  Insurance  costs  are  normally  includ¬ 
ed  in  overhead  expense  pools  for  alloca¬ 
tion  to  all  benefiting  cost  objectives. 
Guidance  for  accumulating  costs  into 
overhead  pools  and  selecting  proper 
bases  to  allocate  costs  to  final  objectives 
is  found  in  CAS  418  (see  8-418). 

7-502  Mandatory  Insurance  Coverage 
and  ACO  Approvals 

a.  The  clause  in  FAR  52.228-7  “Insur¬ 
ance  Liability  to  Third  Persons,”  is  re- 


■  Insurance  Costs 

quired  to  be  included  in  all  government 
contracts.  Under  the  provisions  of  this 
clause,  the  contractor  must  maintain 
insurance  coverage  for  third  party  contin¬ 
gencies  such  as  (1)  workers’  compensa¬ 
tion,  (2)  employer’s  liability,  (3)  compre¬ 
hensive  general  liability  (bodily  injury), 

(4)  comprehensive  automobile  liability 
(bodily  injury  and  property  damage),  and 

(5)  other  types  of  third  party  liability 
insurance  as  required  by  the  government. 
In  addition,  insurance  coverage  is  man¬ 
datory  under  the  provisions  of  FAR 
28.301  when  commingling  of  property, 
type  of  operation,  circumstances  of  own¬ 
ership,  or  conditions  of  the  contract 
make  it  necessary  for  the  protection  of 
the  government. 

b.  FAR  42.302(aK2)  requires  the  ACO 
to  review  contractors’  insurance  plans. 
The  ACO  must  specifically  approve,  nor¬ 
mally  in  advance,  the  form,  extent, 
amount  and  period  of  insurance  coverage 
in  accordance  with  FAR  28.3.  This  ap¬ 
proval,  however,  does  not  relieve  the 
auditor  of  the  responsibility  of  reviewing 
premium  costs  for  allowability,  reason¬ 
ableness,  and  allocability  to  government 
contracts. 

7-503  Optional  Insurance  and  the 
Government’s  Contractor  Insurance 
and  Pension  Reviews  Program 

a.  In  addition  to  the  foregoing  manda¬ 
tory  insurance  coverage,  contractors  usu¬ 
ally  obtain  other  types  of  insurance  such 
as  health  and  welfare  benefits  for  employ¬ 
ees  and  various  types  of  casualty  insur¬ 
ance.  FAR  52.228-7  does  not  require  the 
contractor  to  submit  these  types  of  cover¬ 
age  to  the  contracting  officer  for  specific 
approval  unless  requested. 

b.  The  government’s  general  survey 
and  review  of  a  contractor’s  insurance 
program,  which  may  be  performed  under 
FAR  42.3,  may  be  limited  to  verifying 
that  the  contractor’s  insurance  program 
provides  appropriate  protection  in  conso¬ 
nance  with  the  types  of  risks  involved. 
Such  a  review,  by  itself,  does  not  consti¬ 
tute  a  sufficient  basis  for  accepting  relat¬ 
ed  premium  costs.  Therefore,  where 
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insurance  costs  and  the  government's 
participation  therein  are  material,  the 
auditor  should  review  the  contractor’s 
insurance  programs  to  the  extent  re¬ 
quired  to  establish  whether  the  costs  are 
necessary,  reasonable,  and  allocable  to 
government  contracts. 

7-504  Allowability  and  Allocability 

a.  Where  such  benefits  are  not  an 
incidental  part  of  a  pension  plan,  insur¬ 
ance  programs  may  be  established  to 
provide  current  or  retired  employees  with 
fringe  benefits  such  as  health,  medical 
services,  and  death  benefits.  The  criteria 
for  the  allowability  and  allocability  of 
such  costs  is  governed  primarily  by  FAR 
31.205-6,  Compensation,  and  CAS  415, 
Deferred  Compensation,  rather  than  by 
FAR  31.205-19  Insurance  and  Indemnifi¬ 
cation.  Payments  under  these  prc^ms 
can  constitute  either  current  or  deferred 
compensation.  Deferred  comi^nsation  is 
allowable  only  to  the  extent  it,  tt^ether 
with  ail  other  compensation  paid  to  the 
employee,  is  reasonable  in  amount,  paid 
pursuant  to  a  good  faith  agreement  be¬ 
tween  the  employee  and  the  contractor, 
and  consistently  applied  in  future  peri¬ 
ods.  Costs  which  are  unallowable  under 
other  paragraphs  of  FAR  31.2,  shall  not 
be  allowable  under  FAR  3 1 .205-6  or  CAS 
415  solely  on  the  basis  that  they  consti¬ 
tute  personal  compensation. 

b.  CAS  416  provides  criteria  for  the 
measurement  of  insurance  costs,  the  as¬ 
signment  of  such  costs  to  cost  accounting 
periods,  and  the  allocation  to  final  cost 
objectives.  Briefly  stated,  the  standard 
requires  that  allocation  of  insurance  costs 
to  cost  objectives  shall  be  based  on  the 
beneficial  or  causal  relationship  between 
insurance  costs  and  the  cost  objectives.  It 
also  specifies  that  the  amount  of  insur¬ 
ance  cost  to  be  assigned  to  a  cost  account¬ 
ing  period  is  the  projected  average  loss 
for  that  period  plus  insurance  adminis¬ 
tration  expenses  incurred  in  the  same 
period. 

7-505  Purchased  Insurance 

a.  Purchased  insurance  can  usually  be 
obtained  from  commercial  carriers  for  all 
types  of  insurance.  Generally,  contractors 
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purchase  insurance  at  fixed  premiums  or 
advance  premiums  which  are  subject  to 
retroactive  adjustments  on  the  basis  of 
claim  experience.  The  auditor’s  review 
should  include  an  appropriate  examina¬ 
tion  of  individual  insurance  policies  for 
indications  of  excessive  or  duplicated 
coverage  or  unrealistic  premium  rates. 
During  periods  of  high  competition  with¬ 
in  the  insurance  industry,  premium  costs 
diminish.  Therefore,  the  auditor  should 
ascertain  whether  the  contractor  solicits 
competitive  quotations  periodically  to 
determine  that  downward  price  trends 
are  reflected  in  the  premiums  paid. 

b.  The  government’s  participation  in 
premium  costs  should  be  commensurate 
with  the  benefits  received.  Also,  contracts 
should  share  in  dividends  and  other 
credits  received  by  the  contractor,  in 
proportion  to  the  participation  in  gross 
premium  costs.  Insurance  provided  by 
captive  insurers  (owned  by  or  under  the 
control  of  the  contractor)  is  considered 
self-insurance  and  must  comply  with  the 
self-insurance  provisions  of  CAS  416. 
Premiums  paid  to  fronting  insurance 
companies  (companies  not  related  to  the 
contractor  which  reinsure  with  a  captive 
insurer)  should  not  exceed  (excluding  a 
reasonable  service  charge)  the  amount 
which  the  contractor  would  have  been 
allowed  had  it  contracted  with  a  competi¬ 
tive  insurer. 

7-506  Self-Insurance 

7-506.1  Contractor  Elections  for  Self- 
Insurance 

a.  Contractors  may  elect  to  provide 
coverage  for  certain  risks  from  their  own 
resources  under  a  program  of  self-insur¬ 
ance.  The  contractor’s  decision  to  self- 
insure  should  be  based  on  a  determina¬ 
tion  that  the  coverage  can  be  provided  by 
self-insurance  at  a  cost  not  greater  than 
the  cost  of  obtaining  equivalent  coverage 
from  an  insurance  company  or  State 
fund.  If  purchased  insurance  is  available, 
the  charge  for  any  self  insurance  coverage 
plus  insurance  administrative  expenses 
shall  not  exceed  the  cost  of  comparable 
purchased  insurance  plus  associated 
insurance  administrative  expenses  (FAR 
31.205-19). 
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b.  Generally,  the  contractor  will  rely  on 
self-insurance  to  cover  ordinary  risks  and 
losses  and,  at  the  same  time,  maintain 
various  forms  of  purchased  insurance  to 
cover  major  risks  and  catastrophic  losses. 
For  example,  under  a  self-insured  em¬ 
ployee  group  health  and  survivorship 
plan  the  contractor  usually  will  limit  its 
self-insurance  to  providing  hospital,  sur¬ 
gical,  and  medical  expenses  and,  at  the 
same  time,  purchase  insurance  covering 
life,  accidental  death  and  dismember¬ 
ment,  disability  income  benefits,  and 
dreaded  disease  coverage. 

7-S06.2  Approval  for  Self-Insurance 

In  accordance  with  FAR  28.308,  self- 
insurance  programs  must  be  submitted  to 
the  contracting  officer  for  approval  when 
50  percent  or  more  of  the  self-insurance 
costs  to  be  incurred  at  a  segment  will  be 
allocated  to  negotiated  government  con¬ 
tracts  and  the  self-insurance  costs  at  the 
segment  are  expected  to  be  $200,000  or 
more  annually.  This  same  section  of  FAR 
provides  that  programs  of  self-insurance 
covering  any  kind  of  risk  may  be  ap¬ 
proved  when  examination  of  such  pro¬ 
ems  indicates  that  their  application  is 
in  the  best  interest  of  the  government. 
Self-insurance  for  risks  of  catastrophic 
losses,  however,  is  not  allowable  in  accrr- 
dance  with  FAR  3 1.205- 19(e). 

7-506.3  Self-Insurance  Administration 
Costs 

a.  A  contractor  may  administer  its  self- 
insurance  program  either  by  employing 
personnel  possessing  the  necessaiy  tech¬ 
nical  skills,  contracting  with  one  or  more 
insurance  firms  to  provide  the  necessary 
services,  or  both.  Since  self-insurance 
costs  should  not  exceed  the  cost  charged 
by  a  commercial  carrier,  it  is  important 
that  all  costs  be  readily  identifiable  in  the 
accounts. 

b.  In  addition  to  losses  related  to 
claims,  the  cost  of  operating  a  self-insur¬ 
ance  program  should  include  the  salaries 
of  employees  in  the  company’s  insurance 
department,  any  outside  services,  and  all 
of  the  incidental  expenses  incurred  such 
as  use  and  occupancy,  telephone,  and 
supplies.  The  contractor  should  make 
periodic  comparisons  between  the  actual 
cost  it  has  incurred  and  the  cost  of 


premiums  it  would  have  paid  to  an 
insurance  company  if  the  coverage  had 
been  purchased. 

7-506.4  Periodic  Charges  for  Self- 
Insurance 

a.  Under  a  self-insurance  program,  the 
contractor  shall  make  a  charge  for  each 
period  which  represents  the  projected 
average  loss  for  that  period.  The  self- 
insurance  charge  plus  insurance  adminis¬ 
tration  expenses  may  be  equal  to,  but 
shall  not  exceed  the  cost  of  comparable 
purchased  insurance  plus  the  associated 
insurance  administration  expenses.  The 
contractor’s  actual  loss  experience  shall 
be  evaluated  regularly  and  self-insurance 
charges  for  subsequent  periods  shall  re¬ 
flect  such  experience  in  a  similar  manner 
as  would  purchased  insurance.  The  actual 
loss  shall  be  measured  by  actual  cash 
value  of  the  property  destroyed,  amounts 
paid  or  accrued  to  repair  damage, 
amounts  paid  or  accrued  to  estates  and 
beneflciaries,  and  amounts  paid  or  ac¬ 
crued  to  compensate  claimants,  including 
subrogation.  Actual  losses  may  b6  used  to 
determine  self-insurance  costs  (1)  when 
probable  losses  will  not  differ  significant¬ 
ly  from  the  projected  averse  loss  for  that 
period  and  (2)  under  self-insurance  pro¬ 
grams  for  retired  persons. 

b.  CAS  416.50(a)(3Xii)  provides  that  if 
a  lo.ss  has  been  incurred  and  the  amount 
of  the  liability  to  a  claimant  is  flxed  or 
reasonably  certain,  but  actual  payment  of 
the  liability  will  not  take  place  for  more 
than  one  year  afler  the  loss  is  incurred, 
the  amount  of  the  loss  to  be  recognized 
currently  shall  not  exceed  the  present 
value  of  the  future  payments.  These 
future  payments  are  to  be  computed 
using  a  discount  rate  equal  to  that  pre- 
scril^d  for  settling  such  claims  by  the 
State  having  jurisdiction  over  the  claim 
or  if  no  such  rate  is  prescribed  by  the 
State,  then  the  current  Treasury  Rate  is 
to  be  used  to  discount  the  liability.  Be¬ 
cause  many  State  rates  are  unrealistically 
low,  using  such  rates  to  discount  self- 
insurance  liabilities  will  result  in  exces¬ 
sive  contract  costs.  FAR  31.205-19(aX3) 
limits  the  computation  of  the  present 
value  of  future  payments  to  an  amount 
computed  using  as  a  discount  rate  the 
interest  rate  determined  by  the  Secretary 
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of  the  Treasury  pursuant  to  SO  U.S.C. 
App.  1215(bK2)  in  effect  at  the  time  the 
loss  is  recognized. 

7-S06.S  Broker’s  Quotes  Used  to 
Estimate  Setf-Insuranoe  Costs 

a.  The  use  of  broker  quotes  is  an 
estimating  technique  in  which  contrac* 
tors  obtain  a  quote  from  an  insurance 
broker  and  use  it  to  represent  their  pro¬ 
jected  average  loss.  They  do  not  actually 
purchase  the  insurance  but  only  use  the 
quote  to  determine  the  costs  that  would 
have  been  incurred  if  the  insurance  cov¬ 
erage  had  been  purchased.  Use  of  these 
quotes  to  estimate  self-insurance  costs  for 
a  period  is  generally  considered  an  ac¬ 
ceptable  estimating  technique  to  deter¬ 
mine  the  projected  average  loss  for  the 
period  under  CAS  416.50(aX2Ki).  which 
states  “If  insurance  could  be  purchased 
against  the  self-insurance  risk,  the  cost  of 
such  insurance  may  be  used  as  an  esti¬ 
mate  of  the  projected  average  loss;  if  this 
method  is  used,  the  self-insurance  charge 
plus  insurance  administration  expenses 
may  be  equal  to,  but  shall  not  exceed,  the 
cost  of  comp^ble  purchased  insurance 
plus  the  associated  insurance  administra¬ 
tion  expenses.  However,  the  contractor’s 
actual  loss  experience  shall  be  evaluated 
regularly,  and  self-insurance  charged  for 
subsequent  periods  shall  reflect  such  ex¬ 
perience  in  the  same  manner  as  would 
purchased  insurance.”  Many  times 
quotes  may  contain  statements  that  actu¬ 
al  loss  experience  was  considered  but,  in 
reality,  there  is  no  relationship  between 
the  quoted  amount  and  the  loss  experi¬ 
ence.  It  is  imperative  that  an  evaluation 
of  self-insurance  costs  based  on  broker 
quotes  be  reviewed  for  reasonableness, 
i.e.,  that  the  actual  loss  experiences  of  the 
contractor  has  been  included  as  one  of 
the  factors  in  the  quote  used  to  measure 
the  self-insurance  charge,  and  that  the 
quote  is  based  on  all  pertinent  data 
regarding  the  contractor’s  potential  liabil¬ 
ity  for  the  insurance  coverage.  Contrac¬ 
tors  should  be  required  to  adequately 
demonstrate  that  amounts  claimed  for 
self-insurance  costs  based  on  broker 
quotes  consider  these  factors. 

b.  In  addition  to  requiring  that  the 
quoted  amounts  reflect  actual  experience 
and  potential  liability,  contractors  who 


use  this  method  should  be  required,  at  a 
minimum,  to  obtain  competitive  quotes 
and  to  demonstrate  that  the  use  of  broker 
quotes  is  also  in  accordance  with  FAR 
31.205-19(aK2Ki)  in  that  they  are  based 
on  sound  business  practices  and  the  rates 
and  premiums  quoted  are  reasonable 
under  the  circumstances.  The  contrac¬ 
tor’s  self-insurance  program,  including 
the  use  of  broker  quotes,  should  be 
approved  by  the  ACO  and  should  be  in 
accordance  with  the  contractor’s  policies 
and  procedures  and  insurance  manual. 
Hie  contractor  should  maintain  the  dif¬ 
ference  between  the  estimated  and  actual 
cost  in  a  reserve  account.  The  account 
should  be  adjusted  annually  to  reflect 
changing  reserve  requirements  as  deter¬ 
mined  by  an  actuary,  and  any  adjustment 
should  be  reflected  in  the  next  year’s 
estimated  projected  average  loss. 

7-506.6  Audit  Considerations 

When  reviewing  a  contractor’s  self- 
insurance  program,  the  auditor  should 
evaluate  (1)  the  types  of  risks  covered 
and  the  nature  of  the  contractor’s  risk 
assumption,  (2)  comparative  costs  of  the 
program,  including  administrative  and 
corollary  costs,  (3)  effectiveness  of  the 
contractor’s  claims  procedures,  (4)  equity 
of  the  accounting  treatment  of  self-insur¬ 
ance  costs  from  the  standpoint  of  the 
plan  of  funding  and  allocation  of  costs, 
and  (S)  maintenance  of  the  reserve  in 
accordance  with  CAS  416.  In  reviewing 
the  administrative  and  corollary  costs, 
the  auditor  must  assure  that  all  appropri¬ 
ate  costs  have  been  taken  into  account 
and  that  self-insurance  is  economical.  It 
should  also  be  ascertained  whether  the 
contractor  has  a  staff  that  is  qualified  to 
process  claims  and  whether  the  system 
has  internal  controls  that  are  adequate  to 
assure  accurate  payment  of  claims  to 
employees  or  third  parties. 

7-507  Workers*  Compensation  and 
Employer  Liability  Insurance 

7-507.1  General 

a.  Workers’  compensation  insurance 
protects  an  employer  against  the  liability 
imposed  by  workers’  compensation  laws 
to  pay  benefits  and  furnish  medical  care 


DCAA  Contract  Audit  Manual 


740 

117-507.1a. 

to  employees  for  injuries  and  occupation¬ 
al  diseases  attributable  to  their  employ¬ 
ment.  Employer’s  liability  insurance  cov¬ 
ers  claims  for  damages  relating  to  special 
types  of  work  and  injuries  or  occupation¬ 
al  diseases  not  covered  under  the  State 
laws.  These  types  of  liability  coverage  are 
not  a  form  of  personal  compensation  to 
the  employee,  and  their  allowability 
should  be  considered  under  FAR  31.205- 
19.  FAR  28.307-2  requires  contractors 
performing  under  government  contracts 
to  car^  employer’s  liability  coverage  in 
the  minimum  amount  of  $100,000,  ex¬ 
cept  in  States  with  exclusive  or  monopo¬ 
listic  workers’  compensation  funds  which 
do  not  permit  the  writing  of  such  cover¬ 
age  by  private  carriers,  or  except  in  those 
States  where  the  Workmen’s  Compensa¬ 
tion  Act  constitutes  the  exclusive  remedy 
of  employees  against  employers  for  all 
injuries  or  diseases  relating  to  their  work. 
The  cost  of  workers’  compensation  is 
affected  by  geographical  location  and  the 
hazards  of  the  particular  work  task. 
Therefore,  the  contractor’s  method  of 
allocating  the  expense  to  burden  centers 
should  recognize  this  relationship  in  or¬ 
der  to  allocate  the  premium  cost  equit¬ 
ably. 

b.  Each  State  has  its  own  workers’ 
compensation  laws.  Accordingly,  audi¬ 
tors  should  determine  that  contract 
charges  for  workers’  compensation  are  in 
accordance  with  laws  of  the  contractor’s 
applicable  state  of  business.  Premium 
rate  guidelines  are  published  by  the  Na¬ 
tional  Council  on  Compensation  Insur¬ 
ance  based  on  accident  experience 
throughout  the  Nation’s  businesses  and 
industries.  Workers’  compensation  rates 
are  based  on  employee  occupational  clas¬ 
sifications  and  on  covered  payroll.  When 
evaluating  such  rates,  the  auditor  should 
determine  that  all  applicable  labor  cate¬ 
gories  are  used  to  estimate  the  insurance 
premium.  The  failure  to  include  all  labor 
categories  can  result  in  overstated  premi¬ 
ums. 

c.  Usually,  an  estimated  premium  is 
charged  when  the  workers’  compensation 
policy  is  written.  After  the  policy  expires, 
a  payroll  audit  is  made.  The  actual  pre¬ 
mium  is  then  determined  and  adjust¬ 
ments  made.  Auditors  should  be  alert  to 
specific  policy  clauses.  Some  policies  call 
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for  interim  adjustments,  such  as  adjust¬ 
ments  to  the  estimated  premium  for  the 
actual  amount  of  labor  dollars  incurred 
on  a  monthly  basis. 

7-507.2  Retrospectively  Rated  Plans 

a.  Many  workers’  compensation  poli¬ 
cies  are  retrosp^tively  rated.  The  initial 
premium  is  adjusted  (up  or  down)  at  a 
later  date,  depending  on  incurred  losses. 
Although  there  are  many  variations  of 
retrospectively  rated  plans,  an  insurance 
company  will  normally  go  through  the 
following  steps  when  billing  a  customer 
under  a  retrospectively  rated  policy: 

( 1 )  The  policy  is  written  using  the  State 
bureau  rates.  The  retrospective  endorse¬ 
ment  and  provisions  are  attached  to  the 
policy. 

(2)  The  premium  is  billed  based  on 
payrolls  reported  to  insurance  company. 

(3)  After  the  policy  expires,  the  insur¬ 
ance  company  audits  the  actual  payroll 
data.  The  insurance  company’s  audited 
payroll  amount  is  used  to  develop  the 
standard  premium  used  in  the  retrospec¬ 
tive  adjustment. 

(4)  Actual  claims  are  valued  by  the 
claim  department  six  months  after  the 
policy  expires.  The  time  lag  permits 
accurate  valuation  of  open  cases  and 
allows  time  for  settlement  of  outstanding 
claims. 

(5)  The  loss  and  payroll  figures  are  then 
used  by  the  insurance  company  to  calcu¬ 
late  the  first  retrospective  rating  adjust¬ 
ment. 

(6)  Subsequent  retrospective  adjust¬ 
ments  may  be  made  at  1-  year  interv^s  to 
reflect  the  developments  on  open  cases. 

b.  The  retrosp^tive  rating  billing  pro¬ 
cedures  should  give  the  auditor  an  indi¬ 
cation  of  some  of  the  documentation 
available  to  evaluate  the  allowability  and 
allocability  of  insurance  costs. 

c.  Where  retrospectively  rated  plans 
are  used,  insurance  companies  may  hold 
reserves.  Reserves  provide  for  antici¬ 
pated  payouts  after  the  close  of  the  policy 
year.  The  auditor  should  review  the  writ¬ 
ten  purpose  of  the  reserve  to  determine 
that  the  reserve  is  not  an  unallowable 
deposit.  The  auditor  should  evaluate  the 
support  for  the  reserve  and  the  fluctua¬ 
tions  within  the  reserve.  Usually,  pending 
lawsuits,  known  claims,  and  legal  repre- 
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sentations  from  attorneys  are  included  as 
part  of  the  supporting  reserve  package. 
The  same  documentation  should  be 
available  for  reserves  under  both  a  pur¬ 
chase  plan  and  a  self-insurance  plan. 

7-507.3  National  Defense  Projects 
Rating  Plan 

a.  Ordinarily,  a  retrospective  rating 
plan  will  result  in  the  lowest  net  cost  for 
workers'  compensation  insurance.  How¬ 
ever,  the  National  Defense  Projects  Rat¬ 
ing  Plan  described  in  DFARS  228.304  is 
intended  to  provide  this  insurance  to  an 
eligible  contractor  at  even  lower  costs. 
The  savings  result  partly  from  covering 
not  only  the  employees  of  the  prime 
contractor,  but  also  those  of  all  of  its 
subcontractors  performing  work  at  the 
same  location. 

b.  The  rating  plan  may  be  applied  to 
cost-reimbursement  type  contracts  and, 
in  appropriate  cases,  to  fixed-price  con¬ 
tracts  with  price  redetermination  provi¬ 
sions.  A  defense  project  is  eligible  for 
application  of  the  plan  when  (1)  eligible 
government  contracts  represent,  at  incep¬ 
tion  of  the  plan,  at  least  90  percent  of  the 
payroll  for  total  operations  at  the  specific 
locations  of  the  project;  and  (2)  the 
annual  premium  for  insurance  is  estimat¬ 
ed  to  be  at  least  $10,000.  The  plan  is 
available  in  all  States  except  Arizona, 
California,  Nevada,  North  Dakota,  Ohio, 
Oregon,  Washington,  West  Virginia,  and 
Wyoming. 

c.  Notify  the  contracting  officer  of  any 
instance  where  an  eligible  contractor’s 
workers’  compensation  insurance  has  not 
been  placed  under  this  plan. 

7-507.4  War  Hazard  Insoraiice  —  War 
Hazard  Conpeosatioa  Act 

a.  The  Defense  Base  Act  extends  work¬ 
ers’  compensation  coverage  to  various 
classes  of  employees  engaged  in  work 
outside  the  United  States.  Where  the 
Defense  Base  Act  applies,  the  benefits  of 
the  Longshoremen’s  and  Harbor  Work¬ 
er’s  Compensation  Act  are  extended 
through  the  operation  of  the  War  Hazard 
Compensation  Act,  as  amended  (42 
U.S.C.  1701  et  seq.),  to  afford  protection 
to  employees  against  the  hazards  of  war 
(injury,  death,  capture,  detention).  In 
general,  war  hazard  benefits  are  payable 


when  the  claim  cannot  be  presented 
under  the  workers’  compensation  cover¬ 
age  because  the  event  which  caused  the 
claim  was  attributable  to  an  act  of  war. 
Benefits  of  the  War  Hazard  Compensa¬ 
tion  Act  are  provided  to  all  eligible 
employees  at  no  cost  to  the  employer  by 
the  Bureau  of  Employee’s  Compensation, 
Department  of  Labor. 

b.  Upon  recommendation  of  the  offi¬ 
cials  concerned,  as  prescribed  in  DFARS 
228.305(d),  the  Secretary  of  Labor  may 
waive  the  applicability  of  the  Defense 
Base  Act  with  respwt  to  any  contract, 
subcontract,  or  classification  of  employ¬ 
ees.  Waivers  of  the  Defense  Base  Act 
should  be  considered  where  foreign  em¬ 
ployees  are  subject  to  compensation  laws 
or  comparable  provisions  of  their  coun- 
tiy.  In  these  instances,  the  benefits  pro¬ 
vided  by  the  country  of  the  employed 
foreign  national  are  less  than  the  benefits 
offered  under  the  Defense  Base  Act  and 
consequently  the  ultimate  cost  to  the 
government  would  be  less.  In  addition  to 
the  benefits  provided  under  the  War 
Hazards  Compensation  Act,  a  contractor 
may  be  required  to  provide  supplemental 
war  hazard  insurance  in  order  to  induce 
employees  into  hazardous  areas.  This 
supplemental  coverage  is  generally  limit¬ 
ed  to  U.S.  citizens  and  professional-type 
foreign  nationals. 

7-507.5  War  Hazard  Insurance  — 
FD-712  Program 

The  FD-712  War  Hazard  policy  is  a 
unique  program  for  supplemental  bene¬ 
fits  offered  by  a  commercial  insurance 
company.  The  insurance  is  written  direct¬ 
ly  with  contractors,  subcontractors,  and 
grantees  of  the  military  departments. 
Department  of  State,  Agency  for  Interna¬ 
tional  Development,  or  any  other  depart¬ 
ment,  agency,  or  subdivision  of  the  Fed¬ 
eral  government  which  is  eligible  to  par¬ 
ticipate  in  this  insurance  (and  is  accepted 
in  writing  by  the  insurance  company  for 
this  coverage).  The  FEX-712  program  pro¬ 
vides  benefits  up  to  $50,000  at  stipulated 
rates  as  indemnity  for  loss  of  life,  limb, 
sight,  or  permanent  total  disability.  Un¬ 
der  the  Retrospective  Premium  Agree¬ 
ment,  the  total  premiums  paid  are  adjust¬ 
ed  to  reflect  actual  losses,  accumulation 
of  a  stabilization  fund  for  the  payment  of 
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future  losses,  accumulated  interest,  and 
incurring  States’  premium  taxes.  Any 
premium  in  excess  of  that  calculated  in 
the  premium  adjustment  is  payable  to  the 
Treasurer  of  the  United  States.  Upon 
termination  of  the  policy  and  after  all 
outstanding  losses  have  been  settled,  the 
final  premium  is  determined  and  any 
determined  excess  premium  will  be  paid 
to  the  Treasurer  of  the  United  States. 

7-508  Liability  Insurance 

7-508.1  General  Comprehensive  Liability 
Insurance 

FAR  28.307-2(b)  requires  general  com¬ 
prehensive  insurance  with  minimum  lim¬ 
its  of  $300,000  per  accident.  Third  party 
property  damage  liability  insurance  ordi¬ 
narily  is  not  required  under  government 
contracts.  However,  where  a  commin¬ 
gling  of  operations  permits  property 
damage  coverage  to  be  obtained  at  a 
nominal  cost  to  the  government  under 
insurance  carried  by  the  contractor  in 
connection  with  the  general  conduct  of 
its  business,  the  participation  in  such 
insurance  cost  may  be  deemed  in  the  best 
interest  of  the  government. 

7-508.2  Automobile  Liability  Insurance 

For  automobile  liability,  FAR  28.307- 
2(c)  requires  coverage  with  minimum 
limits  of  $200,000  per  person  and 
$500,000  per  accident  for  bodily  injury 
and  $20,()00  per  accident  for  property 
damage.  This  coverage  is  required  in  a 
comprehensive  policy  covering  the  opera¬ 
tion  of  all  vehicles  used  in  performance 
of  government  contracts. 

7-508.3  Aircraft  Liability  Insurance 

When  aircraft  are  used  in  performance 
of  government  contracts,  FAR  28.307- 
2(d)  requires  public  liability  coverage 
with  minimum  limits  of  $200,000  per 
person  and  $300,000  per  accident  for 
bodily  injury  and  a  minimum  limit  of 
$200,000  per  accident  for  property  dam¬ 
age.  Also,  passenger  liability  bodily  injury 
limits  of  S200,CIOO  per  passenger  is  re¬ 
quired,  with  an  aggregate  minimum  limit 
equal  to  total  number  of  seats  or  total 
number  of  passengers,  whichever  is  great¬ 
er. 
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7-508.4  PL  97-12  Prohibition  of  Certain 
Insurance  Costs 

Public  Law  97-12  prohibits  payments 
for  commercial  insurance  to  protect 
against  the  contractor’s  own  defects  in 
materials  or  workmanship  incident  to  the 
normal  course  of  construction.  TTie  type 
of  insurance  covered  by  this  public  law 
should  not  be  confused  with  professional 
liability  insurance,  such  as  that  main¬ 
tained  by  architects  and  engineers  cover¬ 
ing  liabilities  to  third  parties  arising  from 
errors,  omissions  or  negligent  acts.  The 
public  law  is  not  intended  to  cover  liabili¬ 
ty  insurance  for  damages  (third  party 
suits)  arising  as  a  result  of  the  use  of  the 
product.  Rather  it  is  intended  to  make 
unallowable  costs  to  repair  defects  in 
materials  or  workmanship.  Accordingly, 
the  public  law  cannot  be  cited  as  a  basis 
for  questioning  costs  of  third  party  liabil¬ 
ity  insurance.  However,this  does  not 
mean  that  professional  liability  insurance 
may  not  be  questionable  due  to  lack  of 
allocability  to  government  contracts  in 
accordance  with  7-508.5,  Professional 
Liability  Insurance. 

7-508.5  Professional  Liability  Insurance 

a.  Professional  liability  insurance  (also 
referred  to  as  architects  and  engineers  or 
errors  and  omissions  insurance)  protects 
against  damages  to  clients  or  third  parties 
resulting  from  professional  errors  or 
judgments.  The  cost  of  professional  lia¬ 
bility  insurance  is  allowable,  subject  to 
tests  of  reasonableness  and/or  allocabili¬ 
ty.  In  performing  these  tests,  if  the  cost  of 
insurance  is  material,  the  auditor  should 
review  the  policy  coverage  and  claims 
and  loss  experience. 

b.  Reviewing  policy  coverage  is  the 
first  and  most  important  step  in  deter¬ 
mining  allocability  and  reasonableness.  If 
a  contractor’s  liability  insurance  policy 
provides  coverage  for  its  general  practice, 
allocation  of  premiums  to  all  contracts 
through  overhead  or  general  and  admin¬ 
istrative  expense  is  usually  acceptable. 
However,  if  this  policy  is  written  to 
provide  unique  liability  coverage  for  a 
particular  business  se^ent  or  product, 
costs  should  be  directly  allocated  to  the 
benefiting  cost  objective.  Where  a  plain 
reading  of  the  policy  does  not  clearly 
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establish  the  general  nature  of  the  cover¬ 
age  or  the  auditor  has  reason  to  believe 
that  unique  liability  coverage  is  involved, 
an  examination  should  be  made  of  the 
types  of  services  being  rendered  to  both 
the  government  and  commercial  custom¬ 
ers.  If  the  services  (service  primarily 
refers  to  discipline,  such  as  architectural, 
mechanical,  civil  engineering  work,  etc.) 
are  essentially  similar,  a  broad-based 
allocation  is  acceptable.  On  the  other 
hand,  where  the  services  are  dissimilar, 
examination  should  be  made  of  the 
claims  and  loss  experience  as  explained 
below. 

c.  If  the  costs  are  material,  and  the 
contractor  does  not  provide  the  same 
service  to  the  government  as  to  the 
commercial  customers,  then  the  auditor 
should  review  claims  and  loss  experience. 
(Claims  are  always  defined  in  the  policy.) 
This  could  give  the  auditor  some  added 
insight  into  the  applicability  of  policy 
coverage  as  well  as  allocability  of  costs. 
Items  reviewed  should  include  a  number 
of  settled  and  pending  claims,  whether 
they  apply  to  government  or  commercial 
contracts,  and  the  dollar  amounts.  The 
auditor  must  exercise  judgment  in  select¬ 
ing  a  time  frame  to  review  claims  history 
relevant  to  the  costs  under  review. 

(1)  The  existence  of  claims  on  either 
government  or  commercial  contracts  al¬ 
one  is  not  conclusive  as  to  how  premiums 
should  be  allocated.  However,  a  signifi¬ 
cant  number  of  claims  arising  because  of 
one  particular  product,  segment,  custom¬ 
er,  etc.,  may  indicate  the  need  for  a  more 
thorough  review  of  the  nature  of  the 
service  or  projects  causing  the  claims 
disparity  and  consideration  of  a  more 
appropriate  allocation  base. 

(2)  The  review  of  claims  and  loss 
experience  should  only  be  used  to  chal¬ 
lenge  the  broad-based  allocation  of  costs 
where  the  auditor  can  determine  that  the 
insurance  is  primarily  purchased  to  pro¬ 
tect  against  liability  unique  to  particular 
types  of  services,  components,  or 
projects. 

d.  In  determining  premiums  for  a  con¬ 
tractor,  the  insurance  carrier  usually  con¬ 
siders  such  factors  as  location  of  the 
business,  size  of  the  firm  (billing/reve¬ 
nue),  professional  discipline(s)  being 
practiced,  and  loss  experience.  The  prop¬ 


er  allocation  of  premium  costs  should  be 
determined  primarily  by  the  terms  of  the 
coverage  where  services  provided  are 
essentially  the  same  for  all  final  cost 
objectives.  While  claims  and  loss  experi¬ 
ence  may  vary  considerably  from  year  to 
year,  and  between  classes  of  businesses 
(i.e.,  government  vs.  commercial),  such 
experience  should  not  be  used  to  chal¬ 
lenge  the  broad  based  allocation  of  pre¬ 
mium  cost  unless  it  can  be  determined 
that  the  services  provided  are  essentially 
dissimilar  and  hence  the  risk  of  claims  is 
proportionally  greater  for  certain  services 
than  others. 

7-508.6  Product  Liability 

a.  In  the  normal  course  of  doing  busi¬ 
ness,  a  contractor  will  insure  itself  against 
bodily  injury  to  others,  and  damage  to,  or 
loss  of,  property  of  others  arising  from 
the  failure  of  its  products.  A  common 
basis  for  this  premium  is  sales.  The  cost 
applicable  to  military  versus  commercial 
products  should  be  easily  determinable 
unless  an  average  composite  liability  rate 
is  used  for  both. 

b.  Such  a  composite  rate  may  be  ine¬ 
quitable,  and  should  be  discussed  with 
government  contract  management  per¬ 
sonnel  and  the  contractor  for  the  pur¬ 
poses  of  obtaining  separate  rates  for 
military  and  commercial  products.  For 
the  most  part,  major  defense  contractors 
have  negotiated  separate  rates,  but  the 
rates  for  military  products  still  may  be 
excessive  in  relation  to  the  actual  losses 
resulting  from  failure  of  military  prod¬ 
ucts. 

c.  Auditors  should  ascertain  that  the 
contractor  has  conscientiously  attempted 
to  negotiate  with  its  insurance  carrier  a 
separate  military  products  rate  commen¬ 
surate  with  the  loss  experience  of  such 
products.  Whenever  premium  rates  are 
not  commensurate  with  loss  experience, 
obtain  the  views  of  the  government  con¬ 
tract  management  official  relative  to  rat¬ 
ing  the  coverage.  Further,  ensure  there  is 
no  absorption  by  government  contracts 
of  premiums  solely  applicable  to  a  con¬ 
tractor’s  commercial  products. 

d.  Audit  evaluations  of  product  liabili¬ 
ty  insurance  premium  allocations  should, 
as  a  minimum,  include  an  analysis  of  the 
government  and  commercial  loss  experi- 
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ence  for  a  representative  period.  Govern¬ 
ment  premium  breakout  allocations  in 
excess  of  the  average  government  toss 
experience  may  be  unreasonable.  If  an 
excess  exists,  additional  audit  consider¬ 
ations  would  include  (1)  comparisons  of 
premiums  and  allocation  bases  with  com¬ 
parable  companies;  (2)  requesting  de¬ 
tailed  explanations  from  the  insurance 
carriers  on  the  basis  of  the  premium  split 
between  commercial  and  government 
and  a  breakdown  of  risk  exposure;  and 
(3)  if  possible,  obtaining  independent 
quotes  from  other  insurance  carriers  on 
government  exposure  only.  Where  air¬ 
craft  product  liability  insurance  is  allo¬ 
cated  on  a  sales  base  to  government 
contracts,  auditors  should  specifically  re¬ 
view  for  compliance  with  CAS 
403.40(b)(4)  and  403.6(Kb)  if  a  home 
office,  and  CAS  410.50(g)(2)  if  an  operat¬ 
ing  segment.  Where  a  breakout  between 
commercial  and  government  is  not  pro¬ 
vided,  exceptions  to  proposed  costs 
should  be  considered  as  noncompliances 
with  the  standards  as  well  as  FAR 
3 1.201 -4(b).  Advance  agreements  be¬ 
tween  the  government  and  contractors  on 
acceptable  government  premium  costs 
should  clearly  state  the  basis  of  the  agree¬ 
ment  and  how  future  costs  will  be  allocat¬ 
ed. 

7-508.7  Insurance  for  Government- 
Owned  Property 

FAR  31.205-19(aK2)(iv)  states  “Costs 
of  insurance  for  the  risk  of  loss  of  or 
damage  to  Government  property  are  al¬ 
lowable  only  to  the  extent  that  the  con¬ 
tractor  is  liable  for  such  loss  or  damage 
and  such  insurance  does  not  cover  loss  or 
damage  that  results  from  willful  miscon¬ 
duct  or  lack  of  good  faith  on  the  part  of 
any  of  the  contractor’s  directors  or  offi¬ 
cers  or  other  equivalent  representatives,” 
Accordingly,  where  the  risk  of  loss  is  not 
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the  responsibility  of  the  contractor,  the 
cost  of  insurance  coverage  should  be 
questioned. 

7-509  Casualty  Insurance 

7-509.1  Fire  and  Comprehensive 
Casualty  Insurance 

Fire  insurance  provides  for  reimburse¬ 
ment  to  the  insured  for  losses  resulting 
from  the  causes  enumerated  within  each 
policy.  Most  of  these  policies  will  include 
hazards  in  addition  to  fire,  such  as  hail, 
windstorm  and  earthquake.  When  such  is 
the  case,  the  policy  is  usually  referred  to 
as  a  multiple  peril  or  comprehensive 
policy.  These  policies  ordinarily  cover 
buildings,  capital  equipment,  invento¬ 
ries,  and  supplies  belonging  to  the  in¬ 
sured.  With  respect  to  buildings,  rating 
bureaus  established  under  the  various 
State  insurance  departments  are  respon¬ 
sible  for  setting  the  rates  for  each  type  of 
building.  Self-insurance  is  most  appropri¬ 
ate  where  a  contractor’s  plants  are  isolat¬ 
ed  and  scattered  over  a  wide  area,  there¬ 
by  dispersing  the  risk. 

7-509.2  Fidelity  Bonds 

Fidelity  bonds  provide  protection 
against  defalcation  and  thef)  by  employ¬ 
ees,  especially  those  in  positions  of  trust. 
The  auditor  should  become  familiar  with 
the  circumstances  involved  in  any  claim 
for  loss,  inasmuch  as  it  indicates  a  failure 
of  internal  control. 

7-509.3  Insurance  on  Lives  of  Officers 
and  Owners 

Costs  of  insurance  on  lives  of  officers, 
partners,  or  proprietors  are  allowable 
only  to  the  extent  that  the  insurance 
represents  additional  compensation.  The 
auditor  should  review  the  insurance  poli¬ 
cy  to  determine  who  is  the  beneficiary  on 
the  policy. 
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7-600  Section  6 

7-601  Introduction 

This  section  provides  guidance  for  the 
review  of  pension  plans.  Basic  consider¬ 
ations  concerning  the  allocability  of  costs 
of  retirement  and  pension  plans  are 
found  in  Cost  Accounting  Standards 
(CAS)  4 1 2  and  4 1 3  (see  8-4 1 2  and  8-4 1 3). 
Basic  considerations  concerning  the  al¬ 
lowability  of  costs  of  retirement  and 
pension  plans  are  in  FAR  31.205-6.  In 
accordance  with  DFARS  Subpart  242.73, 
joint  reviews  of  pension  costs  are  con¬ 
ducted  by  DLA  and  DCAA  at  contractor 
locations  that  have  actual  or  anticipated 
annual  sales  of  $10  million  or  more  on 
negotiated  contracts,  including  subcon¬ 
tracts  (see  5-803).  See  9-703.8  for  guid¬ 
ance  on  evaluation  of  pension  costs  in 
contractor  indirect  cost  estimates. 

7-602  Definitions  and  Terms 

Due  to  the  complexity  of  this  audit 
area  and  the  unique  terms  used  in  the 
laws  and  regulations  regarding  pension 
plans,  auditors  should  have  a  working 
knowledge  of  the  terms  and  definitions 
found  in  CAS  412  and  413.  The  auditor 
should  always  exercise  due  care  in  select¬ 
ing  terms  to  describe  specific  issues  when 
reporting  the  results  of  audit  of  pension 
plans. 

7-603  Approval  and  Review 
Requirements 

a.  Most  pension  plans  are  submitted  to 
the  Internal  Revenue  Service  (IRS)  for 
approval.  Generally,  the  IRS  will  issue  a 
“favorable  determination  letter”  if  the 
plan  meets  required  qualifications.  A 
plan  that  satisfies  the  requirements  of 
section  401(a)  of  the  Internal  Revenue 
Code  (IRC)  is  considered  to  be  a  quali¬ 
fied  plan.  If  a  plan  is  qualified,  the 
sponsor  is  entitled  to  claim  contributions 
to  the  plan  as  tax  deductions,  while  the 
plan  participants  are  not  required  to 
claim  earned  benefits  until  they  are  re¬ 
ceived.  If  a  contractor’s  plan  is  qualified, 
a  copy  of  the  “favorable  determination 
letter’  should  be  in  the  permanent  files. 
Some  of  the  more  important  plan  qualifi- 
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cation  requirements  are  (1)  the  employ¬ 
er’s  contributions  to  the  plan  must  be 
irrevocably  funded,  (2)  the  plan  must  be 
intended  io  be  a  permanent  plan  and 
must  be  in  writing  and  communicated  to 
the  employees  and  (3)  the  plan  must  not 
discriminate  L.iher  in  contributions  or 
benefits  in  favor  of  officers,  supervisors 
or  highly  compensated  employees.  Ap¬ 
proval  of  a  pension  plan  by  the  IRS  does 
not  of  itself  necessarily  require  audit 
acceptance  of  the  cost  of  the  plan. 

b.  The  auditor  should  notify  his  or  her 
regional  office  in  writing  when  a  contrac¬ 
tor  has  a  pension  plan  in  effect  that  will 
require  assistance  of  the  regional  office  in 
evaluating  the  pension  plan  costs.  In  the 
event  of  a  transfer  of  audit  cognizance  to 
another  FAO,  the  relinquishing  FAO 
should  prepare  a  detailed  summary  of  the 
current  pension  issues  for  the  FAO  that 
has  assumed  responsibilit>  for  the  pen¬ 
sion  reviews.  The  summary  should  in¬ 
clude  data  on  the  change  in  accumulated 
assets  and  liabilities  in  employee  benefit 
funds  as  a  result  of  any  mergers,  acquisi¬ 
tions,  and  divestitures.  See  1-502  for 
additional  comments  on  transfer  of  audit 
cognizance. 

c.  When  assistance  or  guidance  is  need¬ 
ed  by  the  regional  office  on  a  plan  or  any 
of  its  features,  the  matter  should  be 
referred  to  the  Assistant  Director,  Policy 
and  Plans. 

7-604  Types  of  Pension  Plans 

a.  There  ire  various  types  of  pension 
plans.  Each  type  will  liave  a  formal 
written  document  describing  details  of 
the  plan.  Employers  will  also  usually  have 
explanation  and  announcement  booklets, 
prepared  for  employees,  that  provide 
additional  information  about  each  plan. 

b.  Plans  can  be  classified  as  insured  or 
trusteed,  defined  benefit  or  defined  con¬ 
tribution,  contributory  or  noncontribu 
tory.  Some  plans  will  be  a  combination  of 
these  classifications. 

c.  A  plan  is  called  an  insured  type  if  its 
funding  agency  is  an  insurance  company. 
Here,  the  plan  sponsor  makes  contribu¬ 
tions  to  an  insurance  company,  and  the 
insurance  company  issues  various  types 
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of  contracts  to  provide  the  designated 
plan  benefits.  Some  insurance  arrange¬ 
ments  provide  investment  services  only, 
without  guarantees  of  benefits,  invest¬ 
ments  or  earnings. 

d.  A  plan  is  called  a  trusteed  type  if  its 
funding  agency  is  a  trust  fund.  Contribu¬ 
tions  go  to  the  trustees  who  in  turn  invest 
and  manage  the  assets  and  pay  the  stated 
benefits.  The  trustees  can  be  third  par¬ 
ties,  such  as  banks,  or  individuals,  includ¬ 
ing  employees  of  the  contractor. 

e.  A  plan  is  called  contributory  if  the 
participants  are  allowed  (or  required)  to 
make  contributions  to  it,  usually  in  the 
form  of  payroll  deductions.  A  non-con¬ 
tributory  plan  does  not  permit  contribu¬ 
tions  by  plan  participants. 

7-605  Considerations  in  Evaluating 
Acceptability  of  Claimed  Pension 
Plan  Costs 

7-605.1  Reasonableness  of  Costs  of  Plan 
and  Overall  Compensation  of 
Participating  Employees 

a.  A  comparison  of  the  ratios  of  current 
and  past  service  costs  of  a  given  contrac¬ 
tor’s  plan  to  the  total  basic  payroll  of 
participants  (or  to  the  total  basic  payroll 
of  all  employees),  with  similarly  calculat¬ 
ed  ratios  of  similar  industries  in  the  area, 
will  furnish  a  yardstick  for  the  measure¬ 
ment  of  the  overall  reasonableness  of  the 
costs  of  the  plan.  While  these  results  may 
not  be  conclusive,  they  may  be  indicative 
of  plans  which  warrant  a  more  thorough 
analysis  of  the  factors  affecting  costs. 

b.  Pension  Fund  Valuation  and  Rate  of 
Return. 

(1)  There  are  two  methods  used  to 
accumulate  pension  plan  assets.  One 
method  is  to  purchase  insurance  con¬ 
tracts.  A  second  method  is  to  make 
contributions  to  a  trust  fund.  CAS 
413.40(b)  requires  the  valuation  of  all 
pension  fund  assets  using  a  valuation 
method  which  takes  into  account  unreal¬ 
ized  appreciation  and  depreciation  of  the 
assets.  A  realistic  value  must  be  placed  on 
the  fund  for  proper  determination  of 
funding  requirements.  The  current  value 
or  a  method  that  takes  into  account 
current  value  should  be  used.  When  plan 
asset  values  rise,  funding  contribution 
requirements  will  usually  fall.  The  con¬ 


tractor  should  compute  this  impact  on 
the  pension  expense.  In  many  cases, 
contractors  will  make  this  assessment 
prior  to  the  issuance  of  the  actuarial 
report  on  the  plan.  In  rising  financial 
markets,  the  auditor  needs  to  insure  that 
the  government  receives  the  full  benefit 
of  the  reduced  costs  in  the  pricing  and 
costing  of  all  contracts  (cost  type  and 
fixed-price  type).  Consequently,  contrac¬ 
tor  price  proposals,  indirect  cost  rate 
forecasts,  and  forward  pricing  rate  agree¬ 
ments  need  to  be  reviewed  and  evaluated 
to  determine  if  they  contain  the  reduced 
forecasts  due  to  lower  pension  expense. 

(2)  The  interest  rate  assumption  is  an 
extremely  important  factor  in  computing 
current  contribution  requirements  and 
should  be  compared  with  the  actual  or 
approximate  rate  of  return  on  the  securi¬ 
ties  in  the  fund.  If  it  is  not  reasonably 
close,  then  appropriate  evaluation  of  this 
factor  should  be  performed  by  the  audi¬ 
tor. 

(3)  It  is  not  intended  that  auditors 
should  attempt  any  significant  recalcula¬ 
tions  of  pension  plan  rates,  as  this  can 
best  be  done  by  the  actuaries.  However, 
information  on  the  market  value  of  the 
fund  and  the  rate  of  return  should  be 
available  from  »he  contractor. 

7-605.2  Other  Considerations  in 
Evaluating  Acceptability  of  Claimed 
Costs 

a.  Allocation  and  Assignment  of  Costs 

(1)  Pension  costs  accorded  audit  ap¬ 
proval  under  DoD  contracts  should  bear 
a  reasonable  relationship  to  the  pension 
costs  generated  by  eligible  employees 
engaged  in  work  under  DoD  contracts. 
The  allocation  basis  of  pension  plan  costs 
should  recognize  differences  of  employ¬ 
ment  status,  within  practical  limitations, 
between  employees  engaged  in  DoD  pro¬ 
duction  and  employees  engaged  in  other 
than  DoD  production.  Further  disci  ''Sion 
of  the  allocation  of  costs  is  included  in 
the  paragraphs  on  past  service  costs  and 
reversionai7  credits. 

(2)  Pension  costs  should  be  assigned  to 
cost  accounting  periods  in  accordance 
with  sound  accrual  accounting  practices. 
Pension  costs  are  often  computed  for  a 
plan  year  that  does  not  coincide  with  the 
contractor's  cost  accounting  period.  A 
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potential  problem  arises  if  the  contractor 
assigns  such  costs  to  a  single  cost  ac¬ 
counting  period,  rather  than  prorating 
the  costs  between  the  two  contempora¬ 
neous  periods.  This  practice  would  be  in 
noncompliance  with  CAS  406.50(b), 
which  requires  accrual  practices  to  be 
“Appropriate,”  because  it  would  not  be 
in  accordance  with  generally  accepted 
accounting  principles  (see  8-406).  This 
practice  would  also  be  in  noncompliance 
with  CAS  412.40(aKl)  and  (c)  (see  8- 
412),  which  requires  pension  costs  to  be 
computed  for  a  cost  accounting  period. 
Contractors'  accrual  practices  for  pension 
cost  should  be  reviewed,  and  material 
noncompliances  should  be  reported  to 
the  contracting  officer.  See  also  6- 
608.3b.(l). 

b.  Allowability  of  Unfunded  Pension 
Plan  Costs 

Following  are  key  dates  and  associated 
rules  governing  the  allowability  of  un¬ 
funded  or  pay-as-you-go  pension  plan 
costs  for  contracts  negotiated  in  accor¬ 
dance  with  procurement  regulations; 

(1)  For  contracts  entered  into  prior  to 
22  March  1983,  pay-as-you-go  pension 
costs  accrued  in  accordance  with  CAS 
412  and  allocated  to  government  con¬ 
tracts  are  allowable.  This  is  in  accordance 
with  the  decision  in  U.S.  v.  The  Boeing 
Co.,  802  F.2nd  1390  (Fed.  Cir.  1986). 

(2)  For  contracts  entered  into  after  21 
March  1983  but  before  28  March  1989, 
allowable  pay-as-you-go  pension  costs  ac¬ 
crued  in  accordance  with  CAS  412  and 
allocated  to  government  contracts  are 
limited  to  the  amount  paid  in  the  year  the 
costs  are  assigned.  This  limitation  is  in 
accordance  with  FAR  31.205-6(j)(5). 

(3)  For  contracts  entered  into  after  27 
March  1989,  allowable  pay-as-you^o 
pension  costs  are  limited  to  the  amount 
computed  in  accordance  with  CAS  412 
and  30.413.  Funding  is  not  required  for 
allowability.  This  is  in  accordance  with 
changes  to  FAR  31.205-6  effective  28 
March  1989  (see  FAR  31.205- 
60K3KiKB)). 

c.  Reversion  Credits  Arising  From 
Cancellation  of  Non-vested  Benefits  (see 
also  6-608.2d.(5)). 

( 1 )  When  an  employee  withdraws  from 
a  pension  plan  or  terminates  his  or  her 
employment  for  reasons  other  than  re- 
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tirement  or  death,  employer  contribu¬ 
tions  made  on  his  or  her  behalf,  plus 
interest,  to  which  no  vested  rights  attach, 
serve  to  reduce  the  contractor’s  required 
future  contributions.  These  are  referred 
to  as  “reversion  credits”  (or  in  some 
cases  “withdrawal  gains”).  While  other 
credits  or  gains  come  within  the  scope  of 
a  reversion  credit,  the  term  as  used  in  this 
paragraph  relates  to  reversion  credits 
arising  from  separation  of  employees 
who  have  not  acquired  vested  ri^ts. 
Reversion  credits  require  particular  at¬ 
tention  because  of  the  long  term  nature  of 
pension  plans  and  the  possibility  that 
completion  or  termination  of  govern¬ 
ment  work  will  cause  a  serious  cutback  in 
a  contractor’s  labor  force.  Since  the  con¬ 
tractor’s  annual  contribution  to  a  pension 
plan  is  net  of  that  portion  of  any  rever¬ 
sion  credits  used  in  determining  the 
amount  of  the  contribution,  government 
contracts  ordinarily  would  share  in  such 
credits  to  the  extent  that  the  net  contribu¬ 
tion  for  the  year  is  included  in  the 
indirect  cost  pools  and  allocated  to  gov¬ 
ernment  contracts. 

(2)  Where  the  plan  is  funded  through  a 
contract  with  an  insurance  company, 
there  is  normally  no  advance  consider¬ 
ation  given  to  reversion  credits.  The 
necessary  adjustment  is  normally  applied 
as  a  reduction  of  the  contractor’s  contri¬ 
bution  to  the  insurance  company  for  the 
then  current  taxable  year  or  the  next 
succeeding  taxable  year  (or  years  in  order 
of  time  if  the  aggre^te  amount  of  credit 
exceeds  the  premium  cost  otherwise  due 
for  the  next  succeeding  taxable  year). 
Reversion  credits  are  usually  quite  readi¬ 
ly  ascertained  under  the  insured  type  of 
funding  arrangement. 

(3)  Where  the  plan  is  of  the  self-insured 
trustee  type,  the  annual  reversion  credits 
normally  reduce  the  employer’s  unfund¬ 
ed  liability,  and  are  therefore  spread  over 
later  years  (often  the  expected  future 
service  of  members)  and  are  only  partial¬ 
ly  accounted  for  in  any  one  subsequent 
year.  Under  most  trustee  type  plans, 
isolated  determination  of  the  value  of 
reversion  credits  is  difficult  to  accom¬ 
plish  with  any  d^ree  of  accuracy. 

(4)  Ordinarily  it  will  not  be  necessary 
to  adjust  for  reversion  credits  arising 
from  normal  turnover  of  employees  ex- 
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cept  to  consider  such  reversion  credits  in 
calculating  the  contractor’s  net  annual 
contributions.  However,  adjustment 
should  be  made  if  failure  to  do  so  would 
result  in  serious  inequities  to  either  the 
contractor  or  the  government. 

(5)  Substantial  reversion  credits  may 
occur  at  a  time  when  government  work 
has  decreased  to  a  point  where  it  will  not 
share  the  credits  in  the  proportion  that  it 
absorbed  the  costs  of  pension  contribu¬ 
tions  from  which  they  are  generated. 

(6)  One  method  for  protecting  the 
government’s  interest  in  abnormal  rever¬ 
sion  credits  is  the  use  of  a  “recapture” 
method  whereby  the  contractor  and  the 
government  enter  into  an  agreement  to 
negotiate  a  refund  to  the  government,  if 
and  when  appropriate. 

(7)  The  contracting  officer  has  the 
responsibility  for  sponsoring  the  negotia¬ 
tion  of  alt  recapture  agreements  on  pen¬ 
sion  costs  under  DoD  contracts.  Accord¬ 
ingly,  where  a  recapture  agreement  is 
required  for  the  protection  of  the  govern¬ 
ment’s  interests  in  future  reversion  cred¬ 
its,  a  copy  of  the  pension  plan  together 
with  an  advisory  report  containing  com¬ 
ments  and  recommendations  shall  be 
submitted  to  the  contracting  officer. 

d.  Funding  Requirements 

(1)  When  contributions  are  paid  by  a 
contractor  to  pension,  profit  sharing  and 
employee  stock  ownership  (ESOP)  plans 
less  frequently  than  quarterly,  FAR 
52.232-16  (progress  payment  clause)  and 
FAR  52.216-7/8  (allowable  cost,  fee,  and 
payment  clause)  provide  that  the  accrued 
costs  shall  be  excluded  from  indirect 
costs  for  payment  purposes  until  such 
costs  are  paid. 

(2)  For  contracts  subject  to  one  of  the 
payment  clauses  cited  in  (1)  above,  con¬ 
tractors  are  permitted  either  to  fund 
pension  plans  in  total  or  to  fund  only 
those  pension  costs  allocable  to  contracts 
containing  the  payment  clause.  Partial 
funding  and  delayed  funding  result  in 
loss  of  earnings  on  trust  fund  assets  and 
therefore  result  in  increased  future  con¬ 
tributions  and  increased  contract  costs. 
Such  increased  costs  are  unallowable  per 
FAR  31.205-6(j)(3Xiiil,  which  states  that 
“Increased  pension  costs  caused  by  delay 
in  funding  beyond  30  days  after  each 
quarter  of  the  year  to  which  they  are 
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assignable,  are  unallowable.”  Contrac¬ 
tors’  actuarial  rates  and  methods  used  in 
calculating  normal  and  past  service  costs 
should  be  used  to  compute  such  unallow¬ 
able  pension  cost  contributions. 

(3)  Loss  of  earnings  may  impact  future 
years’  pension  costs,  and  the  unallowable 
cost  should  therefore  be  assigned  to  the 
years  affected.  Unallowable  pension  cost 
assigned  to  future  years  should  be  com¬ 
pounded  with  interest  and  actuarially 
amortized  over  the  appropriate  future 
years.  As  an  alternative,  however,  if  mu¬ 
tually  agreeable,  the  unallowable  pension 
cost  can  be  assigned  to  the  current  year  at 
the  present  value.  This  latter  approach 
may,  in  fact,  be  preferable  because  there 
would  then  be  no  need  for  any  follow-up 
action  related  to  future  adjustments. 

(4)  Form  55{X),  Report  of  Employee 
Benefit  Plan,  is  required  by  the  IRS  to  be 
submitted  annually.  This  form  identifies 
the  actuarial  assumptions  used  to  deter¬ 
mine  pension  costs  and  may  be  used  to 
determine  whether  actual  funding  com¬ 
plies  with  FAR  requirements.  If  the  form 
discloses  that  late  funding  occurred, 
questioned  cost  (lost  earnings,  including 
the  compounding  effect  on  future  years) 
should  be  computed  using  the  actuarially 
assumed  interest  rate  used  by  the  con¬ 
tractor  in  computing  pension  costs. 

e.  Actuarial  Assumptions.  The  auditor 
should  be  alert  for  understated  actuarial 
assumptions  such  as  the  interest  rate 
assumption  which  results  in  increased 
pension  cost.  However,  actuarial  assump¬ 
tions  should  be  reviewed  in  the  aggregate; 
although  one  or  more  of  the  assumptions 
may  be  unduly  liberal  or  conservative,  it 
is  the  combined  effect  of  all  assumptions 
that  determine  their  validity. 

7-606  Advance  Agreements  for 
Pension  Plans 

7-606.1  Overfunded  Pension  Plans 

a.  For  government  contracting  pur¬ 
poses,  a  pension  plan  is  overfunded  if  the 
value  of  the  plan’s  assets  is  greater  than 
the  accrued  liability  plus  normal  cost  for 
the  current  period,  measured  by  the 
plan’s  actuarial  cost  method.  This  defini¬ 
tion  is  the  same  as  the  definition  used  by 
the  IRS  prior  to  the  signing  into  law  on 
22  December  1987  of  the  Omnibus  Bud- 
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get  Reconciliation  Act  of  1987.  The  new 
law  (P.L.  100-203)  made  a  significant 
change  to  the  way  a  contractor  measures 
the  mil  funding  limitation  for  making 
contributions  to  its  defined  benefit  pen¬ 
sion  plans  under  IRC  regulations. 

b.  A  pension  plan  is  fully  funded  under 
P.L.  100-203  when  the  value  of  plan 
assets  equals  or  exceeds  the  lesser  of  (1) 
1 50  percent  of  current  liability  or  (2)  the 
accrued  liability  under  the  plan.  This 
method  of  computing  the  full  funding 
limitation  is  effective  for  years  beginning 
after  31  December  1987.  Prior  to  the  new 
law,  a  pension  plan  was  fully  funded  in 
accordance  with  the  Internal  Revenue 
Code  (26  U.S.C.  412(c))  when  the  value 
of  plan  assets  equaled  or  exceeded  the 
accrued  liability  plus  normal  cost  for  the 
current  period  under  the  plan. 

c.  Pension  expense  should  be  accrued 
only  when  there  is  a  valid  pension  liabili¬ 
ty.  A  valid  liability  exists  for  pension 
costs  when  a  plan’s  accrued  liability  plus 
normal  cost  for  the  current  period  ex¬ 
ceeds  the  plan  asset  values  when  evalu¬ 
ated  under  an  acceptable  actuarial  cost 
method.  Accordingly,  a  contractor  has 
incurred  a  valid  liability  if  it  has  not 
reached  the  full  funding  limitation  under 
the  old  law.  This  liability  should  be 
assigned  to  the  current  cost  accounting 
period  even  if  it  exceeds  the  full  funding 
limitation  under  the  new  law.  However, 
if  there  is  no  valid  liability  (asset  values 
exceed  the  accrued  liability),  there  should 
be  no  pension  costs  assigned  to  the 
current  period  nor  should  costs  be  ques¬ 
tioned  in  future  periods  for  lost  interest 
related  to  pension  costs  computed  in 
excess  of  this  full  funding. 

d.  P.L.  100-203  may  pose  a  problem 
for  some  government  contractors  if  the 
pension  costs  computed  in  accordance 
with  CAS  412  exceed  the  full  funding 
limitation  under  this  law.  Under  CAS 
412,  valid  pension  costs  assigned  to  an 
accounting  period  cannot  be  reassigned 
to  any  other  accounting  period.  In  addi¬ 
tion,  costs  assigned  to  an  accounting 
period  and  not  funded  by  the  time  set  for 
filing  a  Federal  tax  return  will  not  be 
allowable  in  accordance  with  FAR 
3 1 .205-6{jK2Ki)-  To  mitigate  this  con¬ 
flict,  on  8  April  1991  the  new  CASB 
authorized  Federal  procuring  agencies  to 


waive  the  cost  assignment  provisions  of 
CAS  412.40(c),  on  a  case-by-case  basis 
(see  8-412.2). 

e.  Contributions  made  to  a  fully  fund¬ 
ed  plan  are  subject  to  a  10  percent  excise 
tax  in  accordance  with  the  Tax  Reform 
Act  of  1986.  This  10  percent  excise  tax  is 
unallowable  for  government  contracting 
purposes.  The  allowability  of  taxes  is 
governed  by  FAR  31.205-41.  Although 
this  section  of  the  FAR  does  not  specifi¬ 
cally  identify  the  excise  tax  on  IRS  non¬ 
deductible  contributions  as  unallowable, 
it  does  identify  in  3 1.205-4 1(b)(6)  as 
specifically  unallowable  taxes  on  accu¬ 
mulated  funding  deficiencies  of,  or  prohi¬ 
bited  transactions  involving,  employee 
deferred  compensation  plans.  It  is 
DCAA’s  opinion  that  the  excise  tax  im¬ 
posed  by  the  Tax  Reform  Act  of  1986  is 
similar  to  these  unallowable  taxes.  This 
opinion  coupled  with  the  language  in 
FAR  3L204(c),  that  determination  of 
allowability  shall  be  based  on  the  princi¬ 
ples  and  standards  in  FAR  subpart  3 1 .2 
and  the  treatment  of  similar  or  related 
selected  items,  makes  the  excise  tax  unal¬ 
lowable. 

f.  An  evaluation  of  current  billing  and 
bidding  indirect  expense  rates  should  be 
made  to  determine  whether  or  not  fore¬ 
casted  pension  expenses  are  valid.  If  a 
contractor  plans  to  limit  contributions  to 
its  pension  plan  based  on  the  full  funding 
limitation  in  P.L.  100-203  and  the  cur¬ 
rent  or  forecasted  indirect  expense  rates 
include  an  amount  for  pension  expense 
based  on  the  old  full  funding  limitation, 
pension  costs  may  be  overstated.  If  this  is 
the  case,  and  there  is  a  materia)  impact,  a 
recommendation  should  be  made  to  the 
cognizant  contracting  officer  to  withdraw 
the  rates. 

g.  The  auditor  must  keep  in  mind  that 
a  pension  plan  can  be  overfunded  on  a 
termination  basis  and  yet  be  underfund¬ 
ed  on  an  accrual  (ongoing)  basis.  A 
pension  plan  is  overfunded  on  a  termina¬ 
tion  basis  when  the  value  of  the  plan's 
assets  exceed  the  accrued  liability  com¬ 
puted  in  accordance  with  the  plan  benefit 
formula  at  a  specific  point  in  time.  A 
pension  plan  is  overfunded  on  an  accrual 
basis  when  the  value  of  the  plan's  assets 
exceed  the  accrued  liability  computed 
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using  assumptions  projected  to  some  fu¬ 
ture  date. 

h.  The  accrued  liability  can  be  comput¬ 
ed  by  the  entry  age  normal,  unit  credit,  or 
projected  unit  credit  funding  method. 
The  method  used  must  be  applied  on  a 
consistent  basis.  On  a  termination  basis 
the  accrued  liability  is  computed  as  stipu¬ 
lated  by  the  plan’s  provisions  which 
govern  a  termination.  The  value  of  a 
plan’s  assets,  for  the  purpose  of  determin¬ 
ing  a  funding  status,  is  the  actuarial  value 
computed  in  accordance  with  the  re¬ 
quirements  of  CAS  413. 

i.  When  a  contractor’s  pension  plan 
becomes  fully  funded,  there  is  no  valid 
liability  to  the  pension  fund  and  thus  no 
cost  is  assignable  to  the  accounting  peri¬ 
od.  Full  funding  or  the  potential  ror  full 
funding  may  create  the  opportunity  for  a 
contractor  to  receive  windfall  profits.  For 
instance,  the  pension  plan  may  not  be 
fully  funded  at  the  time  contracts  are 
priced  or  negotiated.  If  it  becomes  fully 
funded  subsequent  to  negotiation  of  a 
fixed-price  contract,  the  contractor  could 
receive  windfall  profits.  Moreover,  a  con¬ 
tractor,  after  becoming  aware  of  a  full 
funding  status,  may  choose  to  terminate 
its  plans,  pay  off  the  participants,  and 
keep  the  excess  assets  for  corporate  use. 

j.  The  potential  for  windfall  profits 
under  these  conditions  creates  a  need  for 
advance  agreements  to  protect  the  inter¬ 
ests  of  the  government.  The  government 
pays  its  allocable  share  of  pension  costs 
over  the  years  and  should  receive  its 
share  of  any  credits,  refunds,  or  reduced 
expenses  if  a  plan  becomes  fully  funded 
or  is  terminated.  If  it  is  determined  that  a 
pension  plan  is  overfunded  or  potentially 
overfunded  on  an  accrual  basis,  then  all 
pension  costs  both  in  forward  pricing 
actions  and  in  current  contract  billing 
rates  should  be  questioned  for  the  over- 
funded  or  potentially  overfunded  peri- 
od(s)  when  there  is  no  advance  agreement 
(see  7-606.2). 

k.  When  pension  costs  are  being  mea¬ 
sured  and  assigned  to  cost  accounting 
periods  in  accordance  with  CAS  412,  and 
the  plan  is  overfunded  on  a  termination 
basis,  the  government  is  vulnerable  to  a 
contractor’s  management  decision  to  ter¬ 
minate  the  plan.  A  decision  by  a  contrac¬ 
tor  to  terminate  an  overfunded  pension 
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plan  (either  on  a  termination  basis  or  on 
an  accrual  basis)  can  result  in  a  signifi¬ 
cant  windfall  profit  on  firm-fixed-price 
contracts.  Accordingly,  forward  pricing 
audit  reports  should  explain  the  risk  to 
the  government  related  to  forecasted  pen¬ 
sion  costs  and  should  recommend  that  an 
advance  agreement  be  a  condition  of 
awarding  a  contract.  When  there  is  an 
indication  that  a  plan  may  be  terminated, 
and  the  contractor  refuses  to  enter  into  a 
termination  advance  agreement  (see  7- 
606.3),  costs  should  be  questioned  in 
forward  pricing  actions  and  in  contract 
billing  rates. 

7-606.2  Full  Funding  Limitation  Advance 
Agreements 

a.  A  full  funding  situation  occurring 
subsequent  to  contract  negotiations  can 
result  in  overpricing  to  the  government 
on  fixed-price  type  contracts.  Pension 
costs  allocated  to  the  contracts  after  full 
funding  will  be  less  than  estimated  and 
negotiated  in  the  contract  price.  The  full 
funding  advance  agreement  serves  to 
protect  both  contracting  parties  in  the 
event  a  pension  plan  becomes  fully  fund¬ 
ed  during  the  course  of  contract  perfor¬ 
mance.  First,  it  allows  the  contractor  to 
forecast  pension  expense  even  though  its 
pension  plan  is  fully  funded  or  nearly 
fully  funded.  That  way  if  the  plan  is  not 
fully  funded  at  the  close  of  the  accounting 
penod,  valid  pension  costs  can  be  accept¬ 
ed.  On  the  other  hand,  if  the  plan  is  fully 
funded  at  the  close  of  the  accounting 
period,  the  government  will  receive  an 
equitable  crrait. 

b.  This  credit  does  not  necessarily  have 
to  be  recovered  through  contract  price 
adjustments.  Adjustments  to  indirect 
rates  may  accomplish  the  same  objective. 
Accordingly,  auditors  should  discuss  with 
the  ACO  ^temative  means  of  recovery 
which  consider  equity  and  administrative 
feasibility.  However,  the  adjustment 
should  result  in  substantially  the  same 
recovery  from  the  same  procuring  activi¬ 
ties  as  would  be  attained  by  contract-by- 
contract  price  adjustments. 

c.  The  contract  price  adjustment  for 
the  full  amount  of  the  government’s 
portion  of  the  actuarial  surplus  shall 
either  0)  made  in  the  year  when  the 
full  funding  limitation  is  reached  or  (2) 
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be  used  to  reduce  current  and  future  costs 
in  accordance  with  an  advance  agree¬ 
ment.  However,  the  parties  may  decide  to 
immediately  take  the  full  reductions  to 
indirect  costs  in  the  year  of  surplus  if  the 
contract  mix  would  yield  a  reduction  in 
costs  on  government  contracts  that 
equates  to  the  government’s  fair  share  of 
the  surplus.  This  approach  eliminates  the 
need  to  keep  records  of  the  government’s 
portion  of  the  actuarial  surplus  and  could 
effect  reductions  in  contract  prices  that 
may  be  in  excess  of  the  pension  costs  for 
that  year. 

d.  If  a  contractor  refuses  to  enter  into  a 
full  funding  advance  agreement,  and  its 
plan  is  fully  funded  or  there  is  a  potential 
for  the  plan  to  become  fully  funded  on  an 
ongoing  or  accrual  basis,  then  ail  pension 
costs  both  in  forward  pricing  actions  and 
in  current  contract  billing  rates  should  be 
questioned  for  the  fully  funded  or  poten¬ 
tially  fully  funded  periodfs). 

7-606.3  Plan  Tennination  Advance 
Agreements 

a.  Effective  20  September  1989,  con¬ 
tracting  officers  are  required  to  insert  a 
clause  (FAR  52.215-27)  into  all  solicita¬ 
tions  and  contracts  for  which  the  submis¬ 
sion  of  certified  cost  or  pricing  data  is 
anticipated.  This  clause  requires  that  a 
contractor  notify  the  contracting  officer 
in  writing  when  it  determines  that  a 
defined  benefit  pension  plan  will  be  ter¬ 
minated.  If  a  termination  results  in  pen¬ 
sion  fund  assets  reverting  to  the  contrac¬ 
tor  and  the  contractor  has  at  least  one 
contract  that  contains  the  clause,  the 
government  is  entitled  to  an  equitable 
share  of  the  reversionary  credit.  The 
equitable  share  should  reflect  the  govern¬ 
ment’s  participation  in  pension  costs 
through  those  contracts  for  which  certi¬ 
fied  cost  or  pricing  data  were  submitted 
or  which  are  subject  to  FAR  31.2.  This 
means  that  both  cost  type  and  fixed-price 
contracts  are  considered  when  the 
amount  of  credit  or  refund  is  computed. 

b.  For  contracts  executed  prior  to  20 
September  1989,  the  ASBCA  issued  a 
decision  on  NI  Industries.  ASBCA 
34943,  which  clearly  established  the  gov¬ 
ernment’s  right  to  share  in  excess  de- 
fined-benefit,  pension-plan  assets  that 
revert  to  a  contractor.  This  right  is  de¬ 


rived  from  the  credits  provision  of  the 
cost  principles  (31.201-5).  The  assign¬ 
ment  of  claims  required  by  the  Allowable 
Cost  and  Payment  contract  clause  also 
provides  the  government  the  right  to 
share  in  the  part  of  the  reversion  applica¬ 
ble  to  closed-cost  type  contracts.  Accord¬ 
ingly,  the  auditor  should  cite  the  credit 
cost  principle  and  the  Allowable  Cost  and 
Payment  contract  clause  as  the  basis  to 
assert  the  government’s  right  to  share  in 
reversions  for  contracts  awarded  before 
20  September  1989. 

c.  In  addition  to  asserting  the  govern¬ 
ment’s  right  to  receive  an  equitable  share 
of  pension  reversionary  credits  (FAR 
52.215-27,  effective  20  September  1989), 
the  FAR  encourages  the  establishment  of 
an  advance  agreement.  Such  an  agree¬ 
ment  can  avoid  future  disputes  on  the 
treatment  of  excess  fund  assets  resulting 
from  defined  benefit  pension  plan  termi¬ 
nations.  Accordingly,  advance  agree¬ 
ments  between  the  government  and  the 
contractor  should  be  sought  by  the  con¬ 
tracting  officer  to  clearly  identify  how  the 
amount  of  any  credit  or  refund  will  be 
measured. 

d.  When  the  government  and  the  con¬ 
tractor  have  not  entered  into  an  advance 
agreement  as  described  in  c.  above,  issue 
a  memorandum  to  the  ACO  recommend¬ 
ing  the  execution  of  such  an  agreement. 
The  following  language  is  suggested  for 
use  in  the  memorandum: 

The  contractor  maintains  a  defined- 
benefit  pension  plan  for  its  employees. 
FAR  31.205-6(1X4)  provides  that  when 
excess  or  surplus  assets  revert  to  the 
contractor  as  a  result  of  the  termination 
of  a  defined-benefit  pension  plan,  or  such 
assets  are  constructively  received  by  the 
contractor  for  any  reason,  the  contractor 
shall  give  a  refund  or  credit  to  the 
government  for  its  equitable  share.  The 
government’s  equitable  share  of  any  re¬ 
versionary  credit  applicable  to  the  termi¬ 
nation  of  a  defined  benefit  pension  plan 
should  be  based  upon  the  government’s 
participation  in  pension  costs  of  all  con¬ 
tracts  requiring  certified  cost  or  pricing 
data.  We  recommend  that  the  govern¬ 
ment  and  the  contractor  enter  into  an 
advance  agreement  in  accordance  with 
FAR  31.109  to  avoid  possible  disallo¬ 
wance  or  future  disputes  arising  from  the 
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termination  of  a  defined-benefit  pension 
plan.  The  advance  agreement  should  de¬ 
scribe  how  the  credit  or  refund  will  be 
measured  and  provided  to  the  govern¬ 
ment. 

e.  When  appropriate,  include  the  same 
recommendation  in  applicable  audit  re¬ 
ports  to  the  ACO  (e.g.,  forward  pricing 
rates  and  contractor  pension  and  insur¬ 
ance  reviews).  For  proposal  audit  reports, 
inform  the  PCO  that  an  advance  agree¬ 
ment  has  not  been  reached  (see  10- 
307.5d). 

7-ti06.4  Transfers  of  Pension  Fund 
Assets  to  Other  Post-retirement  Benefit 
Funds 

a.  FAR  31.205-6(j)(3)  was  revised  ef¬ 
fective  23  September  1991  to  require  an 
advance  agreement  regarding  the  with¬ 
drawal  of  pension  fund  assets  which  are 
to  be  transferred  to  another  post-retire¬ 
ment  benefit  (PRB)  fund.  The  advance 
agreement  is  to  ensure  that  the  increased 
pension  costs  to  the  government  in  all 
future  periods  is  offset  by  a  correspond¬ 
ing  reduction  or  avoidance  of  future  PRB 
costs  to  the  government,  as  a  result  of  the 
pension  fund  transfers. 

b.  Transfers  made  without  an  advance 
agreement  will  be  treated  as  a  withdrawal 
of  pension  funds  subject  to  FAR  31.205- 
60X4)  (see  7-606.3). 

7-607  Accounting  for  Pension  Costs 
in  Accordance  with  Financial 
Accounting  Standards  Board  (FASB) 
Statement  No.  87 

7-607.1  General 

Starting  in  1987,  companies  were  re¬ 
quired  to  implement  the  provisions  in 
FASB  Statement  No.  87  for  financial  and 
reporting  pulses.  The  statement  was 
developed  using  (1)  the  concept  of  con¬ 
servative  accounting  for  the  components 
of  pension  cost,  (2)  realistic  statistics  on 
companies’  pension  plan  current  obliga¬ 
tions,  and  (3)  the  reciting  of  company 
financial  pension  obligations  on  the  bal¬ 
ance  sheet.  The  mechanics  and  formula 
for  the  calculation  of  pension  cost  under 
the  statement  are  different  from  those 
now  permitted  for  contract  costing  pur¬ 
poses  under  CAS  412  and  413.  Accord¬ 
ingly,  just  because  a  plan  is  in  compliance 


with  Statement  No.  87  does  not  mean 
that  it  is  in  compliance  with  CAS  412  and 
413. 

7-607.2  Actuarial  Cost  Methods 

a.  Statement  No.  87  only  permits  the 
use  of  either  the  unit  credit  actuarial  cost 
method  (used  for  fixed-benefit  plans)  or 
the  projected  unit  credit  actuarial  cost 
method  (used  for  percent  of  final  pay 
plans).  The  spread  gain  method  is  no 
longer  permitted  for  either  financial  or 
government  cost  accounting. 

b.  In  addition  to  the  unit  credit  and  the 
projected  unit  credit  actuarial  cost  meth¬ 
ods,  CAS  412.50(b)(1)  allows  the  contrac¬ 
tor  to  use  the  ent^  age  normal  actuarial 
cost  method.  This  additional  actuarial 
cost  method  may  be  used  because  it 
identifies  separately  normal  costs,  any 
unfunded  actuarial  liability,  and  periodic 
determinations  of  actuarial  gains  and 
losses. 

7-608  Accounting  for  Early 
Retirement  Incentive  Payments 

a.  Early  retirement  incentive  payments 
are  payments  offered  to  employees  to 
induce  them  to  terminate  their  employ¬ 
ment  and  receive  immediate  pension 
benefits.  The  payment  is  usually  a  lump¬ 
sum  amount  based  on  a  formula  which 
takes  into  consideration  the  employee’s 
current  salary  and  years  of  service. 

b.  Early  retirement  incentive  plans 
which  are  not  paid  for  life  or  offer 
payments  for  life  do  not  represent  life 
income  settlements  and  therefore  do  not 
qualify  as  pension  plans.  However,  FAR 
31.205-6(j)(7)  requires  that  in  order  to  be 
allowable,  the  cost  of  early  retirement 
incentive  plans  be  accounted  for  and 
allocated  in  accordance  with  the  contrac¬ 
tor’s  system  of  accounting  for  pension 
costs.  These  costs  should  be  treated  the 
same  as  pay-as-you-go  supplemental  pen¬ 
sion  plans.  FAR  30.412-5()(bX4)  provides 
that  the  cost  of  benefits  under  a  pay-as- 
you-go  pension  plan  shall  be  measured  in 
the  same  manner  as  are  the  costs  of 
defined  benefit  plans  whose  benefits  are 
provided  tlirou^  a  funding  agency. 

c.  Early  retirement  incentive  payments 
are  generally  made  to  participants  over  a 
period  of  time  shorter  than  the  amortiza¬ 
tion  period  required  by  FAR.  However, 
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for  cost  assignment,  incentive  payments 
must  be  treated  as  increases  in  pension 
benefits  that  result  from  unfunded  past 
service  liabilities  and  be  amortized  over 
the  amortization  period  stated  in  FAR 
30.412-50(aXlXiii)-  The  amount  of  in¬ 
creased  past  service  liability  from  the 
incentive  award  is  the  net  present  value 
of  the  allowable  portion  of  the  incentive 
at  the  payment  date  (see  7-1907.1).  Un¬ 
der  pension  accounting  concepts, 
amounts  funded  or  costed  in  future  peri¬ 
ods  for  prior  years’  unfunded  liabilities 
contain  interest  in  an  amount  actuarially 
determined. 

7-609  Costs  of  Post-retirement 
Benefits  Other  Than  Pensions  (PRB) 

7-609.1  Definition  and  Regulation 

Post-retirement  benefit  (PRB)  costs  are 
defined  and  the  criteria  for  allowability  is 
set  forth  in  FAR  31.205-6(o).  In  general, 
the  costs  are  for  benefits  provided  for 
specified  puiposes  to  contractor  employ¬ 
ees  after  retirement.  The  same  benefits 
are  the  subject  of  FASB  Statement  106. 

7-609.2  Allowability  Determination 

a.  The  costs  must  be  reasonable  and 
must  be  incurred  according  to  a  plan  set 
by  law,  employer-employee  agreement,  or 
an  established  policy  of  the  contractor. 

b.  The  costs  will  be  measured  and 
assimed  to  accounting  periods  using  one 
of  three  methods:  Cash  Basis,  Terminal 
Funding,  or  Accrual  Basis. 

c.  Cash  Basis  costs  are  recognized  when 
actually  paid  to  provide  benefits  to  retir¬ 
ees  for  the  current  period.  These  costs 
have  actually  been  incurred,  have  been 
paid  out,  and  are  for  only  the  current 
period’s  benefits.  The  costs  may  include 
the  amortization  of  prepaid  costs  over 
the  applicable  amortization  period. 

d.  Terminal  Funding  occurs  when  the 
entire  cost  of  a  retiree’s  post-retirement 
benefit  is  accrued  and  funded  lyion  the 
termination  of  the  employee.  This  ac¬ 
counting  method  is  not  addressed  in  the 
cost  principle  but  is  provided  by  CAS 
416.S0(aXlXvKC)  for  retiree  insurance 

rograms.  The  funding  is  accomplished 
y  purchase  of  a  paid-up  benefit  or  by 
deposit  of  an  amount  equal  to  the  present 
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value  of  the  projected  benefit  in  a  trus¬ 
teed  fund.  The  CAS  requires  the  amount 
terminally  funded  to  be  amortized  over 
1 5  years  for  government  costing.  If  a  non- 
CAS  covered  contractor  proposes  this 
accounting  and  funding  method,  it 
should  be  evaluated  for  allowability  as  a 
form  of  the  Cash  Basis  method;  i.e., 
amortization  of  prepaid  costs  over  an 
appropriate  period. 

e.  Accrual  Basis  recognizes  costs  in 
accordance  with  FASB  Statement  106. 
Compliance  with  FAS  106  and  FAR 
31.20S-6(o)  should  also  be  considered  as 
satisfying  CAS  416  provisions  which  re¬ 
quire  that  pre-funded  retiree  insurance 
programs  “apportion  the  cost  of  the 
insurance  coverage  fairly  over  the  work¬ 
ing  lives  of  active  employees  in  a  plan.” 
FAR  31.205-6(o)  places  the  following 
requirements  on  accrued  PRB  costs: 

(1)  Costs  must  be  funded  by  the  time 
set  for  filing  the  Federal  income  tax  for 
the  period. 

(2)  Increased  costs  resulting  from  fund¬ 
ing  delays  beyond  30  days  after  the  end 
of  each  contractor  fiscal  quarter  are  unal¬ 
lowable. 

(3)  The  allowable  amount  of  past  ser¬ 
vice  cost  is  limited  to  the  amount  calcu¬ 
lated  using  the  FAS  106  amortization 
method  provided  for  “transition  liabili¬ 
ty.”  The  past  service  costs  of  PRB  plans 
are  the  previously  unrecognized  costs 
which  would  have  been  recognized  dur¬ 
ing  prior  years  if  the  contractor  had  been 
accruing  the  PRB  as  earned  over  the 
working  lives  of  the  employees.  “Transi¬ 
tion  liability”  is  a  term  used  in  FAS  106 
which,  for  contract  costing  purposes,  is 
substantially  the  same  as  past  service 
costs.  (FAS  106  also  allows  an  immediate 
recognition  method  for  transition  liabili¬ 
ties  which  the  FAR  does  not  allow  for 
government  costing  purposes.) 

f.  Funding  of  PRB  costs  under  either 
the  Terminal  Funding  or  the  Accrual 
Basis  methods  must  be  made  by  payment 
to  an  insurer  or  trustee  to  establish  and 
maintain  a  fund  or  reserve  for  the  sole 
purpose  of  providing  PRB. 

g.  The  government  is  entitled  to  an 
equitable  share  of  any  PRB  funds  which 
revert  or  inure  to  the  contractor. 
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7-700  Section  7  —  Patent  and  Royalty  Costs 


7-701  Introduction 

This  section  provides  the  general  audit 
guidance  in  reviewing  patent  and  royalty 
costs  under  FAR,  DoD  FAR  Supplement, 
and  37  CFR  Chapter  IV,  Part  401. 

7-702  Patent  Costs 

7-702.1  General  Considerations 

A  patent  for  an  invention  is  the  govern¬ 
ment’s  grant  to  an  inventor  of  the  right  to 
exclude  others  from  making,  using,  or 
selling  the  invention  for  a  17-year  period. 
Activities  involved  in  getting  a  patent 
include  searching  through  prior  patents 
tc.  determine  whether  the  invention,  or 
srmething  similar  to  it,  has  already  been 
patented;  preparation  of  an  application 
for  the  ^tent  to  the  Patent  and  Trade¬ 
mark  Office  of  the  Department  of  Com¬ 
merce;  and  prosecution  (follow-up)  of  the 
application  until  the  patent  is  granted  or 
rejected 

a.  FAR  Part  27  and  DoD  FAR  Supple¬ 
ment  Part  227  establish  DoD’s  policy 
with  respect  to  patents.  Contracting  offi¬ 
cers  implement  the  policy  by  inserting 
one  of  the  clauses  set  forth  in  FAR 
27.303  into  research  and  development 
contracts.  Each  of  the  clauses  provides 
that  the  government  will  obtain  title  to, 
or  royalty-free  use  of,  “subject  inven¬ 
tions.^’ 

b.  A  “subject  invention’’  (which  is 
defined  in  the  clauses)  is  one  that  is 
conceived  or  first  actually  reduced  to 
practice  under  the  contract. 

c.  FAR  31.205-47(0(6)  states  that  the 
cost  of  patent  infringement  litigation  is 
unallowable  unless  otherwise  provided 
for  in  the  contract. 

d.  FAR  3 1 .205-30  governs  the  allowa¬ 
bility  of  the  costs  of  obtaining  {patents. 
Costs  incurred  on  patents  to  which  the 
government  obtains  title  or  royalty-free 
license  are  allowable  to  the  extent  that 
they  are  incurred  as  requirements  of  a 
government  contract  (see  FAR  31.205- 
30(a)).  Also  allowable  are  general  coun¬ 
seling  services  relating  to  patent  matters, 
such  as  advice  on  patent  laws  and  regula¬ 
tions  (see  FAR  31.205-30(b)). 


e.  Other  than  those  for  general  counsel¬ 
ing  services,  patent  costs  not  required  by 
the  contract  are  unallowable  (see  FAR 
31.205-30(c)).  Under  CAS  405.40(a)  such 
costs,  including  costs  mutually  agreed  to 
be  unallowable  directly  associated  costs, 
shall  be  identified  and  excluded  from 
billings,  claims,  and  proposals. 

f.  Frequently,  unallowable  patent  costs 
are  not  segregated  in  the  contractor’s 
accounting  system.  In  these  cases,  CAS 
405.50(a)  and  (b)  permit  the  use  of  less 
formal  cost  accounting  techniques.  These 
less  formal  techniques  may  use  backup 
data  and  working  papers  to  establish 
adequate  identification  of  all  costs  in¬ 
cluding  unallowable  cost  and  should  be 
be  maintained  for  audit  verification.) 

7-702.2  Patent  Costs/Income  Related  to 
Small  Business  and  Nonprofit 
Organumtions 

a.  The  Department  of  Commerce  Pat¬ 
ents,  Trademarks,  Copyrights,  37  CFR 
Chapter  IV,  Part  401  provides  policies, 
procedures,  and  guidelines  on  inventions 
made  by  small  business  firms  and  n  .n- 
profit  organizations,  including  universi¬ 
ties  under  funding  agreements  with  Fed¬ 
eral  agencies. 

b.  After  payment  of  expenses  (includ¬ 
ing  payments  to  inventors)  incidental  to 
the  administration  of  subject  inventions, 
any  royalties  and/or  income  earned  by 
the  contractor  (nonprofit  organization) 
from  inventions  will  be  used  to  support 
scientific  research  or  education  in  accor¬ 
dance  with  37  CFR  Chapter  IV,  Part  401. 

7-703  Royalties 

7-703.1  Royalty  Charges 

Contractors  are  required  to  submit 
with  their  proposals  under  any  negotiated 
contract  in  excess  of  $500,0()0  (see  FAR 
15.804-2(aXIKi))  detailed  information 
on  all  royalty  costs  of  more  than  S250 
which  are  included  in  the  proposal  (see 
FAR  15.804-6(bX2)  Table  15-2).  The 
contracting  officer  is  responsible  for  de¬ 
termining  that  royalties  in  excess  of  S250 
charged  directly  or  indirectly  to  govern¬ 
ment  contracts  have  been  reined  under 
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the  provisions  of  FAR  27.204-1  to  the 
appropriate  government  office.  This  al¬ 
lows  the  government  to  determine  wheth¬ 
er  or  not  the  royalty  charges  are  exces¬ 
sive,  improper,  or  inconsistent  with  any 
license  or  right  to  an  invention  which  the 
government  may  have  acquired  under 
government-sponsored  research.  In  ac¬ 
cordance  with  these  determinations,  the 
auditor  should  assure  that  improper  di¬ 
rect  or  indirect  charges  for  royalties  are 
disapproved  when  claimed  under  cost- 
type  contracts  or  questioned  in  advisory 
reports  submitted  for  negotiation  pur¬ 
poses. 

7-703.2  Unpaid  Royalties 

a.  DCAA  has  found  cases  where  con¬ 
tractors  included  royalty  charges  in  the 
costs  used  to  negotiate  contract  prices  but 
subsequently  did  not  have  to  pay  them  in 
whole  or  in  part.  Such  royalty  charges  are 
considered  recoverable  when  (1)  a  con¬ 
tractor  finds  that  it  has  been  released 
from  obligations  to  pay  royalties  (that  is, 
when  such  release  is  the  result  of  govern¬ 
ment  antitrust  actions  against  the  patent 
holders)  or  (2)  the  royalty  estimates  are 
overstated  or  are  based  on  items  that  are 
not  subject  to  royalties  (see  FAR  27.206- 
1). 

b.  In  some  instances  contracts  contain 
recapture  provisions  to  become  effective 
in  the  event  actual  royalty  payments  are 
less  than  those  estimated  and  included  in 
the  negotiated  prices.  Other  contracts 
contain  no  specific  provisions  for  the 
recovery  of  unpaid  royalties.  FAR 
27.206-1  provides  guidance  for  determin¬ 
ing  when  royalty  escrow  or  recapture 
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provisions  are  appropriate  for  inclusion 
in  a  contract. 

c.  DCAA  auditors  will  insure  that  audit 
programs  provide  for  periodic  review  of  a 
contractor  s  accrued  royalty  accounts  to 
determine  the  nature  and  validity  of 
unpaid  royalties.  DCAA  auditors  will 
take  the  following  minimum  steps: 

(1)  Ascertain  that  contracts  are  com¬ 
plying  with  contract  provisions  that  re¬ 
quire  the  submission  of  reports  of  royal¬ 
ties  paid  or  payable  under  the  contract. 

(2)  Examine  royalty  reports  submitted 
to  contracting  activities,  to  confirm  the 
accuracy  of  the  royalties  reported  as  paid, 
or  due  to  be  paid,  and  the  adequacy  and 
timeliness  of  refunds  made  under  con¬ 
tracts  containing  either  escrow  or  recap¬ 
ture  provisions. 

(3)  Determine  the  propriety  of  reten¬ 
tion  by  the  contractor  of  unpaid  royalties 
if  the  terms  of  the  contracts  or  the 
equities  of  the  situation  indicate  that  the 
government  is  entitled  to  refunds  or 
credits  for  any  part  of  such  unpaid  royal¬ 
ties. 

7-703.3  Royalty  Income — Small  Business 
and  Nonprofit  Organizations 

a.  37  CFR  Chapter  IV,  Part  401  pro¬ 
vides  policies,  procedures,  and  guidelines 
with  respect  to  inventions  made  by  small 
business  firms  and  nonprofit  organiza¬ 
tions  including  universities,  under  fund¬ 
ing  agreements  with  Federal  agencies. 
Any  royalties  and  or  income  earned  by 
the  contractor  (nonprofit  organization) 
from  inventions  will  be  used  to  support 
scientific  research  or  education  in  accor¬ 
dance  with  37  CFR  Chapter  IV,  Part  401 . 
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7-800  Section  8  —  Labor  Settlement  and  Strike  Period  Costs 


7-801  Introduction 

This  section  provides  audit  guidance  in 
determining  acceptable  labor  settlement 
costs  and  public  policy  as  to  the  accept¬ 
ability  of  strike  period  costs. 

7-802  Labor  Settlement  Costs 

Labor  settlement  costs  (awards)  can 
arise  from  judicial  orders,  negotiated 
agreements,  arbitration,  or  an  order  from 
a  Federal  agency  or  board.  The  awards 
generally  involve  a  violation  in  one  of 
three  areas:  (1)  Equal  Employment  Op¬ 
portunity  (EEO)  laws,  (2)  union  agree¬ 
ments,  and  (3)  Federal  labor  laws. 

7-802.1  Types  of  Awards 

a.  The  award  can  be  for  compensatory 
damages,  punitive  damages,  or  underpay¬ 
ment  for  work  performed,  or  it  can 
involve  fines  and  penalties.  A  settlement 
may  include  one  or  more  of  these  type 
costs.  FAR  31.205-15,  Fines  and  Penal¬ 
ties,  provides  that  any  fine  or  penalty 
assessed  would  be  expressly  unallowable 
except  when  incurred  as  a  result  of  com¬ 
pliance  with  specific  terms  and  condi¬ 
tions  of  the  contract  or  written  instruc¬ 
tions  from  the  contracting  officer. 

b.  FAR  31.205-6(k)  defines  deferred 
compensation  as  an  award  given  by  an 
employer  to  compensate  an  employee  in 
a  future  cost  accounting  period  or  periods 
for  services  rendered  in  one  or  more  cost 
accounting  periods  before  the  date  of 
receipt  of  compensation  by  the  employee. 
Subject  to  FAR  31.205-6(a),  deferred 
awards  are  allowable  when  they  are  based 
on  current  or  future  services.  However, 
awards  made  in  periods  subsequent  to 
the  period  when  the  work  being  remuner¬ 
ated  was  performed  are  not  allowable. 

7-802.2  Case  by  Case  Determination 

a.  The  allowability  of  settlement  costs 
associated  with  other  areas  should  be 
determined  on  a  case-by-case  basis  after 
considering  the  surrounding  circum¬ 
stances;  i.e.,  the  auditor  should  look 
behind  the  settlement  and  consider  the 
causes.  If  the  dispute  resulted  from  ac¬ 


tions  that  would  be  taken  by  a  prudent 
businessman  (FAR  31.201-3),  the  costs 
would  be  allowable.  However,  if  the 
dispute  was  occasioned  by  actions  which 
appear  unreasonable  or  were  found  by 
the  agency  or  board  ruling  on  the  dispute 
to  be  caused  by  unlawful,  negligent,  or 
other  malicious  conduct,  the  costs  would 
be  unallowable  and,  should  be  ques¬ 
tioned. 

b.  Allocability  of  these  costs  must  be 
reviewed  (see  FAR  31.201-4).  For  CAS- 
covered  contracts,  the  provisions  of  CAS 
406.40(b)  regarding  treatment  of  prior 
period  adjustments  must  be  considered 
in  determining  the  treatment  of  allowable 
backpay  awards.  As  with  other  items  of 
cost,  if  the  amount  of  the  award  is  not 
material,  it  can  be  treated  as  an  indirect 
cost  of  the  period  incurred. 

(1)  Where  the  violation  which  gave  rise 
to  the  award  can  be  identified  to  a 
specific  contract(s),  the  entire  award 
should  be  charged  to  that  contract(s).  The 
cost  would  not  be  allocable  to  any  other 
contract  and  should  not  be  included  in  an 
indirect  cost  pool.  However,  when  the 
contract(s)  which  gave  rise  to  the  award  is 
closed,  consideration  should  be  given  to 
including  the  award  in  an  indirect  cost 
pool  provided  that  the  amount  charged  to 
government  contracts  is  no  greater  than 
that  which  would  have  been  charged  to 
the  government  if  the  contract(s)  was 
open. 

(2)  Other  points  to  be  considered  are; 

(a)  when  the  award  is  for  work  performed 
by  direct  employees,  it  may  impact  not 
only  direct  costs,  but  also  indirect  costs 
due  to  the  increase  in  the  allocation  base, 

(b)  when  a  negotiated  union  contract  calls 
for  a  retroactive  increase,  the  additional 
costs  should  be  charged  to  the  same  final 
cost  objectives  that  the  actual  work  per¬ 
formed  was  charged. 

(3)  Very  often  there  is  a  substantial 
time  between  when  a  suit  is  filed  and 
payment  of  the  award.  An  inequitable 
allocation  to  government  flexibly  priced 
contracts  would  result  where  indirect 
employees  are  involved  and  there  has 
been  a  substantial  change  in  the  flexible 
contract  mix  in  the  interim  period.  For 
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example,  if  government  flexibly  priced 
contracts  represented  10  percent  of  a 
firm’s  business  at  the  time  the  suit  was 
filed,  the  government  should  not  be  ex¬ 
pected  to  pay  more  than  10  percent  of  the 
ultimate  award. 

7-803  Strike  Period  Costs 

FAR  does  not  provide  specific  guid¬ 
ance  with  respect  to  the  allowability  of 
costs  during  strike  periods.  Underlying 
this  matter  are  considerations  of  public 
policy,  and  the  difficulties  that  would  be 
encountered  in  any  attempt  to  provide 
adequate  coverage  for  the  differing  situa¬ 
tions  frequently  precipitated  by  strikes. 
As  a  result,  the  allowability  of  costs 
during  strike  periods  shall  be  considered 
on  an  individual  case  basis. 

a.  FAR  22.101-l(b)  states  that  “Agen¬ 
cies  shall  remain  impartial  concerning 
any  dispute  between  labor  and  contractor 
management  and  not  undertake  the  con¬ 
ciliation,  mediation,  or  arbitration  of  a 
labor  dispute.”  FAR  22.10l-2(b)  pro¬ 
vides  that  in  the  event  labor  disputes  give 
rise  to  work  stoppage,  “Contracting  offi¬ 
cers  shall  impress  upon  contractors  that 
each  contractor  shall  be  held  accountable 
for  reasonably  avoidable  delays.”  “All 
costs  incurred  during  strikes  shall  be 
carefully  examined  to  ensure  recognition 
of  only  those  costs  necessary  for  perform 
ing  the  contract  in  accordance  with  the 
Government’s  essential  interest.”  (see 
FAR  22.101-2(c)). 

b.  Strike  period  indirect  costs  included 
in  contractors’  cost  representations 


757 

117-802.2b. 

should  be  identified  and  segregated  into 
the  following  categories  to  facilitate  a 
determination  as  to  allowability,  alloca- 
bility  and  reasonableness  of  the  costs; 

(1)  Costs  directly  attributable  to  the 
strike,  which  would  not  have  been  in¬ 
curred  otherwise,  such  as  extra  security 
guards,  special  legal  expense,  arbitration 
costs,  etc. 

(2)  Costs  which  were  abnormally  high¬ 
er  during  the  strike  period,  such  as  re¬ 
cruitment,  training  of  new  employees, 
etc. 

(3)  Audit  determination  of  indirect 
costs  of  a  continuing  nature,  such  as  cost 
of  normal  plant  maintenance,  deprecia¬ 
tion,  rent,  other  fixed  charges,  superviso¬ 
ry  and  administrative  personnel,  etc.,  will 
depend  on  reasonableness,  within  the 
framework  of  existing  circumstances  with 
respect  to  the  strike;  the  extent  to  which 
subsequent  production  makeup  opera¬ 
tions  were  undertaken  to  maintain  pro¬ 
duction  schedule;  the  action  taken  by  the 
contractor  to  minimize  costs  during  the 
period;  and  such  other  factors  as  have  a 
bearing  on  the  expeditious  settlement  of 
the  dispute. 

c.  Allocating  indirect  costs  during  a 
strike  period  to  a  contractor’s  commer¬ 
cial  or  defense  work  may  consider  the 
total  period  covered  by  the  labor  agree¬ 
ment  signed  at  the  conclusion  of  the 
strike  as  the  basis  for  allocating  strike 
period  costs.  Where,  for  example,  a  3- 
year  labor  agreement  is  reached,  a  prora¬ 
tion  or  amortization  of  strike  period  costs 
over  production  during  the  next  three 
years  may  be  appropriate. 
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7-900  Section  9  —  Employee  Training  and  Educational  Costs 


7-901  Introduction 

This  section  pertains  to  the  employee 
training  and  educational  cost  principle  in 
FAR  3 1 .205-44.  The  allowability  of  other 
types  of  training  and  educational  costs 
will  be  determined  on  a  case-by-case 
basis  in  accordance  with  FAR  31.204(c). 

7-902  Differentiation  of  Types  of 
Training  Programs 

FAR  31.205-44  treats  separately  the 
costs  of  (1)  vocational  training  at  a  non¬ 
college  level,  including  on-the-job,  class¬ 
room,  and  apprenticeship  training,  de¬ 
signed  to  increase  the  vocational  effec¬ 
tiveness  of  employees;  (2)  part-time  col¬ 
lege  education  at  undergraduate  and 
postgraduate  levels;  (3)  full-time  educa¬ 
tion  at  post  graduate  level;  and  (4)  spe¬ 
cialized  programs  of  executive  and  mana¬ 
gerial  training,  such  as  OMB  courses, 
industry  seminars,  etc.,  for  bona  fide 
employees  of  the  contractor.  There  are 
important  differences  among  these  four 
kinds  of  training  and  education  in  terms 
of  objectives  and  specific  limitations  on 
allowable  costs.  It  should  be  noted,  how¬ 
ever,  that  the  cost  principle  is  not  de¬ 
signed  to  limit  the  allowability  of  reason¬ 
able  costs  of  orienting  an  employee  in  the 
various  facets  of  a  job  to  which  he  or  she 
is  newly  assigned. 

7-903  General  Audit  Considerations 

a.  Training  programs  vary  from  con¬ 
tractor  to  contractor,  depending  on  the 
relative  need  for  training,  training  objec¬ 
tives,  the  size,  stability  and  composition 
of  the  work  force  and  other  such  factors. 
Where  training  is  a  continuous  rather 
than  a  spasmodic  activity,  involves  a 
substantial  number  of  employees,  and 
results  in  allocation  of  significant 
amounts  of  costs  to  government  work, 
the  contractor  should  be  required  to 
maintain  a  well-defined  training  program 
based  on  formal  policies  and  procedures. 
The  policies  and  procedures  should  be 
compatible  with  the  accounting  system 


used  to  record  and  distribute  costs  to  cost 
objectives. 

b.  Initial  audit  effort  should  ‘•e  directed 
towards  evaluating  the  conti.  .tor’s  train¬ 
ing  policies  and  practices,  as  well  as  the 
related  cost  accounting  procedures. 
Where  the  training  program  is  extensive 
and  government  work  absorbs  a  signifi¬ 
cant  portion  of  the  total  costs,  technical 
assistance  should  be  obtained  through  the 
Administrative  Contracting  Officer  if  it 
may  be  helpful  in  evaluating  the  scope 
and  effectiveness  of  the  program.  Costs 
of  the  program  should  be  recorded  in  a 
manner  to  facilitate  determination  of  the 
amount  allowable  in  accordance  with  the 
cost  principle,  supplemented  by  the  pro¬ 
visions  of  the  advance  agreement  where 
applicable.  A  training  manual  is  main¬ 
tained  by  most  major  contractors.  This 
manual  should  prove  useful  to  ♦he  audi¬ 
tor  in  reviewing  the  company’s  criteria 
for  determining  employee  eligibility  and 
need  for  specific  training  courses  or  ac¬ 
tivities. 

c.  Each  assignment  should  evidence 
that  the  employee  is  both  eligible  and 
requires  the  education  or  training  to 
which  he  or  she  has  been  assigned.  The 
contractor  should  also  be  expected  to 
monitor  the  program  to  assure  regular 
attendance  and  adequate  course  perfor¬ 
mance  by  the  personnel  enrolled.  The 
program  should  include  procedures  for 
evaluating  the  suitability  and  sufficiency 
of  each  course  of  study  or  activity.  Sys¬ 
tematic  post-training  observation  by  the 
contractor  of  trainees’  progress  on  the  job 
would  assist  in  achieving  this  objective. 

d.  Costs  of  training  materials  and  text¬ 
books  are  allowable  at  each  of  the  train¬ 
ing  levels  covered  in  FAR  31.205-44. 
Such  items  are  considered  to  represent 
those  prescribed  for  use  in  each  course  of 
study  or  training  activity. 

e.  The  determination  as  to  whether  a 
course  of  study  is  of  college  level  or  non- 
college  level,  or  whether  it  is  part-time  or 
full-time,  must  be  made  for  the  purpose 
of  determining  which  provision  ((b),  (c), 
(d),  or  (e))  of  FAR  31.205-44  is  applica¬ 
ble  under  any  set  of  conditions.  “College 
level”  is  not  governed  by  whether  a 
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college  credit  is  granted  or  available  upon 
successful  completion  of  the  course  of 
study;  course  content  and  prerequisite 
requirements  are  controlling.  As  between 
“part^ime”  and  “full-time  ”  college  level 
education,  two  conditions  must  be  satis- 
Hed  to  support  a  determination  that  the 
education  is  “full-time.”  First,  the  period 
of  study  must  be  equivalent  to  that  of  a 
semester  or  other  recognized  period  of 
instruction  into  which  the  academic  year 
of  an  education  institution  is  normally 
divided.  Second,  the  trainee  or  student 
must  be  in  full-time  attendance  (as  that 
term  is  defined  by  the  college  involved), 
during  otherwise  regular  working  hours, 
for  the  duration  of  the  course  of  study.  If 
either  of  these  conditions  is  not  met,  then 
the  college  level  education  should  be 
considered  “part-time”  under  FAR 

31.205- 44(c). 

f.  Auditors  should  evaluate  contrac¬ 
tors’  training  policies  and  practices  to 
insure  that  contractors  who  provide  full 
reimbursement  of  tuition  have  a  policy 
that  prevents  recipients  from  receiving 
reimbursement  from  both  contractors 
and  other  outside  sources.  (For  example, 
even  though  college  tuition  reimburse¬ 
ment  for  veterans  would  be  allowable 
under  FAR  31.205-44,  it  is  not  reason¬ 
able  for  a  veteran  to  receive  reimburse¬ 
ment  for  training  cost  from  the  Veterans 
Administration  in  addition  to  that  grant¬ 
ed  by  an  employer.  Therefore,  that  por¬ 
tion  of  college  tuition  reimbursement  for 
veterans  (excluding  the  veterans  contri¬ 
butions)  that  would  amount  to  a  reim¬ 
bursement  duplication  should  be  ques¬ 
tioned  based  on  reasonableness  (see  FAR 
31.201-3). 

7-904  Special  Provisions  of  FAR 

31.205- 44 

a.  By  provision  of  FAR  31.205- 
44(c)(4),  strai^t  time  compensation  of 
an  employee  is  allowable  up  to  a  maxi¬ 
mum  of  1 56  hours  per  year  for  time  spent 
in  part-time  college  level  education  dur¬ 
ing  working  hours.  However,  allowability 
is  restricted  to  cases  where  circumstances 
do  not  permit  the  operation  of  classes  or 
attendance  at  classes  after  regular  work¬ 
ing  hours.  Where  the  incidence  of  these 
costs  is  high,  the  auditor  should  assure 


himself  or  herself  that  circumstances  do 
not  in  fact  permit  holding  classes  or 
attending  classes  after  regular  working 
hours. 

b.  FAR  31.205-44(d)  establishes  the 
cost  principle  for  full-time  education  at  a 
postgraduate  (but  not  undergraduate)  col¬ 
lege  level.  Costs  are  allowable  only  when 
the  course  or  degree  pursued  is  related  to 
the  field  in  which  the  employee  is  work¬ 
ing  or  may  reasonably  be  expected  to 
work  and  are  limited  for  each  employee 
to  a  total  period  not  to  exceed  two  school 
years  or  the  length  of  the  degree  program, 
whichever  is  less.  In  instances  where 
costs  for  a  period  in  excess  of  two  school 
years  are  claimed,  and  the  contractor  has 
not  obtained  an  advance  agreement  pur¬ 
suant  to  FAR  31.205-44(h),  such  costs 
should  be  questioned.  Allowable  costs 
consist  of  tuition,  fees,  training  materials, 
and  textbooks;  but  not  subsistence,  sala¬ 
ry,  or  any  other  emoluments. 

c.  The  auditor  should  determine  that 
the  training  and  education  function  does 
not  discriminate  against  government 
business  or  result  in  undue  charges  to 
government  contracts.  This  would  occur, 
if,  for  example,  a  company  regularly 
hired  new  employees  in  its  government- 
oriented  divisions,  charged  their  training 
costs  thereto,  and  then  transferred  the 
trained  employees  to  their  commercial 
oriented  divisions.  Training  and  educa¬ 
tional  costs  should  profierly  be  charged  or 
allocated  on  a  benefit  basis.  Such  benefit 
would  ordinarily  be  considered  to  accrue 
to  the  organizational  segment(s)  or  profit 
center(s)  of  the  company  in  which  the 
personnel  are  expected  to  function  (for  a 
reasonable  period  of  time)  as  a  conse¬ 
quence  of  the  training  or  education  pro¬ 
vided  to  them. 

d.  During  their  apprenticeship  or  on- 
the-job  training  period,  employees  may 
be  partially  productive.  If  the  degree  of 
such  productivity  is  significant  and  it  can 
be  conveniently  and  reasonably  deter¬ 
mined,  the  amount  of  such  productive 
work  should  be  charged  in  the  same 
manner  as  comparable  work  performed 
by  other  employees.  In  this  case,  only  the 
balance  between  total  compensation  and 
the  amounts  so  charged  would  represent 
training  cost.  Where  it  is  not  practicable 
to  account  for  apprenticeship  or  on-the- 
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job  training,  total  period  costs  may  be 
cha^eable  to  the  appropriate  direct  or 
indirect  cost  classifications  for  the  work 
areas  involved.  (See  also  6-204  regarding 
charges  to  time  and  material  contracts.) 

e.  Contractors  receiving  reimburse¬ 
ment  for  the  costs  of  certain  employees’ 
training  under  the  Job  Training  Partner¬ 
ship  Act  should  not  receive  duplicate 
reimbursement  under  government  con¬ 
tracts.  (See  7-1913  for  additional  guid¬ 
ance.) 

f.  FAR  31.205-44(h)  states  that  train¬ 
ing  and  educational  costs  of  the  type 
covered  in  FAR  31.205-44(c)  and  (d), 
exceeding  those  otherwise  allowable,  may 
be  allowed  to  the  extent  negotiated  in  an 
advance  agreement  under  FAR  31.109. 


However,  advance  agreements  cannot 
make  FAR  unallowable  costs  allowable. 
To  be  considered  for  an  advance  agree¬ 
ment,  the  contractor  must  demonstrate 
that  such  costs  are  consistently  incurred 
pursuant  to  an  established  managerial, 
engineering,  or  scientific  training  and 
educational  prc^ram,  and  that  the  course 
or  degree  pursued  is  related  to  the  field  in 
which  a  bona  fide  employee  is  now 
working  or  may  reasonably  be  expected 
to  work.  To  avoid  unnecessary  audit 
work  in  determining  allowable  costs,  the 
auditor  should  review,  beforehand,  the 
details  of  existing  or  pending  advance 
agreements  based  on  the  contractor’s 
demonstration  as  prescribed  in  FAR 
31.205-44(h). 
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7-1000  Section  10  —  Employee  Travel  and  Relocation  Costs 


7-1001  Introduction 

a.  This  section  covers  basic  guidance, 
including  the  applicable  FAR  provisions, 
in  reviewing  employee  travel  costs  and 
travel  costs  related  to  contractor  -owned, 
-leased,  or  -chartered  aircraft. 

b.  Also,  presented  in  this  section  is 
audit  guidance  and  applicable  FAR  pro¬ 
visions  in  reviewing  employee  relocation 
costs. 

7-1002  Employee  Travel  Costs 

7-1002.1  General  Considerations 

Audits  of  travel  costs  (see  FAR  3 1 .205- 
46)  should  include  appropriate  examina¬ 
tion  of  the  contractor’s  travel  policies  and 
procedures  as  well  as  the  selective  review 
of  individual  trips  made  by  contractor 
personnel.  Coverage  of  this  area  should 
thus  include  a  determination  that  the 
contractor’s  travel  authorization  proce¬ 
dures  provide  for  documented  justifica¬ 
tion  and  approval  of  the  ofHcial  necessity 
of  each  trip,  its  duration,  and  the  number 
of  travelers  involved.  The  contractor’s 
procedures  should  provide  for  advance 
planning  of  travel  to  assure  that  (1) 
wherever  feasible  and  economically  prac¬ 
tical,  required  visits  to  locations  in  the 
same  geographical  area  are  combined 
into  a  single  trip,  (2)  maximum  use  is 
made  of  the  lowest  customary  standard, 
coach,  or  equivalent  airfare  accommoda¬ 
tions  available  during  normal  business 
hours,  and 

(3)  coordination  between  organization¬ 
al  elements  is  effected  to  minimize  the 
number  of  trips  to  the  same  location. 
Individual  trips  should  be  reviewed  to 
determine  if  (1)  the  contractor  is  comply¬ 
ing  with  its  travel  policies  and  proce¬ 
dures,  (2)  the  trip  is  for  an  allowable 
purpose,  and  (3)  the  incurred  travel  costs 
are  documented  and  allowable  in  accor¬ 
dance  with  FAR  31.205-46.  In  addition, 
the  auditor  should  review  the  contrac¬ 
tor’s  accounting  procedures  to  determine 
whether  or  not  they  provide  adequate 
controls  for  segregating  unallowable  trav¬ 
el  costs. 


7-1002.2  Docnmentation  Required  by  the 
Internal  Revenue  Service 

Section  274  of  the  Internal  Revenue 
Code  (IRC)  requires  extensive  documen¬ 
tation  of  travel  and  entertainment  ex¬ 
pense  in  order  for  these  costs  to  be 
deductible  for  income  tax  purposes.  That 
documentation,  which  may  provide  addi¬ 
tional  information  for  audits  of  travel 
costs,  includes  the  following: 

(1)  the  amount  of  the  expenditure, 

(2)  time  and  place  of  the  expenses, 

(3)  business  purpose  of  the  expen^- 
ture,  and 

(4)  business  relationship  to  taxpayer  of 
person(s)  entertained.  This  information 
must  be  maintained  in  a  book,  diary, 
account  book,  or  similar  records.  Docu¬ 
mentation  such  as  cancelled  checks,  cred¬ 
it  card  receipts,  and  hotel  bills  are  to  be 
maintained  as  corroboration  for  ex¬ 
penses,  but  without  the  diary  or  similar 
records,  they  may  not  be  sunicient  sup¬ 
port  for  deductibility. 

7-10023  AllowabilHy  of  Per  Diem  Costs 
Under  FAR  31.205-46 

a.  The  Federal  Civilian  Employee  and 
Contractor  Travel  Expense  Act  of  1985 
(P.L.  99-234)  revised  FAR  31.205-46, 
Travel  Costs,  to  limit  reimbursable  travel 
per  diem  costs  to  the  contractor  to  the 
rates  and  amounts  applicable  to  govern¬ 
ment  employees.  The  revised  rule  took 
effect  in  FAC  84-19  and  is  applicable  to 
contracts  resulting  from  solicitations  is¬ 
sued  on  or  after  31  July  1986.  However,  a 
class  deviation  was  granted  for  delayed 
effectivity  of  the  revised  rule  provided 
that  the  ACO  obtain  the  contractor’s 
agreement  to  apply  the  new  rule  to  all 
contracts  (whether  they  are  subject  to  the 
new  rule  or  not)  banning  no  later  than  1 
January  1987.  This  deviation  is  intended 
to  provide  the  contractor  with  additional 
time  to  implement  appropriate  proce¬ 
dures  to  comply  with  the  new  rule.  Allow¬ 
ability  of  per  diem  costs  under  the  re¬ 
vised  rule  follows. 

b.  FAR  31.205-46(a)  states  that  costs 
for  lodging,  meals,  and  incidental  ex¬ 
penses  may  be  based  on  (i)  per  diem,  (ii) 
actual  expenses,  or  (iii)  a  combination  of 
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a  fixed  amount  and  actual  expenses. 
However,  except  for  special  or  unusual 
situations,  allowable  costs  are  limited  on 
a  daily  basis  to  the  “maximum  per  diem” 
rates  in  effect  at  the  time  of  travel  set 
forth  in  the  government  travel  regula¬ 
tions  as  follows: 

(1)  Federal  Travel  Regulations,  for 
travel  in  the  conterminous  48  United 
States. 

(2)  Joint  Travel  Regulations,  for  travel 
in  Alaska,  Hawaii,  the  Commonwealth  of 
Puerto  Rico,  and  territories  and  posses¬ 
sions  of  the  United  States. 

(3)  Department  of  State  Standardized 
Regulations,  Section  925,  Maximum 
Travel  Per  Diem  Allowances  for  Foreign 
Areas,  for  travel  to  foreign  countries. 

c.  All  provisions  of  the  referenced 
government  travel  regulations  are  not 
applicable  to  travel  costs  incurred  by 
contractor  personnel.  The  requirements 
and  provisions  of  the  government  travel 
regulations  are  to  be  applied  to  contrac¬ 
tors  in  the  following  three  specific  areas: 

(1)  Definitions  of  lod^ng,  meals,  and 
incidental  expenses.  Incidental  expenses 
include  fees  and  ti[»  to  waiters  and 
porters;  laundry,  cleaning  and  pressing  of 
clothing;  transportation  between  places 
of  lodging  or  business  and  places  where 
meals  are  taken;  and  telephone  calls  to 
reserve  lodging  accommodations. 

(2)  Maximum  per  diem  rates.  Maxi¬ 
mum  per  diem  rates  are  a  combination  of 
lodging  plus  meals  and  incidental  ex¬ 
penses.  The  government  travel  regula¬ 
tions  provide  for  two  ceiling  amounts: 
one  for  lodging  and  one  for  meals  and 
incidental  expenses.  However,  contrac¬ 
tors  are  subject  to  only  one  ceiling,  a  total 
of  lodging  plus  meals  and  incidental 
expenses. 

(3)  Special  or  unusual  situations.  Part  8 
of  the  Federal  Travel  Regulations  pro¬ 
vides  for  special  or  unusual  situations 
where  reimbursement  of  a  higher  amount 
(e.g.,  up  to  SO  percent  above  the  applica¬ 
ble  maximum  per  diem  rate  for  domestic 
travel)  is  authorized  based  on  actual 
expenses  incurred.  Examples  of  such  situ¬ 
ations  include  when:  (a)  the  employee 
must  stay  at  a  prearranged  hotel  where  he 
or  she  attends  a  conference  or  training 
session;  and  (b)  the  travel  is  to  an  area 
where  subsistence  costs  have  escalated 


for  short  periods  of  time  during  special 
functions  or  events  such  as  sports  events, 
world  fairs,  or  conventions. 

d.  The  contractor  may  adopt  policies 
for  reimbursing  employees  for  travel  ex¬ 
penses  based  on  actual  expenses,  fixed 
amount,  or  a  combination  of  actual  ex¬ 
penses  (e.g.,  for  lodging)  and  a  fixed 
amount  (e.g.,  for  meals  and  incidental 
expenses).  In  any  event,  allowable  costs 
to  government  contracts  may  not  exceed 
the  maximum  per  diem  rates  si^ified  in 
the  government  travel  regulations.  If  a 
contractor’s  policy  is  to  reimburse  its 
employees  a  fixed  amount  (per  diem)  for 
subsistence  within  the  prescribed  maxi¬ 
mum  daily  per  diem  rates,  there  is  a 
presumption  that  the  costs  are  reasonable 
and  allowable  and  detailed  receipts  or 
other  documentation  are  not  required  to 
support  claims  by  employees.  On  the 
other  hand,  if  a  contractor's  policy  is  to 
reimburse  its  employees  'ictual  expenses 
incurred,  all  unallowable  costs  (such  as, 
alcoholic  beverages  and  entertainment) 
must  be  separately  identified  and  exclud¬ 
ed  from  billings,  claims,  and  proposals  to 
the  government  in  accordance  with  FAR 
31.201-6  and  CAS  405. 

e.  The  maximum  Federal  per  diem 
rates  reflect  allowance  for  lodging,  meals, 
and  incidentals  for  a  24-hour  penod.  Use 
of  those  rates  when  travel  does  not  re¬ 
quire  a  full  day  or  does  not  require 
lodging  expense  would  be  inconsistent 
with  the  rate  structure.  While  the  cost 
principle  does  not  prescribe  a  specific 
reduction  formula  for  contractor  use  to 
account  for  partial  days,  it  was  clarified 
to  expressly  state  that  use  of  the  maxi¬ 
mum  rates  in  such  situations  would  gen¬ 
erally  be  unreasonable.  Contractors  must 
provide  for  a  reasonable  reduction  from 
the  maximum  rates  when  lodging,  meals, 
or  incidentals  are  not  required. 

7-1002.4  Use  of  Statistical  Sampling  to 
Segregate  Unallowable  Costs 

a.  When  employee  reimbursement  for 
travel  expense  is  based  on  actual  costs 
incurred,  FAR  31.201-6  and  CAS  405 
require  contractors  to  demonstrate  that 
all  unallowable  costs  are  separately  ac¬ 
counted  for  and  excluded  from  all  bill¬ 
ings,  claims,  and  proposals  to  the  govern¬ 
ment.  The  use  of  a  statistical  sampling 
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analysis  to  segregate  unallowable  costs 
would  not  generally  meet  the  require* 
ments  of  the  CAS  and  the  FAR.  CAS 
405.50(a)  and  (b)  and  FAR  31.20!-6(c) 
require  contractors  to  establish  and 
maintain  sufficient  detail  and  depth  of 
records  of  identified  unallowable  costs  so 
as  to  permit  audit  verification  of  the 
accounting  treatment  for  the  unallowable 
costs.  The  use  of  a  projection  or  estimate 
of  unallowable  costs  in  lieu  of  specific 
identification  of  such  costs,  even  though 
based  on  a  valid  statistical  sampling 
analysis,  normally  would  not  be  compli¬ 
ant  with  the  requirements  of  CAS 
405.50(a)  and  (b)  and  FAR  31.201-6(c). 

b.  In  circumstances  where  costs  in¬ 
volved  are  not  material,  CAS  405.50(c) 
provides  that  the  government  and  the 
contractor  may  reach  an  agreement  on  an 
alternate  method  in  lieu  of  specifically 
identifying  unallowable  costs.  In  evaluat¬ 
ing  the  contractor’s  submission  for  the 
use  of  an  alternate  method  of  identifying 
unallowable  costs,  consider  such  factors 
as  materiality  of  unallowable  portions  of 
per  diem  costs  and  additional  adminis¬ 
trative  costs  required  to  specifically 
identify  such  unallowable  cost.  Consider, 
for  example,  a  situation  such  as  a  corpo¬ 
rate  home  office  of  a  contractor  whose 
government  work  represents  only  a  mini¬ 
mal  portion  of  its  total  business.  The 
requirement  to  specifically  identify  and 
se^egate  all  unallowable  per  diem  costs 
could  cost  significantly  more  than  the 
cost  of  the  unallowable  items.  If  the 
contracting  ofHcer  agrees  that  an  alter¬ 
nate  procedure  would  be  advantageous  to 
the  government,  the  contractor  may  use 
statistical  sampling  or  other  appropriate 
methods  to  estimate  the  unallowable 
costs.  If  a  circumstance  warrants  the  use 
of  statistical  sampling  analysis  to  esti¬ 
mate  the  unallowable  travel  costs,  audi¬ 
tors  must  ensure  that  proper  sampling 
techniques  are  used. 

7-1002.5  Allowability  of  Airfire  Costs 
a.  Allowable  airfare  costs  are  limited  to 
the  lowest  customary  standard,  coach,  or 
equivalent  airfare  offered  during  normal 
business  hours,  excrat  for  special  circum¬ 
stances  set  forth  in  FAR  31.205-46(d).  As 
a  result  of  deregulation  of  commercial 
airfare,  the  airlines  have  introduced  nu¬ 


merous  airfare  rates.  With  this  multiplici¬ 
ty  of  airfares,  the  traditional  distinction 
between  first-class  and  coach  accommo¬ 
dations  has  become  inadequate  for  con¬ 
tract  costing  purposes.  Accordingly,  FAR 
31.205-46  has  been  revised  to  specify 
that  the  baseline  for  determining  reason¬ 
able  and  allowable  airfare  is  the  lowest 
fare  class  regularly  offered  during  normal 
business  hours.  This  fare  class  is  often 
referred  to  by  fare  designations  such  as 
class  “K  Thrift,”  class  “S  Standard,”  and 
class  “Y  Coach  Economy,”  depending  on 
the  airline. 

b.  A  “business  class”  accommodation 
which  is  offered  at  a  price  slightly  lower 
than  the  first-class  fare  does  not  meet  the 
FAR  criteria  for  reasonableness  and  al¬ 
lowability.  Conversely,  use  of  special 
discount,  excursion,  or  night  rates  as  a 
matter  of  common  practice  should  not  be 
required  when  use  of  such  fares  is  imp¬ 
ractical  for  business  travel  purposes,  re¬ 
sults  in  circuitous  routing,  or  causes 
travel  accommodations  not  reasonably 
adequate  for  the  physical  needs  of  the 
traveler. 

c.  Whenever  the  contractor  is  able  to 
obtain  special  fares  (Ultra  Savers,  Ulti¬ 
mate  Super  Savers,  etc.)  in  lieu  of  full 
economy  fares,  the  resulting  cost  savings 
should  be  reflected  in  any  billing,  claim, 
or  proposal  submitted  by  the  contractor. 
Travel  agencies  often  prepare  and  pro¬ 
vide  to  their  customers  airline  cost  sav¬ 
ings  reports  designed  to  attract  and  retain 
customers.  In  connection  with  forward 
pricing,  the  auditor  should  review  any 
recent  savings  reports  to  make  sure  that 
the  propored  airfare  costs  reflect  appro¬ 
priate  savings.  Alternatively,  at  contrac¬ 
tor  locations  where  travel  costs  are  signif¬ 
icant,  the  auditor  should  recommend  that 
the  contractor  develop  a  decrement  fac¬ 
tor  to  be  applied  when  basic  cost  esti¬ 
mates  are  based  on  full  economy  fares 
rather  than  achievable,  lower  special 
fares. 

d.  Increased  competition  among  air¬ 
lines  has  resulted  in  certain  airline  com¬ 
panies  offering  various  promotional  ben¬ 
efits  including  cash,  merchandise,  gifts, 
prizes,  bonus  flights,  reduced-fare  cou¬ 
pons,  upgrade  of  service,  membership  in 
clubs,  check-cashing  privities,  and  free 
vacations.  Contractors  are  not  required 
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to  collect  airline  promotional  benefits 
from  their  employees.  It  is  up  to  each 
contractor  to  establish  its  own  policy 
addressing  the  treatment  of  these  promo¬ 
tional  benefits.  However,  if  a  contractor 
has  a  policy  that  results  in  its  employees 
turning  in  the  frequent  flyer  bonus  cred¬ 
its  for  company  use,  then  the  auditor 
should  ensure  that  the  government  re¬ 
ceives  its  applicable  share  of  any  credits 
actually  received  by  the  contractor.  In 
those  instances  where  contractors  have 
executed  a^eements  with  individual  air¬ 
lines  for  discounts  and  bonuses,  auditors 
should  determine  that  appropriate  credits 
or  cost  reductions  are  being  reflected  in 
forward  pricing  and  actual  costs  submis¬ 
sions,  and  that  appropriate  use  of  the 
agreement  is  being  made. 

7-1003  Travel  Costs,  Contractor- 
Owned,  -Leased,  or  -Chartered 
Aircraft 

7-1003.1  General  Audit  Considerations 

a.  FAR  31.205-46(e)  sets  forth  princi¬ 
ples  and  criteria  for  determining  the 
allowability  of  costs  incurred  in  the  oper¬ 
ation  and  maintenance  of  contractor- 
owned,  -leased,  or  -chartered  aircraft 
(collectively  referred  to  as  private  air¬ 
craft). 

b.  As  a  general  rule,  travel  costs  via 
private  aircraft  in  excess  of  the  standard 
commercial  airfare  are  unallowable.  Ex¬ 
ceptions  to  this  general  rule  are  described 
in  7-1003.2.  The  use  of  private  aircraft 
generally  results  in  hi^er  costs  than 
travel  by  commercial  airlines  or  other 
modes  of  transportation. 

7-1003.2  Conditions  for  Allowability  of 
Contractor-Owned,  -Leased,  or 
-Chartered  Aircraft 

a.  As  a  prerequisite  to  allowability,  the 
contractor  must  maintain  and  make 
available  to  the  government  full  docu¬ 
mentation  in  suf^rt  of  the  costs  includ¬ 
ing  the  manifest/log  for  all  flights  (see  7- 
1()03.6).  If  the  contractor  faih  to  main¬ 
tain  required  documentation  or  refuses  to 
provide  such  documentation,  the  auditor 
should  disallow  costs  in  excess  of  other¬ 
wise  allowable  standard  commercial  air¬ 
fare. 


b.  Travel  costs  via  private  aircraft  in 
excess  of  the  standard  commercial  airfare 
are  allowable  in  two  situations;  (1)  when 
travel  by  such  aircraft  is  specifically 
required  by  contract  specification,  term, 
or  condition;  or  (2)  when  a  higher 
amount  is  approved  by  the  contracting 
officer. 

c.  All  or  part  of  excess  costs  incurred 
for  operating  private  aircraft  may  be 
approved  by  the  contracting  officer:  (1) 
when  one  or  more  of  the  conditions 
described  in  FAR  31.205-46(d)  are 
present  that  would  justify  costs  in  excess 
of  the  lowest  standard  commercial  air¬ 
fare,  such  as  requiring  circuitous  routing, 
travel  during  unreasonable  hours,  or  ex¬ 
cessively  prolonged  travel;  or  (2)  when  an 
advance  agreement  has  been  executed. 

7-1003 J  Use  of  Advance  Agreements 

a.  When  the  contractor  proposes  an 
advance  agreement  with  respect  to  the 
costs  of  company  aircraft,  the  auditor 
should  evaluate  the  contractor’s  proposal 
and  provide  audit  findings  and  recom¬ 
mendations  to  assist  the  contracting  offi¬ 
cer  in  establishing  the  negotiation  objec¬ 
tive.  The  auditor  should  request  technical 
assistance  in  areas  such  as  the  size,  type, 
and  number  of  aircraft;  safety  factors; 
and  other  technical  requirements  of  air¬ 
craft. 

b.  In  evaluating  the  contractor’s  pro¬ 
posal,  the  auditor  should  consider  major 
financial  and  nonfinancial  factors.  Gen¬ 
erally,  the  contractor  must  demonstrate 
that  scheduled  commercial  airline  service 
is  not  readily  available  at  reasonable 
times  to  accommodate  the  company’s  air 
travel  requirements.  In  addition,  proxim¬ 
ity  of  commercial  airports  to  the  contrac¬ 
tor’s  location  as  compared  to  private  air 
fields  that  are  used,  or  are  intended  to  be 
used,  is  also  a  factor  in  conjunction  with 
any  time  savings  of  key  personnel.  In¬ 
creased  flexibility  in  schooling  flights 
may  result  in  time  savings  and  more 
effective  use  of  personnel.  However,  the 
auditor  should  be  mindful  that  a  contrac¬ 
tor  in  the  normal  course  of  conducting  its 
business  seldom  needs  corporate  aircraft 
and  that  the  convenience  of  coiporate 
aircraft  should  not  be  a  substitute  tor  the 
economy  of  commercial  flights.  While 
there  may  be  critical  or  emergency  situa- 
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tions  that  cannot  be  efTectively  handled 
by  commercial  flints,  such  situations 
generally  occur  so  infrequently  that  they 
do  not  justify  the  long-term  use  of  corpo¬ 
rate  aircraft.  It  is  the  contractor's  respon¬ 
sibility  to  justify  and  demonstrate  that 
the  need  for  co^rate  aircraft  truly  out¬ 
weighs  cost  savings  arising  from  the  use 
of  commercial  airlines. 

c.  The  ASBCA  ruled  (in  the  General 
Dynamics  case  no.  31359,  92-2,  BCA 
24922)  that  “time  savings,  productivity 
gains,  or  more  effective  use  of  personnel” 
can  be  used  to  demonstrate  and  justify 
the  higher  cost  of  private  aircraft.  It  is  the 
contractor’s  responsibility  to  provide  the 
government  a  fully  supported  submission 
to  demonstrate  that  these  savings  exceed 
the  costs  of  using  private  aircraft  as 
compared  to  using  commercial  airlines. 
The  ASBCA  also  ruled  that  it  is  appiopri- 
ate  for  the  contractor  to  consider  the 
value  of  executive  time  in  the  cost-bene¬ 
fit  analysis.  The  ASBCA  accepted  the 
concept  that  the  calculation  of  the  value 
of  the  executive’s  time  could  include  an 
estimate  of  the  executive’s  value  to  the 
corporation  in  addition  to  the  executive 
salary  and  fringe  benefits.  The  ASBCA 
referred  to  the  estimate  of  the  executive’s 
value  to  the  corporation  as  a  “multipli¬ 
er.”  The  use  of  a  multiplier  by  the 
contractor  should  not  be  accepted  solely 
as  a  result  of  the  ASBCA  case.  The 
contractor  must  provide  supporting  data 
to  justify  any  proposed  multiplier.  If  the 
contractor  does  not  justify  the  use  of  a 
multiplier,  the  related  costs  should  be 
questioned. 

d.  The  costs  associated  with  private 
aircraft  flights  should  be  allocated  to  all 
passengers.  The  information  listed  in  7- 
1003.6  is  required  by  the  cost  principle  to 
determine  if  unallowable  trips  such  as 
spousal  travel  have  been  identified  and 
all  allocable  costs  to  the  unallowable  trips 
were  excluded  from  reimbursement  by 
the  government.  The  auditor  should  rec¬ 
ommend  that  the  advance  agreement 
state  that  unallowable  passenger  trips  be 
allocated  their  fair  share  of  costs  and 
these  costs  should  be  excluded  from 
requests  for  reimbursement  by  the  gov¬ 
ernment. 

e.  In  situations  where  the  contractor’s 
proposal  includes  acquisition  of  an  air- 


765 

17-1003Jb. 

craft,  either  through  purchase  or  capital 
lease,  the  auditor  should  carefully  review 
the  feasibility  studies  the  contractor  has 
made  in  advance  of  acquiring  the  air¬ 
craft,  justification  presented  to  the  ap¬ 
proving  authorities  within  the  company, 
the  contractor’s  decision,  and  the  imple¬ 
menting  procedures  adopted.  Corporate 
aircraft  costs,  once  the  purchase  or  capi¬ 
tal  lease  is  made,  are  very  much  like  sunk 
costs  and  cannot  be  rapidly  altered  by 
management  decision.  It  is  particularly 
important  for  the  auditor  to  recommend 
that  the  contracting  officer  not  approve 
the  proposed  acquisition  of  the  aircraft 
unless  the  contractor  can  demonstrate  the 
cost-effectiveness  of  corporate  aircraft. 

7-1003.4  Reasonableness  of  Contractor- 
Owned,  -Leased,  or  -Chartered  Aircraft 
Costs 

a.  In  situations  where  all  or  part  of 
travel  costs  via  private  aircraft  in  excess 
of  the  standard  commercial  airfare  are 
approved  by  the  contracting  officer  (see 
7-1003.3),  such  costs  are  subject  to  the 
determination  of  reasonableness  and  al- 
locability.  Costs  of  private  aircraft  in¬ 
clude  costs  of  lease,  charter,  depreciation, 
operation  (including  personnel),  mainte¬ 
nance,  repair,  insurance,  and  all  other 
related  costs. 

b.  A  corporate  aircraft  is  sometimes 
used  for  nonbusiness  or  otherwise  unal¬ 
lowable  activities.  The  contractor  is  re¬ 
quired  under  CAS  405  and  FAR  3 1 .20 1  -6 
to  identify  all  unallowable  costs.  The 
auditor  should  review  the  flight  mani¬ 
fest/log  to  determine  whether  the  con¬ 
tractor  has  excluded  the  amount  allocable 
to  any  travel  for  nonbusiness  or  other¬ 
wise  unallowable  activities.  If  the  trip  is 
considered  unallowable,  the  auditor 
should  calculate  the  related  unallowable 
aircraft  costs  considering  the  entire  costs 
of  the  aircraft  —  both  fixed  and  variable 
costs. 

c.  The  size,  type,  and  number  of  air¬ 
craft  maintained  or  chartered  are  major 
considerations  in  evaluating  the  reason¬ 
ableness  of  the  costs  involvra.  The  audi¬ 
tor  should  also  review  the  flight  mani¬ 
fest/log  and  other  available  documenta¬ 
tion  to  determine  whether  optimum  use 
is  made  of  such  aircraft  to  the  extent  that 
they  are  used  for  all  suitable  trips  except 
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where  the  variable  costs  involved  in  their 
use  would  exceed  the  trip  cost  by  com¬ 
mercial  airline. 

d.  Depreciation  often  represents  the 
major  item  of  contractor-owned  aircraft 
costs.  In  evaluating  it,  the  auditor  should 
ensure  that  the  allowable  amount  is  de¬ 
termined  in  accordance  with  the  provi¬ 
sions  of  FAR  31.205-11.  Supplemental 
audit  guidance  on  depreciation  is  at  7- 
400.  Costs  of  aircraft  overhaul  and  major 
component  replacement,  and  their  ac¬ 
counting  treatment,  also  merit  close  audit 
scrutiny.  If  such  costs  are  not  capitalized 
and  amortized  by  the  contractor  but  are 
expensed  in  the  period  they  are  incurred, 
the  auditor  should  assure  that  the  proce¬ 
dure  does  not  result  in  distorting  the  total 
aircraft  costs  for  the  period  involved. 
Any  gain  or  loss  on  the  disposition  of 
contractor-owned  aircraft  should  be  ac¬ 
counted  for  as  provided  in  FAR  31.205- 
16. 

e.  Audit  of  private  aircraft  costs  should 
include  the  evaluation  of  the  propriety  of 
the  method  used  for  their  assignment  or 
allocation  to  government  contracts. 
When  an  aircraft  is  used  exclusively  by  a 
particular  organizational  element,  such 
as  by  the  home  office,  division,  or  plant, 
the  costs  of  the  aircraft  should  be  charged 
to  that  entity.  When  use  is  broader  based, 
the  aircraft  costs  should  be  distributed 
equitably  to  all  of  the  user  units.  Some 
contracts  may  provide  for  travel  costs  as 
direct  charges.  In  these  cases,  the  auditor 
should  assure  that  similar  type  costs  are 
not  dimlicated  as  part  of  the  allocation  of 
aircraft  costs  to  these  contracts  throu^ 
overhead.  Aircraft  may  also  be  used  mr 
non-travel  pui]poses,  such  as  instrument 
testing.  Applicable  costs  should  be 
chafed  directly  to  the  benefiting 
projects. 

7-1003,5  Gmtractor  RespomiMlity 

FAR  31.205-46<e)(2)  specifically  re¬ 
quires  that  the  contractor  must  maintain 
documentation  of  all  travel  via  private 
aircraft  as  a  prereouisite  of  consideration 
for  allowability  or  such  costs.  The  con¬ 
tractor  has  the  responsibility  to  support 
and  justify  the  cost  of  aircraft  usws.  This 
responsibility  includes:  (1)  identification 
of  all  costs  associated  with  private  air¬ 
craft,  (2)  submission  of  a  comparative 


analysis  of  costs  of  private  aircraft  and 
standard  commerciail  airfares,  and  (3) 
maintenance  of  a  flight  manifest/log. 
Costs  that  are  unsupported  as  a  result  of  a 
contractor’s  inability  or  unwillingness  to 
furnish  the  required  documentation 
should  be  disallowed. 

7-1003.6  Maintenance  of  a  Flight 
Manifest/Log  by  Contractor 

The  flight  manifest/log  which  the  con¬ 
tractor  is  required  to  maintain,  plus  other 
necessary  backup  data,  should  1^  in  suffi¬ 
cient  detail  to  serve  as  a  source  of  support 
for  its  proposed  costs.  At  least  the  follow¬ 
ing  information  for  each  fli^t  should  be 
provided: 

(1)  Date,  time,  and  point  of  departure 
(airport). 

(2)  Date  and  time  of  arrival,  and 
destination  (aiiport). 

(3)  Names  of  pilot  and  crew. 

(4)  For  each  passenger  aboard: 

•  Name. 

•  Name  of  company  or  organization 
represented. 

•  Position  held  in  company  or  organi¬ 
zation. 

•  Authorization  for  trip. 

•  Purpose  of  trip. 

7-1004  Employee  Relocation  Costs 

7-1004.1  General 

a.  The  cost  principle  for  allowability  of 
relocation  costs  is  FAR  31.205-35.  It 
defines  relocation  costs  as  costs  incident 
to  the  permanent  change  of  duty  assign¬ 
ment  (for  an  indefinite  period  or  for  a 
stated  period  of  not  less  than  12  months) 
of  an  existing  employee  or  upon  recruit¬ 
ment  of  a  new  employee.  Relocation 
costs  are  usually  comprised  of  (I)  cost  of 
travel  and  transportation  of  household 

?:oods  for  the  employee  and  immediate 
amily  members,  (2)  cost  of  advance  trips 
to  find  a  permanent  residence,  (3)  closing 
costs  (including  state  and  local  transfer 
taxes)  incident^  to  sale  of  prior  resi¬ 
dence,  (4)  miscellaneous  expenses  such  as 
the  costs  of  cancelling  an  unexpired  lease 
and  disconnecting  and  reinstalling  appli¬ 
ances,  (5)  costs  for  acquisition  of  new 
house,  (6)  continuiiw  mortgage  interest  at 
the  old  residence,  (7)  interest  differential 
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between  the  old  and  new  mortgage  and 
rental  differential  payments  where  the 
relocated  employee  retains  ownership  of 
a  vacated  home  in  the  old  location  and 
rents  at  the  new  location,  and  (8)  other 
miscellaneous  expenses.  Costs  of  travel 
for  the  employee  and  the  employee’s 
family  to  the  new  duty  station  and  for 
house  hunting  trips  include  per  diem 
costs  which  are  also  subject  to  FAR 

31.205- 46.  (See  7-1002.3.) 

b.  The  costs  of  relocating  an  employee 
are  generally  substantial.  Evaluation  of 
the  contractor’s  policies  and  procedures 
as  well  as  employment  agreements  as  to 
reasonableness  and  compliance  with 
FAR  requirements  is  an  important  step 
of  any  audit  program  when  significant 
costs  are  chained  to  government  work. 
The  allocation  methods  should  be  re¬ 
viewed  to  determine  that  proper  costs  are 
being  charged  to  benefiting  contracts.  In 
this  regard,  relocation  costs  should  gener¬ 
ally  be  charged  to  the  receiving  segment. 
Tests  of  individual  personnel  actions 
should  be  included  to  determine  if  estab¬ 
lished  practices  are  being  followed.  When 
the  contractor’s  policies  and  procedures 
are  inadequate  to  control  the  incurrence 
of  and  accounting  for  unallowable  costs, 
individual  voucher  testing  must  deter¬ 
mine  if  the  costs  are  allowable  in  accor¬ 
dance  with  FAR  31.205-35. 

7-1004.2  Conditions  for  Allowability  of 
Relocation  Under  FAR  31.205-35 

a.  The  contractor’s  relocation  costs 
must  be  reasonable  and  allocable,  and 
must  meet  the  four  criteria  listed  in  FAR 

31.205- 35(b)  to  be  allowable.  FAR 

31.205- 35(a)  lists  specifically  allowable 
relocation  costs  and  31.205-35(c)  lists 
specifically  unallowable  costs. 

b.  Allowable  relocation  costs  for  an 
existing  or  new  employee  must  involve  a 
permanent  change  of  duty  assignment. 
Any  such  relocation  for  an  indefinite 
period  qualifies,  but  one  for  a  stated 
period  of  less  than  12  months  does  not. 
Relocation  assimments  for  stated  peri¬ 
ods  or  for  indefinite  periods  should  nor¬ 
mally  last  at  least  12  months.  When  an 
undue  number  of  such  relocation  assign¬ 
ments  are  terminated  or  completed  in 
less  than  12  months,  the  auditor  should 
evaluate  the  reasons  and  recommend 


remedial  action  if  appropriate.  Reloca¬ 
tion  costs  in  excess  of  constructive  tem¬ 
porary  duty  assignment  costs  should  be 
questioned  if  the  contractor  should  have 
known  at  the  time  of  the  assignment  that 
it  would  noi  continue  for  a  period  of  12 
months  or  more. 

c.  Failure  to  fulfill  a  permanent  change 
of  duty  assignment  agreement  for  reasons 
within  the  employee’s  control  requires 
the  contractor  to  refund  or  credit  the 
relocation  costs  to  the  government.  The 
auditor  should  encourage  contractors  to 
include  recapture  provisions  in  reloca¬ 
tion  agreements  if  this  is  not  a  practice. 
The  provision  should  then  be  monitored 
by  the  auditor  to  assure  that  an  adequate 
contractor  follow-up  system  is  in  place  to 
collect  refunds  when  appropriate.  The 
auditor  should  assure  that  a  proper  por¬ 
tion  of  any  such  refunds  is  credited  to  the 
government. 

d.  The  recapture  rule  is  not  applicable 
to  return  relocation  costs  of  a  new  em¬ 
ployee  who:  (1)  is  hired  specifically  for  a 
long-term  (at  least  12  months)  field 
project  or  contract  assignment;  (2)  is 
entitled  to  return  relocation  under  the 
terms  of  his  or  her  employment  contract; 
and  (3)  is  not  a  permanent  employee  and 
is  released  from  employment  upon  com¬ 
pletion  of  the  assignment  for  which  he  or 
she  was  hired.  This  exception  is  applica¬ 
ble  to  only  those  employees  who  meet  all 
three  requirements.  Accordingly,  it  is  not 
applicable  to  the  existing  employees  who 
are  reassigned  to  field  projects. 

7-1004.3  Applicability  of  Joint  Travel 
Relations  (JTR)  to  Relocation  Per 
Diem  Costs. 

The  FAR  31.205-46  allowable  maxi¬ 
mum  government  travel  regulation  per 
diem  rates  for  lodging,  meals  and  inci¬ 
dental  expenses  apply  to  contractor  em¬ 
ployees  while  traveling  on  official  compa¬ 
ny  business.  Househunting  trips  and  trav¬ 
el  to  the  new  duty  station  are  considered 
official  business  travel  and  subject  to  the 
FAR  31.205-46  per  diem  criteria.  This 
criteria  does  not  apply  to  temporary 
quarters  allowances  because  the  employ¬ 
ee  is  not  considered  to  be  on  official 
business  travel  while  in  temporary  quar¬ 
ters. 
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7-1004.4  Employee  Assignments  not 
Covered  by  the  Relocation  Cost  Principle 

Certain  duty  assignments,  principally 
overseas  locations,  are  accompanied  by 
“location  allowances.”  These  “location 
allowances”  represent  compensation  in 
addition  to  normal  wages  and  salaries 
that  are  paid  by  contractors  to  induce 
employees  to  undertake  or  continue  work 
ui  locations  which  may  be  isolated  or  in 
an  unfavorable  environment.  Such  allow¬ 
ances  do  not  constitute  relocation  costs 
covered  by  FAR  31.205-35.  They  are 
considered  a  part  of  “compensation  for 
personal  services”  by  provision  of  FAR 
31.205-6.  They  should  be  evaluated  using 
the  procedures  described  in  5-1009.  Also 
costs  of  travel  to  an  overseas  location 
should  be  considered  travel  costs  in  ac¬ 
cordance  with  FAR  31.205-46  and  not 
relocation  costs  if  dependents  are  not 
permitted  at  that  location  for  any  reason 
and  the  costs  do  not  include  costs  of 
transporting  household  goods.  Under 
these  circumstances  the  move  is  obvious¬ 
ly  considered  a  temporary  rather  than  a 
permanent  change  of  duty  station. 

7-1004.5  Unallowable  Relocation  Costs 

Specific  types  of  relocation  costs  are 
not  allowable,  should  not  be  claimed  by 
the  contractor,  and  must  be  questioned 
or  disallowed  by  the  auditor  if  proposed 
or  charged  under  government  contracts. 
FAR  3 1.205-3 5(c)  lists  the  types  of  costs 
that  are  not  allowable,  including  (1)  loss 
on  the  sale  of  a  home;  (2)  continuing 
mortgage  principal  (not  interest)  pay¬ 
ments  on  the  residence  being  sold;  (3) 
certain  costs  incident  to  the  acquisition 
of  a  new  home  as  shown  in  FAR  31.205- 
35(cX2);  (4)  payment  of  employee’s  in¬ 
come  taxes  or  FICA  incident  to  reim¬ 
bursed  relocation  costs;  (5)  payments  for 
job  placement  assistance  to  employee 
spouses;  and  (6)  costs  incident  to  furnish¬ 
ing  or  obtaining  equity,  nonequity,  or 
lower-than-market-rate  loans  to  employ¬ 
ees.  In  addition,  FAR  31.205-35(d)  re¬ 
quires  the  contractor  to  refund  or  credit 
contract  costs  for  amounts  previously 
charged  to  relocate  an  employee  if  the 
employee  resigns  for  voluntary  reasons 
within  12  months  after  relocation.  Ter¬ 
mination  of  employment  for  illness,  dis¬ 


abling  injury,  or  death  is  not  generally 
within  the  employee’s  control  and,  there¬ 
fore,  would  not  serve  as  a  basis  for 
compelling  contractors  to  refund  or  cred¬ 
it  relocation  costs  to  the  government. 

7-1004.6  Mass  Relocations 

a.  Large  scale  or  mass  relocation  of 
employees  may  result  in  abnormal  total 
relocation  costs.  FAR  31.205-35(e)  recog¬ 
nizes  that  questions  may  arise  as  to  the 
reasonableness  and  allocability  of  the 
total  amount,  even  though  the  items 
comprising  the  total  are  otherwise  allow¬ 
able.  Thus  FAR  31.109,  Advance  Agree¬ 
ments,  provides  the  means  by  which 
parameters  of  reasonableness  and  alloca¬ 
bility  of  special  or  mass  relocation  may 
be  agreed  upon  in  advance  between  the 
government  and  the  contractor.  In  ab¬ 
sence  of  an  advance  agreement,  the  pro¬ 
visions  of  FAR  31.2,  should  be  used  by 
the  auditor  for  determination  of  reason¬ 
ableness  and  allocability. 

b.  If  the  auditor  learns  that  large  scale 
employee  relocations  are  to  be  made 
which  may  result  in  significant  costs  to 
prospective  or  existing  government  con¬ 
tracts,  the  auditor  should  report  the  mat¬ 
ter  to  the  cojpizant  ACO  with  a  recom¬ 
mendation  for  an  advance  agreement 
regarding  the  allowability  of  such  costs. 
The  recommendation  should  cite  impor¬ 
tant  areas  for  agreement  such  as  (1)  the 
segments  of  the  company  among  which 
the  costs  are  to  be  equitably  distributed, 
(2)  the  length  of  time  over  which  the  costs 
are  to  be  amortized,  and  (3)  the  employ¬ 
ees  eligible  for  reimbursement  of  reloca¬ 
tion  costs.  After  coordination  with  the 
local  ACO,  the  auditor  should  provide 
any  needed  information  to  other  con¬ 
tracting  officers  who  are  concerned. 

c.  Depending  on  the  circumstances,  as 
covered  in  FAR  31.109,  an  advance 
agreement  may  be  negotiated  1^  the  local 
ACO,  the  CACO,  or  a  PCO.  Be  respon¬ 
sive  to  any  request  from  the  designated 
government  n^otiator  for  audit  assis¬ 
tance  in  establishing  the  negotiation  ob¬ 
jective. 

7-1004.7  State  aad  Local  Transfer  Tax 

Some  state  or  local  sovemments  may 
impose  taxes  on  sales  or  homes.  If  the  tax 
is  imposed  on  the  seller  (employee)  by 
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law,  it  is  considered  a  form  of  transfer  tax 
which  must  be  satisfied  before  the  sale 
can  be  consummated  and  would  qualify 
as  closing  costs  described  in  FAR  3I.20S- 
35(a)(3).  However,  agreement  to  pay  the 


tax  not  imposed  on  the  seller  by  law,  in 
the  interest  of  making  a  sale  or  for  other 
reasons,  would  not  qualify  as  an  item  of 
closing  costs  and  would  be  unallowable. 
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7-1100  Section  11  —  Dues,  Memberships,  and  Professional  Activity  Costs 
7-1101  Introduction 


a.  This  section  provides  basic  guidance 
in  reviewing  dues,  memberships,  and 
professional  activity  costs  (FAR  31.205- 
43). 

b.  Additional  guidance  is  provided  on 
costs  of  memberships  in  industrial  liaison 
programs  of  universities,  the  Army, 
Navy,  and  Air  Force  associations,  and 
organizations  engaged  in  lobbying  or 
charitable  activities. 

7-1102  Dues,  Memberships,  and 
Subscriptions 

7-1102.1  General 

a.  Generally,  costs  of  memberships  in 
trade,  business,  technical,  and  profession¬ 
al  organizations  are  allowable  per  FAR 
31.205-43(a)  but  see  7-1102.2,  7-1102.3, 
and  7-1 102.4  below  for  special  consider¬ 
ations. 

b.  Subscription  costs  include  trade, 
business,  professional,  or  technical  peri¬ 
odicals.  Such  costs  are  generally  allow¬ 
able  per  FAR  31.205-43(b). 

7-1102.2  Army,  Navy,  and  Air  Force 
Associations 

The  Association  of  the  United  States 
Army,  Army  Aviation  Association  of 
America,  Navy  League  of  the  United 
States,  Air  Force  Association,  and  other 
nonprofit  associations  with  similar  objec¬ 
tives  have  for  many  years  offered  mem¬ 
berships  to  contractors.  These  associa¬ 
tions  are  primarily  concerned  with  foster¬ 
ing  and  preserving  the  images  and  effi¬ 
ciencies  of  the  Army,  Navy,  and  Air 
Force.  They  operate  outside  government 
channels  in  an  endeavor  to  preserve  a 
spirit  of  fellowship  among  former  and 
present  Service  members  and  to  inform 
and  arouse  the  interests  of  the  public  in 
activities  and  achievements  of  their  re¬ 
spective  military  services.  Generally, 
memberships  are  offered  to  contractors 
that  wish  to  support  the  objectives  of 
these  associations.  The  membership  dues 
often  include  a  subscription  to  publica¬ 
tions  issued  periodically.  For  example, 
the  Association  of  the  United  States 


Army  monthly  publishes  a  magazine  enti¬ 
tled  ARMY.  It  includes  numerous  arti¬ 
cles  primarily  designed  to  enhance  Army 
personnel  programs  and  to  promote  man¬ 
power  and  combat  readiness.  In  addition, 
conventions  and  meetings  are  periodical¬ 
ly  held  by  these  associations,  at  which 
contractors  frequently  exhibit  their  prod¬ 
ucts.  Occasionally,  these  conventions  or 
meetings  will  be  sponsored  by  a  contrac¬ 
tor  or  group  of  contractors.  These  con¬ 
ventions  or  meetings  are  usually  held  to 
focus  the  attention  of  the  public  on  the 
activities  of  a  particular  military  service 
that  contiibute  to  national  defense  pro¬ 
grams.  In  determining  the  allowability  of 
costs  incurred  by  contractors  with  these 
associations,  the  auditor  will  be  guided 
by  the  following: 

a.  Costs  related  to  these  associations 
such  as  membership  fees,  exhibit  or  dis¬ 
play  costs,  and  sponsorship  expenses  do 
not  qualify  as  allowable  under  the  trade, 
business,  technical,  or  professional  activi¬ 
ty  principle  in  FAR  M. 205-43. 

b.  The  costs  of  travel,  registration, 
hotel,  and  other  expenses  incurred  in 
connection  with  these  associations'  con¬ 
ventions,  meetings,  and  conferences  are 
considered  unallowable  in  accordance 
with  FAR  31.205-43(c),  unless  the  con¬ 
tractor  can  show  that  the  primary  pur¬ 
pose  of  the  meeting  is  for  “the  dissemina¬ 
tion  of  technical  information  or  the  stim¬ 
ulation  of  production.”  The  inference 
here  is  that  the  technical  information  will 
benefit  performance,  or  stimulate  pro¬ 
duction,  under  a  particular  government 
contract,  or  series  of  contracts. 

7-1 102.3  Costs  of  Memberships  in 
Industrial  Liaison  Programs  of 
Universities 

Industrial  liaison  programs  are  offered 
to  contractors  by  various  universities 
throughout  the  country.  Under  such  pro¬ 
grams,  contractors  are  usually  entitled  to 
the  use  of  university  facilities,  consulta¬ 
tions  with  faculty  members,  copies  of 
research  reports,  attendance  at  sympo¬ 
siums,  and  possibly  other  benefits.  To 
become  eligible  for  such  benefits,  the 
universities  require  that  contractors  pay 
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membership  fees.  Some  universities  enter 
into  formal  agreements  with  contractors 
describing  the  types  of  benefits  that  will 
be  provided. 

a.  The  membership  fee  in  each  indus¬ 
trial  liaison  program,  as  further  discussed 
in  b.  below,  should  be  considered  a 
retainer  fee  under  FAR  31.205-33  and  an 
allowable  cost  if  supported  by  evidence 
that:  (1)  the  services  are  necessary  and 
customary;  (2)  the  level  of  past  services 
justifies  the  amount;  and  (3)  the  retainer 
fee  is  reasonable  compared  to  the  cost 
and  level  of  expertise  required  to  main¬ 
tain  an  in-house  capability  to  perform  the 
covered  services. 

b.  Normally,  benefits  available  from 
membership  in  an  industrial  liaison  pro¬ 
gram  are  the  same  for  all  members, 
regardless  of  fee  paid  by  each  member. 
Universities  usually  set  a  schedule  of  fees 
based  on  company  size  which  is  often 
based  on  voluntary  compliance  or  negoti¬ 
ation  above  the  minimum  fee.  Generally, 
amounts  paid  in  excess  of  the  minimum 
fee  are  voluntary  and  should  be  disap¬ 
proved  as  contributions  under  FAR 
31.205-8,  in  the  absence  of  evidence  to 
the  contrary.  However,  a  larger  company 
or  one  with  a  special  need  may  derive 
more  benefits  than  other  industrial  liai¬ 
son  program  members.  In  such  cases,  all 
or  a  portion  of  the  amount  above  the 
minimum  fee  may  be  allowable. 

7-1102.4  Costs  of  Membership  Fees  in 
Organizations  Engaged  in  Lobbying  or 
Charitable  Activities 

The  allowability  of  membership  fees, 
association  dues,  or  the  costs  of  donated 
time  or  materials  to  any  organization  can 
normally  be  determined  from  the  pri¬ 
mary  mission  of  the  organization  receiv¬ 
ing  the  payments  or  benefits.  We  believe 
that  all  organizations  fit  three  basic  cate¬ 
gories  and  that  the  allowability  of  associ¬ 
ated  costs  is  predicated  on  the  nature  and 
materiality  of  expenses. 

a.  Bona  Fide  Trade  or  Professional 
Organizations 

If  an  organization  is  formed  for  the 
basic  purpose  of  providing  technical  ser¬ 
vices  to  member  contractors  and  the 
contractors  can  demonstrate  that  such 
services  were  actually  received,  the  mem¬ 
bership  and  associated  costs  are  normally 
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allowable,  even  though  the  organization 
may  occasionally  engage  in  an  immaterial 
amount  of  lobbying  activities  or  charita¬ 
ble  endeavors. 

b.  Trade  or  Nonprofit  Organizations 
Partially  Engaged  in  Lobbying  or  Chari¬ 
table  Activities 

The  costs  of  membership  or  other 
support  activities  donated  or  supplied  to 
organizations  which  are  partially  engaged 
in  lobbying  or  charitable  endeavors 
should  be  examined  in  light  of  their 
nature,  purpose,  and  materi^ity.  There  is 
no  hard  and  fast  rule  to  apply  to  these 
conditions  in  order  to  objectively  deter¬ 
mine  the  extent  of  un^lowable  costs 
attributed  to  association  with  certain 
oiganizations.  Therefore  the  following 
steps  should  be  taken  in  order  to  provide 
reasonable  assurances  that  unallowable 
contributions  or  lobbying  costs  are  not 
billed  or  claimed  by  contractors  when 
they  are  commingled  with  other  allow¬ 
able  costs: 

(1)  Question  any  special  assessment  or 
separately  identified  portion  of  the  costs 
of  membership  fees  or  other  type  costs 
applicable  to  lobbying  or  charitable  activ¬ 
ities  as  unallowable. 

(2)  Notify  the  contractor  that  it  is 
responsible  for  the  identification  and 
removal  from  its  claims  and  proposals  of 
any  unallowable  activity  costs  and  that  it 
is  required  to  maintain  adequate  records 
to  demonstrate  that  the  certification  of 
allowable  costs  complies  with  applicable 
cost  principles. 

(3)  In  the  absence  of  documentation  as 
to  the  amount  of  unallowable  lobbying  or 
charitable  activities  performed  by  such 
organizations,  it  may  be  difficult  to  verify 
the  validity  of  the  contractor’s  certifica¬ 
tion  or  to  question  estimated  unallowable 
activities.  The  auditor  should  request  the 
contractor  to  obtain  from  the  organiza¬ 
tion  in  question  a  confirmation  letter 
identifying  or  estimating  the  amounts  or 
percentages  of  lobbying  or  charitable  ef¬ 
fort  expended  by  the  organization  in  the 
accounting  year  under  review. 

c.  Organizations  Dedicated  to  Lobby¬ 
ing  or  Charitable  Activities 

When  it  can  be  determined  that  the 
fees  or  other  type  costs  associated  with 
membership  in  these  organizations  are 
ultimately  expended  on  lobbying  or  char- 
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itable  activities,  the  costs  are  to  be  evalu¬ 
ated  for  allowability  under  FAR  31.205- 
8,  31.205-22,  or  31.205-50. 

7-1102.5  Costs  of  Political  Campaign 
Activities  at  Contractor  Facilities 

Costs  associated  with  political  cam¬ 
paign  activities,  such  as  candidates’  ap¬ 
pearances  and  speeches  at  contractor 
facilities,  are  unallowable  in  accordance 
with  FAR  31.205-22(aXl),  Legislative 
Lobbying  Costs,  when  such  activities  are 
clearly  an  attempt  by  the  contractor  to 
influence  the  outcome  of  an  election  by 
soliciting  votes.  The  key  considerations 
in  this  determination  are  how  the  candi¬ 
date  is  portrayed  by  the  contractor  and 
the  subject  matter  of  the  candidate’s 
speech.  When  questioning  such  an  event 
all  costs  associated  with  these  activities 
including  applicable  burdens  should  be 
questioned. 

7-1103  Professional  Activity  Costs 
7-1103.1  General 

a.  Paragraph  (c)  of  FAR  31.205-43, 
Trade,  Business,  Technical  and  Profes¬ 
sional  Activity  Costs  states  that  the  cost 
of  technical  or  professional  meetings  and 
conferences  are  allowable  when  the  pri¬ 
mary  purpose  of  the  meeting  is  the  disse¬ 
mination  of  technical  information  or  the 
stimulation  of  production,  provided  the 
costs  meet  the  other  requirements  con¬ 
trolling  allowability  (FAR  31.201-2). 

b.  Ilie  cost  principle  makes  the  follow¬ 
ing  type  of  professional  and  technical 
activity  costs  expressly  allowable: 

(1)  Organizing,  setting  up,  and  spon¬ 
soring  the  technical  and  professional 
meetings,  symposia,  seminars,  etc.,  in¬ 
cluding  rental  of  meeting  facilities,  trans¬ 
portation,  subsistence,  and  incidental 
costs. 

(2)  Attending  the  meetings  by  contrac¬ 
tor  employees,  including  travel  costs. 

(3)  Attending  the  meetings  by  individ¬ 
uals  who  are  not  contractor  employees, 
provided  the  costs  are  not  reimbursed  to 
them  by  their  own  employer  and  their 
attendance  is  essential  to  achieve  the 
purpose  of  the  meetings. 
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7-1103.2  Conference  Costs  versus 
Entertainment  Costs 

a.  The  term  business  meetings  and 
conferences  refers  to  both  contractor  and 
trade  association  hosted  activities  of  a 
purely  business  nature.  Determinations 
as  to  whether  or  not  expenses  associated 
with  a  particular  meeting  or  conference 
represent  allowable  business  expense  un¬ 
der  FAR  31.205-43{c)  provisions  or  unal¬ 
lowable  social  activity  under  FAR 
31.205-14  (Entertainment  Costs)  should 
be  made  on  a  case-by-case  basis,  based  on 
all  pertinent  facts. 

b.  Under  the  provision  of  FAR  31.205- 
43(cK3),  costs  associated  with  the  spouse 
of  an  attendee  are  not  allowable  because 
the  spouse's  attendance  is  not  essential  to 
achieve  the  purpose  of  the  meeting. 

7-1103.3  Documentation 

a.  Determination  of  allowability  re¬ 
quires  knowledge  concerning  the  purpose 
and  nature  of  activity  at  the  meeting  or 
conference.  The  contractor  should  main¬ 
tain  adequate  records  supplying  the  fol¬ 
lowing  information  on  properly  prepared 
travel  vouchers  or  expense  records  sup¬ 
ported  by  copies  of  paid  invoices,  re¬ 
ceipts,  charge  slips,  etc. 

(1)  Date  and  location  of  meeting  in¬ 
cluding  the  name  of  the  establishment. 

(2)  Names  of  employees  and  guests  in 
attendance. 

(3)  Purpose  of  meeting. 

(4)  Cost  of  the  meeting,  by  item. 

b.  The  above  guidelines  closely  parallel 
the  current  record-keeping  requirements 
in  Section  274  of  the  Internal  Revenue 
code  for  entertainment  costs  as  a  tax 
deductible  expense.  Where  satisfactory 
support  assuring  the  claimed  costs  are 
allowable  conference  expenses  is  not  fur¬ 
nished,  the  claimed  conference/meal 
costs  and  directly  associated  costs  (see  8- 
405. Id.  for  description)  should  be  ques¬ 
tioned. 

c.  Meal  Expense.  Expenses  for  meals  of 
contractor  personnel,  not  in  travel  status, 
who  act  as  hosts  at  contractor-sponsored 
business  luncheons  or  dinners  are  allow¬ 
able  if  it  is  determined  that  the  activity 
constitutes  a  business  meeting  or  confer¬ 
ence  associated  with  the  active  conduct 
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of  the  contractor’s  business  and  not  a 
social  function. 

7-1103.4  Standards  of  Conduct  — 

Federal  Employees 

Guest  expenses  for  meals  or  other 
incidentals  applicable  to  Federal  employ¬ 
ees  should  normally  be  questioned  as 
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unnecessary,  and  hence  unreasonable 
costs,  except  under  limited  circum¬ 
stances,  since  they  are  prohibited  from 
accepting  gratuities  by  Executive  Order 
11222  of  1965,  Title  5  CFR  735(c),  and 
various  departmental  implementing  di¬ 
rectives  (e.g.,  DoDD  5500.7,  “Standards 
of  Conduct”). 
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7-1200  Section  12  —  Public  Relations  and  Advertising  Costs 


7-1201  Introduction 

This  section  provides  supplemental 
guidance  on  audits  of  public  relations 
and  advertising  costs  including  publica¬ 
tions.  The  guidance  in  Chapters  2 
through  6,  8,  and  9  also  applies  to  these 
areas. 

7-1202  AppUcability  of  FAR 

Effective  7  April  1986,  FAR  31.205-1 
was  revised  to  incorporate  cost  principles 
on  public  relations  costs.  FAR  31.20S-1 
defines  and  addresses  the  allowability  of 
public  relations  and  advertising  costs. 
Prior  to  April  1986,  guidance  on  distin¬ 
guishing  between  public  relations  and 
advertising  costs  and  the  allowability  of 
public  relations  costs  were  based  on 
ASBCA  cases. 

7-1202.1  Definition  of  Pnbiic  Relations 
and  Advertising 

Public  relations  and  advertising  costs 
include  the  costs  of  media  time  and 
space,  purchased  services  performed  by 
outside  organizations,  as  well  as  the  ap¬ 
plicable  portion  of  salaries,  travel,  and 
fringe  benefits  of  employees  engaged  in 
the  functions  and  activities  identified  in 
the  FAR  definitions  of  public  relations 
and  advertising. 

a.  Public  Relations 

Public  relations  as  defined  in  FAR 

3 1.205-  1(a)  means  all  functions  and  ac¬ 
tivities  dedicated  to: 

(1)  Maintaining,  protecting,  and  en¬ 
hancing  the  image  of  a  concern  or  its 
products;  or 

(2)  Maintaining  or  promoting  recipro¬ 
cal  understanding  and  favorable  relations 
with  the  public  at  large,  or  any  segment  of 
the  public.  The  term  public  relations 
includes  activities  associated  with  areas 
such  as  advertising  and  customer  rela¬ 
tions. 

b.  Advertising 

(1)  Advertising  as  defined  in  FAR 

31.205- l(b)  means  the  use  of  media  to 
promote  the  sale  of  products  or  services 
and  to  accomplish  the  activities  referred 
to  in  FAR  31.205-l(d)  (see  7-1202.2a) 
regardless  of  the  medium  employed. 


when  the  advertiser  has  control  over  the 
form  and  content  of  what  will  appear,  the 
media  in  which  it  will  appear,  and  when 
it  will  appear. 

(2)  Advertising  media  include  but  are 
not  limited  to  conventions,  exhibits,  free 
goods,  samples,  magazines,  newspapers, 
trade  papers,  direct  mail,  dealer  cards, 
window  displays,  outdoor  advertising, 
radio,  and  television. 

7-1202.2  Allowability  of  Pnbiic  Relations 
and  Advertising  Costs 

FAR  provisions  3 1.205- 1(d),  (e),  and 
(0  address  the  allowability  of  public 
relations  and  advertising  costs.  These 
provisions  and  supplemental  audit  guid¬ 
ance  are  provided  in  the  following  para¬ 
graphs: 

a.  Advertising  Costs 

All  advertising  costs  other  than  those 
specified  in  FAR  3 1.205- 1(d)  are  unal¬ 
lowable.  Allowable  advertising  costs  in¬ 
clude: 

(1)  Costs  that  arise  from  requirements 
of  government  contracts  and  that  are 
exclusively  for 

(a)  Recruiting  personnel  required  for 
performing  contractual  obligations,  when 
considered  in  conjunction  with  all  other 
recruitment  costs  (but  see  FAR  31.205- 
34); 

(b)  Acquiring  scarce  items  for  contract 
performance;  or 

(c)  Disposing  of  scrap  or  surplus  mate¬ 
rials  acquired  for  contract  performance. 
If  incurred  for  more  than  one  govern¬ 
ment  contract  or  both  government  and 
other  work  of  the  contractor,  costs  of  this 
nature  are  allowable  to  the  extent  that  the 
principles  in  FAR  31.201-3  (reasonable¬ 
ness),  FAR  31.201-4  (allocability),  and 
FAR  31.203  (allocation  of  indirect  costs) 
are  observed. 

(2)  Costs  to  promote  sales  of  products 
normally  sold  to  the  U.S.  Government 
which  contain  a  significant  effort  to  pro¬ 
mote  exports  from  the  United  States.  See 
7-1202.2g 

b.  Contract  Requirements 

Advertising  and  public  relations  costs 

specifically  required  by  contract  are  al¬ 
lowable. 
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c.  Liaison  Cost 

(1)  Allowability  of  Liaison  Costs 

Allowable  public  relations  costs  in¬ 
clude  cost  incurred  for  (a)  responding  to 
inquiries  on  company  policies  and  activi¬ 
ties;  (b)  communicating  with  the  public, 
press,  stockholders,  creditors,  and  cus¬ 
tomers;  and  (c)  conducting  general  liai¬ 
son  with  news  media  and  government 
public  relations  officers,  to  the  extent 
that  such  activities  are  limited  to  com¬ 
munication  and  liaison  necessary  to  keep 
the  public  informed  on  matters  of  public 
concern  such  as  notice  of  contract 
awards,  plant  closing  or  openings,  em¬ 
ployee  layoffs  or  rehires,  and  financial 
information. 

(2)  Audit  Evaluation 

(a)  Public  relations  costs  may  encom- 
Iiass  (i)  services  performed  in-house,  pos¬ 
sibly  in  a  public  relations  or  similarly 
designated  department,  by  the  contrac¬ 
tor’s  own  employees;  and  (ii)  services 
performed  by  the  contractor’s  own  em¬ 
ployees  at  any  off-site  liaison  office. 
Public  relations  costs  incurred  in-house 
and  off-site  include  the  salaries  and  relat¬ 
ed  travel  and  fringe  benefits  of  the  em¬ 
ployees  involved  and  an  allocable  share 
of  supervision,  space,  utilities,  and  ad¬ 
ministration  costs.  Audit  evaluation  of 
public  relations  costs  should  encompass 
all  of  the  foregoing  aspects. 

(b)  The  costs  of  off-site  liaison/public 
relations  offices  are  often  substantial  and 
the  contractor’s  in-house  records  may  not 
be  sufficient  to  permit  the  necessary 
scope  of  audit  of  such  costs.  This  condi¬ 
tion  would  call  for  additional  audit  effort 
at  the  off-site  facility  to  the  extent  re¬ 
quired  to  determine  the  allowability,  allo- 
cability,  and  reasonableness  of  the  costs 
incurred  by  that  facility. 

d.  Community  Service  Activities 

(1)  Costs  of  participation  in  communi¬ 
ty  service  activities  such  as  blood  bank 
drives,  charity  drives,  savings  bond 
drives,  and  disaster  assistance  are  allow¬ 
able. 

(2)  Under  FAR  31.205-8,  contributions 
and  donations,  whether  in  the  form  of 
money,  goods,  or  services,  are  unallowa¬ 
ble.  However,  the  costs  of  services  of 
executive  and  other  personnel  in  support 
of  charitable  and  community  funds  or 
other  similar  campaigns  or  drives  are 


allowable  under  FAR  31.205-l(eX3)  and 
should  not  be  questioned.  When  such 
services  affect  the  concurrent  full  dis¬ 
charge  of  their  other  regular  duties  and 
responsibilities  to  the  contractor  by  the 
personnel  involved,  the  auditor  should 
consider  whether  the  costs  are  reason¬ 
able. 

e.  Plant  Tours  and  Open  Houses 

Costs  of  plant  tours  and  open  houses 

are  allowable;  however,  costs  of  promo¬ 
tional  material,  motion  pictures,  video¬ 
tapes,  brochures,  handouts,  ms^azines, 
and  other  media  are  unallowable  under 
FAR  31.205-1(0(5)  (see  7-1202.2i). 

f.  Ceremonial  Costs 

Costs  of  ceremonies  such  as  corporate 
celebrations  and  new  product  announce¬ 
ments  are  unallowable.  Costs  of  keel 
laying,  ship  launching,  commissioning, 
and  roll-out  ceremonies,  to  the  extent 
specifically  provided  for  by  contract,  are 
allowable. 

(1)  Ship  Launching  Ceremonies 

Items  of  cost  which  are  normally  ac¬ 
ceptable  for  ship  launching  ceremonies 
include  (a)  the  construction  of  a  mini- 
mum-size  launching  platform  large 
enough  to  accommodate  the  launching 
party  and  speakers;  (b)  modest  decora¬ 
tions  of  the  launching  platform  and  a 
sponsor’s  shelter,  if  needed;  and  (c)  a 
bottle  of  champagne,  decorative  ribbon 
and  suspension,  and  a  simple  decorative 
packing  case  without  metal  container. 

(2)  Sponsor’s  Costs 

Costs  related  to  personal  expenses  of  I 
the  sjTonsor  and  its  party,  luncheons  or 
dinners,  and  gifts  for  the  sponsor  are 
unallowable  and  should  be  questioned. 

g.  Air  Shows,  Special  Events,  and 
Trade  Shows 

Generally,  air  shows  and  trade  shows 
are  classified  as  broadly  targeted  selling 
efforts  and  are  covered  under  FAR 
31.205-1.  However,  the  allowability  of 
these  costs  has  been  complicated  by  nu¬ 
merous  changes  effected  through  the  pub¬ 
lic  laws  to  the  regulations.  These  costs  are 
classified  as  allowable  or  unallowable  on 
contracts  depending  on  when  the  costs 
were  incurred. 

In  determining  the  allowability  of  air 
shows,  special  events,  and  trade  shows 
auditors  must  pay  specific  attention  to 
the  contract  award  date,  when  the  costs  I 
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were  incurred,  and  the  governmental 
agency  purchasing  the  goods  and  ser¬ 
vices.  The  chart  below  assists  in  identi¬ 
fying  the  applicable  allowability  criteria. 
The  numbers  are  keyed  to  the  following 
five  paragraphs  in  this  subsection.  Adver¬ 
tising  costs  of  air  shows,  special  sales 
events,  and  trade  shows  with  no  forei^ 
sales  (export),  value  have  been  and  still 
are  unallowable  costs.  Likewise,  enter¬ 
tainment  costs  and  other  costs  not  neces¬ 
sary  to  a  sales  presentation  have  always 
been  and  still  are  unallowable.  For  addi¬ 
tional  information  on  the  allowability  of 
foreign  selling  costs,  see  the  chronology 
presented  in  7-1306.2. 

All 

Other 

Govem- 


Contract  Dates 

DoD 

Con¬ 

tracts 

ment 

Con¬ 

tracts 

5/15/91  -  Current 

(1) 

(I) 

4/12/88  -  5/15/91 

Costs  incurred 

(2) 

(3) 

on  or  after  the 

start  of  the  con¬ 
tractor’s  1st  fis¬ 
cal  year  begin¬ 
ning  on  or  after 
12/15/88 


Costs  incurred  (3)  (3) 

prior  to  the  start 
of  the  contrac¬ 
tor’s  1st  fiscal 
year  beginning 
on  or  after 
12/15/88 

Prior  to  4/12/88  (4)  (5) 


(1)  Costs  of  “significant  effort’’  to 
promote  export  sale  of  products  normally 
sold  to  the  U.S.  Government  are  allow¬ 
able  subject  to  a  ceiling.  This  includes  air 

I  shows,  trade  shows,  and  special  events. 

(2)  (a)  For  DoD  contracts  open  as  of 

15/15/91,  (1)  is  retroactively  applied  to 
fiscal  years  beginning  on  or  after 
12/15/88. 

(b)  For  DoD  contracts  open  as  of 
12/15/88  but  closed  prior  to  5/15/91, 
costs  of  “significant  effort’’  to  promote 
export  sales  of  U.S.  defense  industry 
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products  were  allowable  subject  to  a 
ceiling.  DoD  contracts  have  specific  cov¬ 
erage  in  the  DFARS  which  is  in  place  of 
the  FAR  coverage.  The  FAR  coverage 
remained  applicable  to  non-DoD  con¬ 
tracts  as  discussed  in  (3)  below.  For  these 
DoD  contracts,  DFARS  231.205-1  and 
231.205-38  provided  that  the  costs  of 
activities  which  contain  “significant  ef¬ 
forts”  to  promote  exports  of  U.S.  defense 
industry  products  are  allowable.  Such 
promotional  activities  primarily  targeted 
at  foreign  selling  are  allowable  even  if 
they  include  domestic  mariceting  efforts. 
Additional  information  regarding  ceiling 
limitations  and  the  effective  dates  are  in 
7- 1306.2(d). 

(3)  The  following  costs  to  promote 
American  aerospace  exports  at  domestic 
and  international  exhibits,  such  as  air 
shows,  trade  shows,  and  conventions, 
were  allowable  provided  they  were  rea¬ 
sonable; 

Transportation  of  the  aircraft; 

Aerospace  parts  and  equipment; 

Other  associated  support  cost. 

(a)  These  allowable  costs  did  not  in¬ 
clude  other  exhibit  costs  (such  as  cost  of 
entertainment,  hospitality  suites  or  cha¬ 
lets,  advertising  media  other  than  exhib¬ 
its,  and  other  costs  not  necessary  to 
establish,  operate,  or  maintain  an  exhibit, 
display,  or  demonstration). 

(b)  In  addition,  the  allowability  cover¬ 
age  was  limited  to  promoting  a  speciHc 
category  of  products  (i.e.,  .\merican  aero¬ 
space  products)  to  a  specific  class  of 
customers  (i.e.,  foreign  customers).  Ac¬ 
cordingly,  costs  incurred  for  promoting  a 
contractor’s  non-aerospace  products  at 
an  international  trade  show,  and  that 
portion  of  costs  incurred  for  promotiiu;  a 
contractor’s  aerospace  products  to  Amer¬ 
ican  customers,  were  unallowable  (Sec¬ 
tion  8062  of  the  1988  Appropriations 
Act). 

(4)  For  DoD  contracts  awarded  prior 
to  12  April  1988  and  completed  before 
the  start  of  the  contractor’s  first  fiscal 
year  beginning  on  or  after  1 5  December 
1988,  air  shows,  trade  shows,  and  con¬ 
ventions  were  generally  unallowable. 
However,  for  DoD  contracts  awarded 
prior  to  12  April  1988  and  still  in  prog¬ 
ress  on  or  after  the  start  of  the  contrac¬ 
tor’s  first  fiscal  year  beginning  on  or  after 


DCAA  CoBtnct  Audit  Manual 


January  1995 


111 

1|7-1202.2g. 


IS  December  1988,  air  shows,  trade 
shows,  and  convention  costs  are  generally 
allowable  as  described  in  (1)  and  (2).  On 
such  in-progress  contracts  awarded  prior 
to  12  April  1988,  the  costs  of  air  shows, 
trade  shows,  and  conventions  incurred  in 
prior  fiscal  years  remain  generally  unal¬ 
lowable.  This  type  of  change  in  the  appli¬ 
cability  of  the  cost  principles  based  on 
the  timing  of  cost  incurrence  is  unusual. 
It  was  mandated  by  Public  Law  100-456. 
These  costs  are  allowable  sul^ect  to  a 
ceiling  which  is  described  in  7-1306.2. 

(5)  For  contracts  with  the  U.S.  Govern¬ 
ment  other  than  with  DoD  awarded  prior 
to  12  April  1988  and  completed  prior  to 
1 S  May  1991,  air  shows,  trade  shows,  and 
conventions  were  Knerally  unallowable. 
However,  for  non-L>oD  contracts  award¬ 
ed  prior  to  12  /^ril  1988  and  still  in 
progress  on  or  after  15  May  1991,  air 
shows,  trade  shows,  and  convention  costs 
are  generally  allowable  as  described  in  (1) 
if  incurred  on  or  after  15  May  1991. 
These  costs  are  allowable  sulnect  to  a 
ceiling  which  is  described  in  7-1306.2. 

(6)  Audit  Guidance 

(a)  Contracts  awarded  in  the  period 
discussed  in  7-1202.2g(l)  &  (2)  do  not 
require  the  segregation  of  promotional 
costs  based  on  taigeted  customers.  The 
provisions  make  allowable  significant  ef¬ 
fort  primarily  targeting  the  promotion  of 
e^rts  even  though  domestic  marketing 
efforts  are  included. 

(b)  For  all  contracts  awarded  in  the 
period  discussed  in  7-1202.2g(3)  the  con¬ 
tractor  must  be  able  to  document  that  the 
products  are  American  aerospace  prod¬ 
ucts  and  that  the  targeted  customers  are 
foreign.  Certain  trade  shows  or  exhibits 
target  a  mixed  customer  audience  (both 
foreign  and  American  customers).  When 
an  event  targets  both  types  of  customer, 
only  a  pprtion  of  the  costs  (those  target¬ 
ing  foreign  customers)  are  considered 
allowable.  FAR  31.204,  Application  of 
principles  and  procedures,  requires  the 
contractor  to  assign  costs  targeting  do¬ 
mestic  customers  as  unallowable  and 
costs  tarring  foreign  customers  as  al¬ 
lowable.  ^e  auditor  should  review  the 
contractor’s  documentation  and  assump¬ 
tions. 

h.  Meetings,  Symposia,  Seminars,  and 
Other  Special  Events 


Costs  of  sponsoring  meetings,  sympo¬ 
sia,  seminars,  and  other  specif  events 
when  the  principal  purpose  of  the  event 
is  other  than  dissemination  of  technical 
information  or  stimulation  of  production 
are  unallowable. 

i.  Promotional  Material 

Costs  of  promotional  material,  motion 
pictures,  videotapes,  brochures,  hand¬ 
outs,  magazines,  and  other  media  that  are 
designed  to  call  favorable  attention  to  the 
contractor  and  its  activities  are  unallowa¬ 
ble.  However,  see  FAR  3 1.205- 13(a), 
Employee  morale,  health,  welfare,  food 
service,  and  dormitory  costs  and  credits; 
FAR  31.205-21,  Labor  relations  costs; 
FAR  31.205-43(c),  Trade,  business,  tech¬ 
nical,  and  professional  activity  costs;  and 
FAR  31.2()5-44,  Training  and  education¬ 
al  costs. 

j.  Souvenirs,  Models,  and  Mementos 

Costs- of  souvenirs,  models,  imprinted 

clothing,  buttons,  and  other  mementos 
provided  to  customers  or  the  public  are 
unallowable. 

k.  Costs  of  Memberships 

(1)  FAR  Provision 

Costs  of  memberships  in  civic  and 
community  organizations  are  unallowa¬ 
ble. 

(2)  Audit  Guidance 

Allowable  costs  of  memberships  in 
trade,  business,  technical,  and  profession¬ 
al  organizations  (FAR  31.205-43)  include 
dues  paid  to  Chambers  of  Commerce. 
Dues  paid  to  Army,  Navy,  and  Air  Force 
Associations  are  unallowable  (7-1100). 
The  minimum  fee  for  membership  in  any 
university’s  industrial  liaison  program  is 
allowable  if  reasonable,  provide  it  is 
supported  by  evidence  of  bona  flde  ser¬ 
vices  available  or  rendered  (7-  1100). 
Expenditures  for  influencing  l^slation 
are  unallowable  by  Federal  statute.  Any 
identifiable  portion  of  the  costs  of  mem¬ 
berships  in  bona  fide  trade,  business, 
technical,  and  professional  organizations, 
intended  for  use  in  connection  with  influ¬ 
encing  legislation  is  likewise  unallowable 
(FAR  31.205-22). 

l.  Other  Public  Relations  Costs  to  Pro¬ 
mote  Sales 

(1)  Under  FAR  3 1.20^  1(f)(8),  unal¬ 
lowable  public  relations  costs  include  all 
public  relations  costs,  other  than  those 
specified  in  FAR  31.205-l(e)  whose  pri- 
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mary  purpose  is  to  promote  the  sale  of 
products  or  services  by 

(a)  stimulating  interest  in  a  product  or 
product  line  (except  for  those  direct  sell¬ 
ing  costs  made  allowable  under  FAR 

31.205- 38(c)),  or 

(b)  disseminating  messages  calling  fa¬ 
vorable  attention  to  the  contractor  for 
purposes  of  enhancing  the  company  im¬ 
age  to  sell  the  company’s  prc^ucts  or 
services. 

(2)  Nothing  in  FAR  31.205-1(0(8)  mo¬ 
difies  the  express  unallowability  of  costs 
listed  in  FAR  31.205-1(0(1)  through  (7). 
The  purpose  of  FAR  31.205-1(0(8)  is  to 
provide  criteria  for  determining  whether 
costs  not  specifically  identified  should  be 
unallowable. 

7-1203  Public  Relations  Costs 

7-1203.1  Contractor’s  Accounting 
Systems 

Public  relations  consists  of  different 
types  of  materials  and  services  which  by 
themselves  may  be  separately  treated  in 
FAR  31.205.  Moreover,  many  contrac¬ 
tors  do  not  establish  public  relations  as  a 
separate  category  of  cost  in  their  account¬ 
ing  systems.  Although  they  may  be  re¬ 
corded  in  other  accounts,  public  relations 
costs  are  most  likely  to  be  found  as  part 
of; 

a.  Advertising  Costs  (FAR  31.205-1). 

b.  Compensation  for  Personal  Services 
(FAR  31.205-6). 

c.  Contributions  and  Donations  (FAR 

31.205- 8). 

d.  Employee  Morale,  Health,  Welfare 
and  Food  Service  and  Dormitory  Costs 
and  Credits  (FAR  31.205-13). 

e.  Entertainment  Costs  (FAR  31.205- 
14). 

f.  Labor  Relations  Costs  (FAR  31.205- 

21). 

g.  Other  Business  Expenses  (FAR 
31.20^28). 

h.  Professional  and  Consultant  Service 
Costs-Legal,  Accounting,  Engineering 
and  Other  (FAR  31.205-33). 

i.  Selling  Costs  (FAR  31.205-38). 

j.  Trade,  Business,  Technical  and  Pro¬ 
fessional  Activity  Costs  (FAR  31.205- 
43). 


7-1203.2  Review  of  Public  Relations 
Costs 

Contractor  expenditures  for  public  re¬ 
lations  and  advertising  activities  identi¬ 
fied  in  FAR  31.205-1(0  (see  7-1202.2) 
and  those  which  meet  the  criteria  for 
contributions  and  donations,  or  enter¬ 
tainment  costs  are  unallowable  under  the 
cited  FAR  provisions.  The  extent  of  and 
criteria  for  allowability  of  the  other 
above  listed  cost  categories  are  expressed 
in  the  identified  FAR  paragraphs.  Appro¬ 
priate  audit  steps  should  be  desired  to 
identify  public  relations  items  in  each 
categoiy  and  to  evaluate  their  allowabili¬ 
ty. 

a.  Factors  to  be  Considered 

When  reviewing  the  different  catego¬ 
ries  of  costs,  the  most  important  major 
factors  to  be  considered  are  the  nature  of 
the  service  rendered,  the  function  per¬ 
formed,  the  propriety  of  the  base  of 
allocation,  and  the  basic  consideration  of 
reasonableness  as  defined  in  FAR 
31.201-3.  Nomenclature  or  similar  less- 
than-in-depth  reviews  are  apt  to  result  in 
an  incorrect  determination. 

(1)  Nature  of  Services  Rendered  and 
Functions  Performed 

The  nature  of  the  service  rendered  and 
the  function  performed  are  important  in 
detennining  the  proper  classification  of 
costs.  FAR  31.204(c)  provides  that  the 
determination  of  allowability  shall  be 
based  on  the  guidance  contained  in  the 
subsection  that  most  specifically  deals 
with  the  cost  at  issue.  This  FAR  provi¬ 
sion  prevents  contractors  from  success¬ 
fully  claiming  unallowable  public  rela¬ 
tions  costs  under  more  favorable  and 
broader  cost  principle  coverage;  e.g.,  un¬ 
allowable  costs  of  ceremonies  (FAR 

3l.205-l(fX4))  claimed  as  employee  mo¬ 
rale  and  welfare  under  FAR  31.205-13 
(but  see  7-1917.3). 

(2)  Reasonableness  and  Allocability  of 
Costs 

(a)  The  auditor  should  be  primarily 
concerned  with  the  positive  criteria  of 
allowability,  reasonableness  and  alloca¬ 
bility.  Costs  will  generally  be  considered 
reasonable  if  they  are  of  a  type  normally 
recognized  as  ordinary  and  necessary  for 
the  contractor’s  business,  or  are  the  ac¬ 
tions  of  a  prudent  businessman  in  the 
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conduct  of  competitive  business.  On  the 
other  hand,  costs  which  represent  a  sig¬ 
nificant  deviation  from  established  busi¬ 
ness  practices,  increasing  contract  costs, 
are  likely  to  be  unreasonable. 

(b)  The  reasonableness  of  costs  should 
also  be  viewed  from  the  standpoint  of 
magnitude.  Careful  scrutiny  should  be 
given  to  large  amounts  of  public  relations 
expenditures  especially  when  there  have 
been  significant  increases  relative  to  the 
base  from  prior  years.  This  is  particularly 
true  when  most  of  the  contractor’s  costs 
are  allocated  to  government  contracts. 
Accordingly,  where  amounts  appear  to  be 
disproportionately  large  or  otherwise  out 
of  line,  the  auditor  should  consider  ques¬ 
tioning  costs  as  appropriate,  even  though 
they  fall  within  dlowable  classifications. 

b.  Special  Audit  Considerations 

Special  audit  considerations  for  certain 
other  items  of  public  relations  cost  are 
summarized  below. 

(1)  Government  Requested  Public  Re¬ 
lations  and/or  Advertising  Activities 

The  types  of  public  relations  and  ad¬ 
vertising  costs  which  are  unallowable, 
and  the  limit^fd  ones  that  are  allowable, 
are  set  forth  in  FAR  31.205-1.  Even  in 
instances  where  a  contractor  is  satisfying 
a  contract  related  suggestion  or  request 
by  government  contracting  personnel,  a 
public  relation  or  advertising  cost  that  is 
classified  as  unallowable  by  this  section 
remains  unallowable.  However,  FAR 
31.203-l(d)  provides  the  contracting  offi¬ 
cer  with  the  latitude  to  request  public 
relation  or  advertising  effort  when  need¬ 
ed  to  meet  contract  requirements.  To  be 
allowable,  the  public  relations  and/or 
advertising  activity  must  be  sprcificaliy 
required  by  contract  or  modification. 
Unallowatility  would  also  extend  to  the 
costs  of  exhibits  in  which  the  contractor 
is  invited  to  participate  by  any  agency  of 
the  government,  and  at  which  the  compa¬ 
ny  or  its  products  are  publicized  for  the 
puipose  of  delivering  a  sales  messt^e. 

(2)  Public  Relations  Account 

The  auditor  may  occasionally  find  a 
contractor  that  maintains  an  account 
entitled  public  relations.  Such  accounts 
should  not  be  questioned/disapproved  on 
a  nomenclature  basis;  rather  an  adequate 
analysis  of  their  contents  should  be  made 
since  they  may  contain  both  allowable 


and  unallowable  costs.  FAR  31.201-6 
incorporates  Cost  Accounting  Standard 
(CAS)  405  which  requires  contractors  to 
identify  unallowable  costs  (see  8-405). 
The  auditor  should  coordinate  with  the 
administrative  contracting  officer  in  ob¬ 
taining  necessary  refinements  in  the  con¬ 
tractor’s  accounting  procedures  to  identi¬ 
fy  unallowable  public  relations  costs. 

c.  Reporting 

Public  relations  types  of  costs  are  par¬ 
ticularly  sensitive  b^use  of  their  con¬ 
troversial  nature.  Audit  coverage  should 
therefore  be  of  commensurate  scope  and 
depth.  Reasons  given  in  audit  reports  for 
audit  questioned  or  disapproved  costs 
should  be  clear,  precise,  and  complete. 

7-1204  Pnblicatioii  Costs 

Publication  costs  claimed  by  a  contrac¬ 
tor  may  include  costs  related  to  the 
preparation  and  printing  of  such  items  as 
plant  newspapers  and  magazines,  recruit¬ 
ment  pamphlets,  technical  brochures, 
and  contractor  and  product  capability 
promotional  items.  >^ile  the  amounts 
individually  may  not  be  significant,  col¬ 
lectively  on  E)oD  procurements  they 
amount  to  significant  dollars. 

7-1204.1  Audit  Guidelines 

a.  Audits  of  claimed  publications  costs 
should  be  based  on  an  appropriate  exam¬ 
ination  of  the  contractor’s  policies  and 
procedures  (6-600),  as  well  as  on  a  selec¬ 
tive  review  of  individual  publications. 
FAR  specifically  allows  (within  limita¬ 
tions)  help  wanted,  scarce  and  scrap 
material  advertising  (3l.205-l(d));  house 
publications  (31.205-13),  and  corporate 
stockholders  reports  (31.205-28). 

b.  The  allowability  of  the  cost  of  any 
publication  which  is  construed  as  public 
relations  and/or  advertising  must  be  de¬ 
termined  in  accordance  with  FAR 
31.205-1.  Unfortunately,  the  contents  of 
the  publications  do  not  always  lend  them¬ 
selves  to  a  ready  determination  as  to  the 
FAR  eatery  into  which  they  fall.  To 
assist  in  these  determinations  the  follow¬ 
ing  guidance  sets  forth  five  broad  catego¬ 
ries  into  which  most  publications  may  be 
grouped. 
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7-1204.2  Broad  Categories  Covering 
Publications 

Examples  of  the  types  of  publications 
to  be  included  under  each  category  and 
factors  which  indicate  the  appropriate 
section  of  FAR  under  which  the  allowa¬ 
bility  of  the  related  costs  should  be 
determined  are  discussed  below. 

a.  Employee  Welfare  and  Industrial 
Relations 

(1)  The  most  common  publications  of 
this  type  are  regularly  issued  newspapers 
or  magazines.  These  publications  gener¬ 
ally  provide  information  as  to  events  of 
interest  within  the  organization  or  of  the 
employees'  outside  activities.  Although 
there  are  frequently  articles  on  company 
achievements,  the  intent  here  is  to  instill 
a  feeling  of  accomplishment  rather  than 
to  advertise.  Other  industrial  relations 
publications  incorporate  information  on 
available  employee  benefits,  safety,  and 
education.  Distribution  of  the  above 
types  of  publications  is  usually  limited  to 
immediate  employees  and/or  their  fami¬ 
lies.  The  related  costs  of  the  forgoing 
publications  are  considered  allowable  un¬ 
der  FAR  31.205-13. 

(2)  Recruitment  pamphlets  which  are 
used  primarily  to  explain  the  available 
fringe  benefits  to  prospective  employees 
should  be  considered  in  conjunction  with 
the  review  of  help  wanted  advertisements 
and  as  such  are  allowable  under  FAR 

31.205-1  subject  to  the  limitations  of 
FAR  31.205-34  (see  7-1904). 

b.  Professional  and  Technical  Articles 

(1)  These  publications  are  disseminat¬ 
ed  to  a  professional  or  technical  type 
audience  and  generally  take  the  form  of 
dissertations  on  technical  subjects  that 
are  related  to  the  contractor’s  products  or 
activities.  This  type  of  publication  has 
generated  much  of  DoD’s  interest  in 
contractors’  house  publications.  In  most 
instances  the  costs  of  publishing  such 
material  can  better  be  related  to  profes¬ 
sional  activity  costs  since  they  are  the 
result  of,  or  are  copies  of,  papers  deliv¬ 
ered  at  professional  meetings.  Others  are 
reprints  of  magazine  articles  of  scientific 
interest. 

(2)  In  evaluating  individual  publica¬ 
tions  of  this  nature,  difficulty  may  be 
experienced  in  determining  whether  they 


should  be  classified  as  capability  adver¬ 
tising  or  as  technical  treatises.  Some 
difficulties  will  normally  arise  where 
there  are  subtle,  even  though  infrequent, 
references  to  the  contractor.  Where  such 
references  are  the  only  questionable  as¬ 
pect  of  the  publication,  it  would  be 
extremely  difficult  to  support  a  position 
that  these  references  necessitate  consider¬ 
ation  of  the  publication  as  an  advertise¬ 
ment.  Therefore,  to  the  extent  that  the 
publication  costs  incidental  to  technical 
presentations  at  meetings  and  confer¬ 
ences  and  reprinting  such  technical  pa¬ 
pers  for  use  in  contractors’  house  publica¬ 
tions  are  reasonable  and  allocable,  and 
can  be  construed  as  dissemination  of 
technical  information  rather  than  adver¬ 
tising,  such  publications  are  considered 
allowable  within  the  intent  of  FAR 

31.205- 43. 

c.  Selling,  Marketing,  and  Advertising 

In  those  instances  where  the  materim 

provides  little  or  no  technical  assistance 
to  the  recipient  and  is  distributed  to  all 
customers  and/or  potential  customers, 
the  cost  should  be  treated  as  advertising 
(FAR  31.205-1)  or  selling  costs  (FAR 

31.205- 38).  More  specific  guidance  in 
determining  the  allowability  of  selling 
costs  is  in  7-1300.  Advertising  costs  of 
this  nature  are  unallowable  (see  7- 
1202.2a). 

d.  Contractor  and  Product  Capability 
Promotional  Items 

(1)  These  differ  from  normal  selling, 
marketing,  and  advertising  publications 
in  that  they  stress  the  signor  capabili¬ 
ties  of  the  contractor’s  facilities  and/or 
personnel  in  research  and/or  develop¬ 
ment  of  new  products.  They  may  also 
advertise  achievements  of  the  contractor, 
but  generally  do  not  supply  detailed 
technical  data.  Advertising  costs  of  this 
nature  are  unallowable  under  FAR 

31.205- 1(0  (see  7- 1202.2a).  Accordingly, 
such  costs  should  not  be  accepted  under 
cost-type  contracts  and  should  be  ques¬ 
tioned  in  advisory  audit  reports  for  price 
negotiation  purpo^. 

(2)  Certain  publications  can  be  clearly 
identified  as  capability  advertising;  how¬ 
ever,  in  some  cases  publications  that 
provide  technical  data  necessary  for 
equipment  operation  may  include  some 
descriptive  data  that  could  be  construed 
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as  capability  advertising  if  taken  out  of 
context.  The  primary  purpose  of  the 
publication  and  type  of  distribution,  such 
as,  operating  manuals  delivered  with  the 
equipment,  would  be  the  significant  fac¬ 
tor  in  determining  allowability. 

e.  Public  Relations 

This  category  includes  pictures,  decals, 
and  promotional  material  that  emphasize 
the  contractor’s  accomplishments  in  pro¬ 
ducing  equipment  or  providing  services. 
They  do  not  contribute  to  the  perfor¬ 
mance  of  the  government  contracts,  even 
if  they  are  related  to  items  produced 
under  such  contracts,  but  merely  serve  to 
enhance  the  contractor’s  reputation.  The 
costs  of  such  items  are  unallowable  (see 
7-1202.2). 

7-1205  Contractor  Logos  and 
Emblems 

7-1205.1  Contracting  Officers’  Position 

A  common  practice  for  a  company  is  to 
identify  its  products  using  l^os  and 
emblems.  Some  contracting  officers  are 
concerned  over  the  costs  being  incurred 
for  contractors’  logos  and  emblems  being 
placed  on  government  systems.  These 
contracting  officers  are  treating  the  direct 
and  indirect  costs  for  logos  and  emblems 
produced  by  means  of  a  special  mold  or 
casting  (not  simple  stick-on  adhesive  de¬ 
cals)  as  unallowable  advertising  costs 
under  FAR  31.205-1. 

7-1205.2  Audit  Procedures 

a.  Applicable  FAR  Provisions 

The  contracting  officers’  position  re¬ 
flects  an  internal  negotiating/contracting 
policy.  This  policy  is  enforceable  to  the 
extent  that  contracting  officers  obtain 
contractor  concurrence  and  include  a 
specific  clause  in  contracts  making  such 
costs  expressly  unallowable  or  issue  a 
notice  of  intent  to  disallow.  Unless  con¬ 
tracts  contain  such  a  clause,  contractors 
need  only  to  comply  with  FAR  31.205-1 
and  FAR  31.201-3,  Reasonableness. 

b.  The  use  of  the  terminology  logos  and 
emblems  may  be  misleading.  Logo  is  an 
abbreviation  for  the  word  logotype, 
which  actually  means  the  standard  ways 
in  which  to  letter  or  set  in  type  the 
company  trade  name,  while  emblem  rep¬ 


resents  the  mark  of  a  nonprofit  organiza¬ 
tion.  However,  “contractor  logos  and 
emblems”  as  used  in  government  con¬ 
tracting  represent  the  actual  design  and 
typesetting  of  all  company  marks.  Com¬ 
pany  marks  can  be  trademarks  (compa¬ 
nies  who  manufacture  products)  or  ser¬ 
vice  marks  (companies  who  provide  ser¬ 
vices  to  their  customers).  Regardless  of 
the  type  of  mark,  the  key  factor  is  the 
purpose  for  which  the  marks  are  de¬ 
signed.  Marks  are  initially  designed  to 
meet  three  main  purposes,  (1)  to  indicate 
the  origin  of  the  product  or  service  pro¬ 
vided,  (2)  to  guarantee  quality  consisten¬ 
cy  (the  mark  tells  the  buyer  that  the 
product  or  service  is  the  same  as  that 
provided  previously),  and  (3)  to  serve  as 
an  advertisement  (simple  enough  to  catch 
attention,  complete  enough  to  tell  a  story, 
and  persuasive  enough  to  move  the  view¬ 
er  to  action).  When  a  company  initially 
designs  a  mark,  each  of  these  three  pur¬ 
poses  are  relevant.  Therefore,  disallo¬ 
wance  of  these  costs  under  FAR  3 1 .205-1 
is  generally  not  practicable.  However,  the 
initial  design  of  logos  and  emblems  may 
be  challenged  as  unreasonable  if  costs  are 
determined  to  be  excessive. 

c.  While  the  initial  design  of  a  compa¬ 
ny  mark  cannot  generally  be  questioned 
under  FAR  3 1 .205-1 ,  the  redesign  can  be. 
When  a  company  redesigns  its  mark,  the 
public  is  usually  already  familiar  enou^ 
with  the  original  mark  to  know  the  origin 
of  the  product;  thus,  this  purpose  is 
usually  not  relevant  to  a  redesign.  In 
addition,  redesigning  the  mark  does  not 
serve  to  guarantee  quality  consistency, 
since  the  original  mark  already  told  the 
prospective  buyer  that  the  product  or 
service  is  the  same  as  that  previously 
provided.  However,  redesigning  the  marie 
does  serve  as  an  advertisement,  since  it  is 
intended  to  catch  the  attention  of  those 
who  were  previously  unaware  of  the 
company,  tell  a  story  (a  new  one  or  the 
rephrasing  of  an  old  one),  and  be  persua¬ 
sive  enough  to  move  a  viewer  to  take  a 
form  of  action  that  the  old  mark  could 
not.  Thus,  the  major  purpose  of  redesign¬ 
ing  a  company  mark  will  usually  be 
advertising;  if  this  is  the  case,  then  these 
costs  are  unallowable  under  FAR  3 1 .205- 
1. 


DCAA  Contract  Andit  Manual 


782 

1I7-1205.2d. 


January  1995 


d.  A  company  mark  may  be  redesigned 
for  other  reasons,  such  as  a  corporate 
merger,  reoiganization,  etc.  The  auditor 
must  carefully  consider  the  purpose  of 
redesigning  the  company  mark  in  deter¬ 
mining  the  allowability  of  such  costs.  For 
example,  if  the  redesign  results  from  a 
reorganization,  then  FAR  31.205-27,  Or¬ 
ganization  Costs,  should  be  consider^  in 
evaluating  the  allowability  of  these  costs. 
Furthermore,  as  was  the  case  with  the 
initial  design,  the  redesign  of  logos  and 
emblems  may  also  be  challenged  as  un¬ 
reasonable  if  costs  are  determined  to  be 
excessive. 

e.  Audit  Review 

(1)  Auditors  should  continue  to  evalu¬ 
ate  proposed  advertising  costs,  including 


the  redesign  of  logos  and  emblems,  in 
accordance  with  the  FAR.  Excessive  costs 
of  logos  and  emblems,  even  those  falling 
within  allowable  categories  under  the 
FAR  provisions,  should  be  questioned 
based  on  reasonableness. 

(2)  Comments  may  be  included,  as  part 
of  the  applicable  report  exhibit  note,  on 
the  effect  of  the  contracting  officer’s 
position  on  proposed  costs. 

(3)  FAOs  should  assure  that  the  audi¬ 
tor’s  review  of  contract  provisions  (see  3- 
202)  cleariy  identify  special  contract 
clauses  disallowing  the  costs  of  logos  and 
emblems.  Audit  programs  for  evaluation 
of  direct  and  indirect  costs  should  in¬ 
clude  steps  to  verify  compliance  with  this 
and  other  contractual  cost  limitations. 
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7-1300  Section  13  —  Selling  Costs 


7-1301  Introduction 

This  section  contains  general  audit 
guidance  in  determining  the  allowability, 
allocability,  and  reasonableness  of  selling 
costs  under  government  contracts  includ¬ 
ing: 

a.  Selling  costs  as  discussed  in  FAR 

31.205- 38, 

b.  Selling  costs  under  Foreign  Military 
Sales  contracts  as  discussed  in  DoD  FAR 
Supplement  (DFARS)  225.7303-2  and 
225.7303-4,  and 

c.  Contingent  fees  as  discussed  in  FAR 
3.400. 

7-1302  General  Audit  Considerations 

Selling  expenses  are  subject  to  the  same 
basic  audit  procedures  and  tests  for  allo¬ 
cability  and  reasonableness  as  manufac¬ 
turing  and  administrative  expenses. 
However,  there  are  certain  factors  for 
special  consideration.  Where  a  significant 
amount  of  selling  expense  is  involved 
there  should  be  adequate  tests  of  the 
individual  items  and  accounts  classified 
under  this  expense  category  to  enable  the 
auditor  to  fully  understand  (1)  the  type 
and  size  of  the  contractor's  sales  organi¬ 
zation,  (2)  the  basis  of  employee  compen¬ 
sation,  (3)  the  nature  of  the  selling  and 
distribution  activities  involved,  (4)  their 
relationship  to  the  contractor’s  different 
operations,  products  or  product  lines, 
and  (5)  their  applicability  to  government 
and  commercial  business.  A  nomencla¬ 
ture  review  of  account  titles  is  not  suffi¬ 
cient  for  this  purpose. 

7-1303  Proper  Classification  of 
Selling  Expenses 

7-1303.1  Nature  of  Selling  Effort 

a.  The  nature  of  costs  classified  and 
charged  as  selling  expense  should  be 
compatible  with  the  provisions  of  FAR 

31.205- 38.  The  costs  of  such  effort  are 
considered  allowable  if  reasonable  in 
amount.  Although  the  generic  term  “sell¬ 
ing"  encompasses  ail  efforts  to  market  a 
contractor’s  products,  the  acceptability  of 
the  costs  of  this  effort  are  governed  by 


several  subsections  of  FAR  31.205.  Costs 
that  fall  into  the  following  categories 
should  be  classified  accordingly.  These 
costs  should  be  evaluated  using  the  ap¬ 
propriate  subsection  of  FAR  31.205: 

(1)  Advertising  costs  (FAR  31.205-1). 
Also  see  7-1200. 

(2)  Corporate  image  enhancement  and 
publie  relations  costs  (FAR  31.205-1). 
Also  see  7-1200. 

(3)  Bid  and  proposal/independent  re¬ 
search  and  development  costs  (FAR 

31.205-18).  Also  see  7-1500. 

(4)  Entertainmer"  costs  (FAR  31.205- 
14). 

(5)  Long-range  market  planning  costs 
(FAR  31.205-12). 

b.  FAR  31.205-38(b)  states  that  costs 
of  activities  which  are  correctly  classified 
and  disallowed  under  the  above  cost 
principles  are  not  to  be  considered  as 
allowable  costs  under  FAR  3 1 .205-38  or 
any  other  subsection  of  FAR  31.205. 

7-1303.2  Illustrations  of  Improper 
Classification 

The  following  illustrations  represent 
the  use  of  other  FAR  3 1 .205  subsections 
in  reviewing  a  contractor’s  claimed  sell¬ 
ing  costs  for  proper  classification: 

a.  A  contractor  incurred  engineering 
costs  incident  to  adapting  a  system  cur¬ 
rently  being  produced  for  the  government 
on  one  program  for  possible  use  on 
another  major  weapon  system.  The  engi¬ 
neering  effort  was  related  to  reducing  the 
weight  of  the  current  system  so  it  would 
be  suitable  for  use  on  the  other  program. 
The  effort  performed  included  (1)  devel¬ 
opment  oi  a  new  cooling  concept;  (2) 
development  of  a  new  mechanical  config¬ 
uration  and  installation  concept;  (3)  in¬ 
stallation  analysis  of  electrical  power  re¬ 
quirements;  and  (4)  evaluation  of  reli¬ 
ability  predictions  and  maintainability 
considerations.  The  contractor  classified 
and  claimed  these  costs  as  selling  ex¬ 
pense.  Since  the  nature  of  the  effort  was 
“development,”  the  costs  should  have 
been  classified  as  independent  research 
and  development  expenses  and  the  crite¬ 
ria  contained  in  FAR  31.205-18  applied. 
The  effort  of  technical  personnel  can 
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properly  be  classified  as  selling  costs  only 
when  they  are  functioning  in  a  marketing 
role.  Selling  does  not  include  generating 
the  technology  which  the  contractor  is 
trying  to  market.  Due  to  the  govern¬ 
ments  exposure  to  risk  in  this  area, 
technical  effort  charged  to  selling  expense 
should  be  closely  monitored  and  re¬ 
viewed  for  proper  classification. 

b.  A  contractor  incurred  costs  of  pro¬ 
motional  material,  motion  pictures,  vid¬ 
eotapes,  brochures,  handouts,  magazines 
and  other  media  that  were  designed  to 
call  favorable  attention  to  the  contractor 
and  its  activities.  FAR  31.205-38(b)  pro¬ 
hibits  the  contractor  from  claiming  these 
costs  as  selling  e^nses,  since  FAR 
31.203-1(0(3)  specifically  disallows  such 
costs  as  unallowable  advertising  or  public 
relations  costs. 

7-1303,3  Audit  Techniques  to  Identify 
Improperly  Classified  filing  Costs 

The  audit  techniques  and  procedures 
necessary  to  determine  whether  a  con¬ 
tractor  has  properly  classified  selling  ef¬ 
fort  may  include; 

a.  Floor  checks  and  interviews  of  con¬ 
tractor  personnel. 

b.  A  review  of  documentary  evidence 
establishing  the  purpose  of  the  effort. 
This  may  include  work  order  authoriza¬ 
tions,  expenditure  authorizations,  man¬ 
agement  reports,  and  board  of  directors’ 
minutes. 

c.  An  examination  of  correspondence 
with  selling  agents  to  ascertain  the  true 
nature  of  the  activities  and  evidence  of 
disputes  over  amounts  of  fees  and  com¬ 
missions  due. 

d.  Technical  assistance  which  may  be 
useful  in  determining  the  proper  classifi¬ 
cation  of  selling  effort. 

7-1304  Allocability  of  Selling  Costs 

7-1304.1  General  Allocability 
Considerations 

a.  FAR  31.201-4  and  31.203  contain 
criteria  reurding  the  allocability  of  costs 
to  cost  objectives.  These  sections  also 
.  apply  to  the^etermination  of  the  alloca¬ 
bility  of  selling  costs.  Proper  allocability 
is  accomplished  by  (1)  the  direct  charge 
or  (2)  apportionment  to  particular  cost 
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objectives  such  as  products,  product  lines 
or  individual  contracts,  by  means  of  a 
basis  that  will  apportion  the  expenses  in 
accordance  with  the  benefits  derived  by 
the  particular  cost  objectives,  or  the 
purposes  for  which  the  expenses  were 
incurred.  Also  see  6-606  regarding  alloca¬ 
bility. 

b.  FAR  31.202(a)  and  31.203(a)  re¬ 
quire,  for  costs  incurred  for  the  same 
pu^se  in  like  circumstances,  consisten¬ 
cy  in  the  allocation  of  these  costs  as  direct 
or  indirect  costs.  Where  a  specific  type  or 
cat^ory  of  selling  expense  is  allocated  as 
a  direct  charge  to  government  contracts 
or  other  cost  objectives,  care  must  be 
exercised  to  assure  that  all  items  or 
transactions  in  the  same  type  or  category 
applicable  to  other  cost  objectives  are 
likewise  allocated  as  a  direct  charge. 

c.  FAR  31.203(b)  addresses  selection  of 
appropriate  bases  for  allocation  of  indi¬ 
rect  costs.  The  selection  of  an  appropriate 
base  for  the  apportionment  of  selling 
expenses  as  an  indirect  charge  involves 
certain  considerations  different  from 
those  applicable  to  manufacturing  ex¬ 
penses.  Manufacturing  expenses  are  usu¬ 
ally  ^portioned  without  regard  to  the 
specific  end  item  being  manufactured  or 
the  customer  to  whom  the  item  may 
ultimately  be  sold.  These  latter  factors, 
however,  are  important  considerations  in 
apportioning  selling  expenses  which  may 
indicate  that  an  over-all  allocation  of 
selling  expenses  on  the  basis  of  cost  of 
sales  or  cost  of  goods  manufactured  may 
not  be  equitable.  The  auditor  should 
perform  a  careful  analysis  of  the  time, 
effort,  and  expense  incurred  for  selling 
activities  in  relation  to  the  company’s 
products,  product  lines  or  other  objec¬ 
tives  to  determine  the  most  suitable  base 
for  apportioning  selling  expenses. 

d.  When  a  contractor,  with  contracts 
subject  to  the  Cost  Accounting  Stan¬ 
dards,  includes  selling  costs  in  its  G&A 
pool,  those  costs  arc  subject  to  the  provi¬ 
sions  of  CAS  410.40(d)  and  410.30(bKl). 
CAS  410  does  not  provide  guidelines  on 
how  foreign  selling  cost  should  be  allocat¬ 
ed,  but  instead  takes  a  permissive  posi¬ 
tion.  These  sections  require  that  market¬ 
ing  costs,  whose  beneficial  or  causal 
relationship  to  business  unit  cost  objec¬ 
tives  can  best  be  measured  by  a  base 
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other  than  a  cost  input  base  representing 
the  total  activity  of  a  period,  be  removed 
from  the  G&A  expense  pool  and  allocat¬ 
ed  on  a  representative  base.  If  a  total  cost 
input  or  value-added  base  is  used  to 
distribute  G&A  expenses,  selling  costs 
would  then  become  part  of  the  G&A 
allocation  base.  See  also  8-410. 

7-1304.2  Special  Considerations  for 
Allocability  of  Selling  Costs 

a.  Selling  agents’  fees  and  commissions 
will  usually  be  charged  direct  to  contracts 
since,  in  most  cases,  independent  agents 
are  used  and  paid  for  individual  sales 
transactions.  However,  where  an  agent  is 
paid  a  retainer,  fees  may  be  charged 
indirectly.  Where  fixed  retainer  fees  are 
paid  to  agents  representing  the  contractor 
in  specific  geographical  areas,  they 
should  normally  be  allocated  to  all  appli¬ 
cable  sales  in  these  areas. 

b.  A  review  of  past  activities  of  the 
sales  agents  or  selling  agencies  as  they 
relate  to  the  contractor’s  products  or 
services  may  be  useful  in  identifying 
causal  or  beneficial  relationships  of  the 
agents’  or  agencies’  services  to  the  final 
cost  objectives.  A  review  of  any  agree¬ 
ments  between  sales  agents  and  the  con¬ 
tractor  may  also  prove  useful  in  verifying 
allocability. 

7-1305  Reasonableness  of  Selling 
Costs 

Reasonableness  involves  consideration 
of  (1)  the  nature  and  amount  of  these 
costs  in  light  of  the  expenses  which  a 
prudent  individual  would  incur  in  the 
conduct  of  competitive  business,  (2)  the 
proportionate  amounts  expended  by  gov¬ 
ernment  and  commercial  business,  (3) 
the  trend  and  comparability  of  the  com¬ 
pany’s  current  period  costs  in  relation  to 
prior  periods,  (4)  the  general  level  of  such 
costs  within  the  industry,  and  (5)  the 
nature  and  extent  of  the  sales  effort  in 
relation  to  the  selling  costs  and  to  the 
contract  value.  The  foregoing  consider¬ 
ations  may  result  in  a  determination  that 
a  particular  item  or  category  of  selling 
expense  is  not  reasonable  either  in  total 
due  to  its  nature  or  in  part  due  to  the 
excessiveness  of  the  amount  involved 
(see  FAR  31.201-3).  In  determining  rea¬ 


sonableness,  the  following  factors  should 
receive  special  consideration: 

a.  Some  companies  engaged  in  defense 
production  expend  substantial  amounts 
to  establish  and  maintain  large  staffs  of 
salesmen  and  engineers  whose  primary 
function  is  obtaining  new  or  additional 
government  business  on  a  prime  or  sub¬ 
contract  basis  for  existing  company  prod¬ 
ucts  and  to  seek  out  other  products 
required  by  the  government  which  the 
company  can  manufacture  with  its  exist¬ 
ing  facilities.  The  submission  of  unsoli¬ 
cited  bids  and  proposals  and  the  prepara¬ 
tion  of  brochures  setting  forth  the  compa¬ 
ny’s  capabilities  and  past  accomplish¬ 
ments  with  respect  to  defense  work  usual¬ 
ly  represent  an  important  aspect  of  this 
function.  In  periods  of  low  volume,  com¬ 
panies  may  divert  normal  production 
engineering  personnel  to  augment  their 
sales  staff  on  a  temporary  basis  or  hire 
additional  sales  personnel  to  increase 
volume. 

b.  If  appropriate  safeguards  are  not 
maintained  with  respect  to  selling  ex¬ 
penses,  companies  engaged  wholly  or 
substantially  in  government  production 
under  flexible  price  type  contracts  may 
conceivably  be  encouraged  to  increase 
their  selling  activities  without  restraint 
since  they  would  expect  to  be  compensat¬ 
ed  therefor  as  a  necessa^  cost  of  doing 
business.  Other  companies  in  the  same 
industry  with  little  or  no  existing  flexible 
price  government  business  (cost-type  or 
price-redeterminable  contracts)  would 
thus  be  placed  in  an  unfavorable  compet¬ 
itive  position  for  new  government  busi¬ 
ness  as  compared  with  those  companies 
who  in  effect  have  been  subsidized  by  the 
government  for  their  selling  activities. 

c.  Each  audit  should  also  include  an 
appraisal  of  the  extent  to  which  the  sales 
promotion,  consultation,  technical,  liai¬ 
son  and  other  related  activities  engaged 
in  by  the  contractor’s  personnel  produced 
a  recognizable  benefit  to  the  government 
in  consonance  with  the  amounts  included 
in  the  contractor’s  claims  or  cost  repre¬ 
sentations.  “Benefit  to  the  government” 
should  be  considered,  in  a  broad  sense,  as 
the  acceptability  of  selling  expense  is  not 
necessanly  contingent  upon  a  showing  of 
proof  that  the  performance  of  a  specific 
Item  would  n  ’  h.nc  been  possible  with- 


DCAA  Contract  Andit  Manual 


786 

1I7-1305C.  . 


January  1995 


out  the  incurrence  of  such  expenses.  If  it 
can  be  established  that  useful  and  desir¬ 
able  information  was  exchanged  or  that 
technical  matters  concerning  existing 
contracts  were  discussed  during  visits  by 
the  contractors’  personnel  to  government 
procurement  offices,  the  resulting  costs 
may  be  considered  to  result  in  “benefit  to 
the  government.”  This  situation  is  con¬ 
trasted  with  visits  made  for  purely  pro¬ 
motional  purposes  where  a  contractor’s 
sales  representative  seeks  government 
contracts  or  related  information  and  his 
or  her  visits  do  not  result  in  any  commen¬ 
surate  benefit  to  the  government. 

d.  While  DFARS  225.7303-4  is  appli¬ 
cable  to  acquisitions  made  for  the  pur¬ 
pose  of  Foreign  Military  Sales  (FMS), 
DFARS  225.7303-4(aK3)  contains  crite¬ 
ria  for  determining  the  reasonableness  of 
sales  agents’  fees  or  commissions  that  can 
be  applied  in  evaluating  the  reasonable¬ 
ness  of  sales  agents’  fees  and  commis¬ 
sions  on  non-FMS  contracts  as  well.  This 
section  states  “The  basic  test  of  reason¬ 
ableness  is  an  assessment  of  the  services 
provided,  or  to  be  provided,  compared  to 
the  amount  of  the  fee.  In  addition  to  the 
fee  breakdown  of  services,  a  comparative 
analysis  may  be  made  of  the  proposed 
fee/commission  with  recent  payment  for 
comparable  services  under  commercial 
sales  (non-FMS)  of  the  same  or  similar 
items,  and  sales  commissions  and  fees 
allowed  on  previous  FMS  of  comparable 
scope  and  dollar  amounts.  In  analyzing 
the  fee,  consideration  should  be  given  to 
whether  the  sale  is  the  initial  or  follow-on 
sale  because  the  effort  for  follow-on  sales 
of  additional  quantities,  spares,  and  sup¬ 
port  equipment  would  not  normally  be  as 
great  as  the  effort  for  the  initial  sale.” 

7-1306  Allowability  of  Selling  Costs 

7- 1306.1  Introduction 

Several  types  of  selling  costs  are  ex¬ 
pressly  unallowable  per  FAR  31.205-38 
and  other  subsections  of  the  FAR  and 
DFARS.  FAR  31 .201-6  and  CAS  405  (see 

8- 405),  require  contractors  to  identify 
and  exclude  any  expressly  unallowable 
costs,  including  directly  associated  costs, 
from  any  billing,  claim,  or  proposal  appli¬ 
cable  to  a  government  contract.  FAR 


31.205- 38(b)  states  that  costs  that  have 
been  made  expressly  unallowable  by  oth¬ 
er  subsections  of  FAR  3 1 .205  shall  not  be 
allowable  as  selling  costs  under  31.205-38 
(see  7-1303).  Auditors  should  screen  sell¬ 
ing  costs  to  ensure  that  contractors  have 
properly  identified  and  segregated  the 
expressly  unallowable  costs  discussed  in 
the  sections  that  follow. 

7-1306.2  Foreign  Selling  Costs 

a.  Direct  selling  costs  incurred  in  con¬ 
nection  with  potential  and  actual  Foreign 
Military  Sales,  as  defined  by  the  Arms 
Export  Control  Act,  or  foreign  sales  of 
military  products  or  services  have  been 
specifically  allowable  or  unallowable  on 
U.S.  Government  contracts  for  U.S. 
Government  requirements  depending  on 
the  date  of  the  contract  or  when  the  costs 
were  incurred  and  the  issuing  agency. 

b.  The  following  chronology  shows  the 
regulatory  history  of  foreign  selling  costs 
(see  7-1202.2g);  Prior  to  3/12/79 

Selling  costs  were  allowable  subject  to  a 
proportionate  benefit  being  received  by 
the  U.S.  Government.  (DAR  15- 
205.37(b))  3/12/79  -  1/20/86 

Foreign  selling  costs  were  unallocable 
to  U.S.  Government  contracts  for  its  own 
requirements.  The  ASBCA  held  that  this 
meant  unallowable.  (DAR  15-205.37(b), 
FAR  31.205-38(0)  1/20/86  -  5/15/91 

Foreign  selling  costs  were  unallowable 
on  U.S.  Government  contracts  for  its 
own  requirements.  (FAR  31.205-38(0) 
4/12/88  -  12/15/88 

Costs  of  “significant  effort”  to  export 
American  Aerospace  products  were  made 
allowable  in  the  FAR  as  an  exception  to 
the  normal  rule  on  foreign  selling  costs. 
(FAR  3 1.205- 1(g))  Other  foreign  selling 
costs  remained  unallowable.  (FAR 

31.205- 38(0)  12/15/88  -  5/15/91 

Costs  of  “significant  effort”  to  export 

U.S.  defense  industry  products  were 
made  allowable  (as  an  exception  to  the 
FAR  rule)  for  DoD  contracts,  subject  to  a 
ceiling  of  1 10%  of  the  prior  year’s  costs 
for  those  contractors  allocating 
S2,500,000  or  more  of  such  costs  to  DoD 
contracts.  (DFARS  231.205-1  &  231.205- 
38)  The  FAR  rules  were  unchanged. 
5/15/91  -  Current 

Costs  of  “significant  effort”  to  ei^rt 
products  normally  sold  to  the  U.S.  C^v- 
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emment  are  allowable  for  all  U.S.  Gov¬ 
ernment  contracts  subject  to  a  ceilii^  of 
1 10%  of  the  prior  year’s  costs  (for  those 
contractors  allocating  $2,500,000  or 
more  of  such  costs  to  U.S.  Government 
contracts)  and  the  allocability,  reason¬ 
ableness,  and  allowability  tests  otherwise 
applicable  to  such  costs.  The  previous 
sp^iflc  foreign  selling  costs  r^es  are 
removed  from  the  FAR  and  the  DFARS. 
(FAR  31.205-l(d)  &  3l.205-38(cX2)) 

c.  Contractors  are  responsible  for  iden¬ 
tifying  expressly  unallowable  costs  as 
specified  in  7-1306.1  and  for  analyzing 
the  equity  of  any  allocation  processes 
utilized  to  ^sign  costs  to  final  cost  objec¬ 
tives.  Auditors  should  review  the  con¬ 
tractor’s  analysis  to  ensure  that  the  gov¬ 
ernment  is  not  paying  for  a  dispropor¬ 
tionate  share  of  selling  costs. 

d.  Effective  15  December  1988,  the 
DAR  Council  issued  new  DFARS  cost 
principle  coverage  for  foreign  selling 
costs  to  implement  the  requirements  of 
Section  826  of  the  Defense  Authorization 
Act  for  FY  1989  (P.L.  100-456).  DFARS 
231.205-38  made  allowable  broadly  tar¬ 
geted  selling  efforts,  direct  selling,  and 
short-term  planning  efforts,  incurred  in 
connection  with  a  significant  effort  to 
promote  export  sales  of  products  of  the 
U.S.  defense  industry.  Note  these  efforts 
were  originally  allowable  on  DoD  con¬ 
tracts  only. 

(1)  DFARS  231.205-38  established  a 
ceiling  amount  for  allowable  foreign  sell¬ 
ing  costs  with  respect  to  a  business  seg¬ 
ment  that  allocates  to  DoD  contracts 
$2.5  million  or  more  of  such  costs  in  any 
ris(^  year.  The  allowable  ceiling  amount 
is  limited  to  1 10  percent  of  foreign  selling 
costs  incurred  by  the  business  segment  in 
the  previous  fiscal  year.  The  reasonable¬ 
ness  of  costs  fdr  all  other  business  seg¬ 
ments  is  determined  in  terms  of  usual 
reasonableness  criteria. 

(2)  DFARS  231.205-38  provisions 
were  applicable  to  new  contracts  awarded 
on  or  after  15  December  1988  and  to  all 
other  DoD  contracts  performed  by  the 
contractor  on  the  first  day  of  the  contrac¬ 
tor’s  first  full  fiscal  year  banning  on  or 
after  15  December  1988.  In  other  words, 
this  rule  applied  to  DoD  contracts  which 
predated  the  effective  date  of  the  rule. 
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This  j^ndfather  provision  was  to  expire 
on  28  September  1991. 

(3)  Effective  5/15/91  the  DFARS  cov¬ 
erage  was  moved  to  the  FAR  applying  the 
rule  to  all  domestic  U.S.  ^vemment 
contracts.  The  $2.5  million  criteria  for  a 
ceiling,  the  1 10%  computation,  and  the 
definition  of  the  covered  costs  were  ap¬ 
plied  to  products  normally  sold  to  the 
U.S.  Government  instead  of  U.S.  defense 
industry  products.  The  grandfather 
clause  was  continued,  but  only  for  DoD 
contracts  and  without  an  expiration  date. 

(4)  It  should  be  noted  that  with  the 
implementation  of  the  Congressionally 
proscribed  1 10%  ceiling,  the  regulations 
moved  away  from  the  proportionate  ben¬ 
efit  concept,  that  selling  cost  allocations 
cannot  be  niade  to  U.S.  Government 
contracts  which  would  exceed  the  ratio 
that  would  have  pertained  if  the  domestic 
defense  selling  cost  pool  and  base  were 
net  of  foreign  selling  activities  and  for¬ 
eign  sales.  The  regulations  drop  limits 
associated  with  the  proportionate  benefit 
concept,  and  adopt  only  the  limit  im¬ 
posed  by  Congress,  the  110%  ceiling. 

7-13063  Sellers’  or  /^nts’ 
Compensatioii,  Fees,  Commissions,  etc. 

a.  FAR  3I.205-38(g)  makes  unallowa¬ 
ble  sellers’  or  agents’  compensation,  fees, 
commissions,  percentages,  retainer,  or 
brokerage  fees,  whether  or  not  contingent 
upon  the  award  of  contracts,  except  when 
I»id  to  bona  fide  employees  or  estab¬ 
lished  commercial  or  selling  agencies 
maintained  by  the  contractor.  DFARS 
225.7303-4  extends  this  guidance  to  FMS 
contracts  (see  7-1307).  The  following 
guidance  is  applicable  to  the  review  of 
sales  agents’  fees  and  commissions: 

(1)  Business  finiis  sometime  hire  an 
independent  organization  or  individu^ 
to  conduct  business  on  their  behalf.  Of¬ 
ten  this  is  done  for  fore^  locations 
where  it  would  be  too  difficult  and/or 
expensive  to  open  and  maintain  a  regular 
place  of  business.  An  organization  or 
individual  hired  for  this  purpose  is 
known  as  an  “agent”  of  the  employing 
firm.  If  hired  specifically  to  make  sales 
for  the  firm,  the  person  or  organization  is 
known  as  a  sales  r^nt  and  is  usually  paid 
a  fee  or  commission  calculated  on  some 
percentage  of  his  sales. 
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(2)  Agents’  fees  are  normally  not  en¬ 
countered  in  domestic  DoD  contracts. 
They  are  usually  included  in  foreign 
military  contracts  and  may  be  paid  under 
either  of  two  forms  of  foreign  procure¬ 
ments;  (a)  the  foreign  government  may 
buy  direct  from  a  U.S.  contractor  or  (b)  it 
may  use  DoD’s  procurement  resources  to 
buy  items  commonly  referred  to  as  for¬ 
eign  military  sales  (^S).  In  either  case, 
if  agents  are  involved  in  arranging  the 
sales,  their  fees  should  be  identified  in 
contractors’  proposals.  See  7-1307  re¬ 
garding  FMS  contracts. 

(3)  FAR  3.402  states  that  contingent 
fees  for  soliciting  or  obtaining  govern¬ 
ment  contracts  are  considered  contrary  to 
public  policy  because  such  arrangements 
may  lead  to  attempted  or  actual  exercise 
of  improper  influence.  However,  an  ex¬ 
ception  is  provided  for  contingent  com¬ 
pensation  arrangements  with  bona  Hde 
employees  or  bona  fide  agencies  (FAR 
3.402(b)  &  FAR  31.205-38(g)).  In  the 
event  that  there  is  a  reasonable  basis  to 
conclude  that  the  employee  or  agency  has 
held  out  as  being  able  to  obtain  any 
government  contract  through  improper 
influence,  as  defined  in  FAR  3.401,  the 
employee  or  agency  shall  not  be  consid¬ 
ered  bona  fide  and  any  compensation, 
fees,  etc.  paid  to  such  an  employee  or 
agency  would  be  unallowable  per  FAR 
31.205-38(g).  FAR  3.408-2  provides  eval¬ 
uation  criteria  for  determining  whether 
an  employee  or  agency  is  bona  fide. 

(4)  (Certain  situations  may  require  the 
contractor  to  file  Standard  Form  119, 
Contractor’s  Statement  of  Contingent  or 
Other  Fees  (see  FAR  3.404).  This  may  be 
useful  in  identifying  any  unallowable  fees 
or  commissions. 

b.  Payments  of  commissions,  fees,  or 
compensation  of  any  kind  by,  or  on 
behalf  of,  a  subcontractor  to  any  officer, 
partner,  employee,  or  agent  of  a  prime 
contractor  or  upper-tier  subcontractor  as 
an  inducement  for,  or  acknowledgment 
of,  a  subcontract  award  under  any  negoti¬ 
ated  contract  with  the  government  are 
prohibited  by  the  Anti-Kickback  Statute. 
When  the  auditor  discovers  that  such  fees 
or  commissions  have  been  paid,  the  pro¬ 
cedures  in  4-704  should  be  followed. 


7-1307  Selling  Costs  Under  Foreign 
Miiitary  Sales  (FMS)  Contracts 

7-1307.1  General  Requirements 

The  basic  procurement  policy  for  pric¬ 
ing  FMS  contracts  is  in  DFARS 
225.7303.  These  regulations  supplement 
those  policies  contained  in  FAR  Part  31 
and  FAR  Subpart  3.4. 

7-1307.2  Definition  of  Foreigin  Military 
Sales  (FMS) 

The  Foreign  Military  Sales  Act  of  1968 
defines  FMS  as  sales  of  defense  articles 
and  services  to  foreign  governments.  Al¬ 
though  it  is  DoD  policy  to  encourage  the 
purchase  of  defense  articles  and  services 
directly  from  U.S.  sources,  most  of  them 
are  purchased  through  established  DoD 
procurement  and  contract  administration 
channels  because  many  kinds  of  defense 
transactions  are  not  conducive  to  direct 
sales.  These  include  transactions  that 
require  govemment-to-govemment  ar¬ 
rangements,  such  as  sales  of  classified 
equipment,  items  produced  in  U.S.  arse¬ 
nals,  major  weapon  systems,  and  sales  in 
situations  where  the  U.S.  government 
wants  to  exercise  special  control.  Addi¬ 
tionally,  foreign  governments  usually 
want  the  advantages  of  DoD’s  procure¬ 
ment  expertise,  including  contract  ad¬ 
ministration  and  audit.  Tlius,  FMS  only 
encompasses  govemment-to-govemment 
transactions  as  defined  by  the  DoD  Mili¬ 
tary  Assistance  and  Sales  Manual. 

7-1307J  Audit  Considerations 

a.  DFARS  225.7301(b)  requires  that 
FMS  contracts  be  priced  on  the  same 
principles  and  with  the  same  care  used  in 
pricing  normal  defense  contracts. 
DFARS  225.7303  states  that  costs  that 
are  not  allowable  under  FAR  Part  3 1  are 
not  allowable  under  FMS  contracts. 
However,  application  of  the  cost  princi¬ 
ples  contained  in  FAR  Part  1 5  and  FAR 
Part  31  may  require  pricing  results  that 
differ  from  normal  defense  contract 
prices  for  the  same  item.  Therefore, 
DFARS  225.7301(d)  requires  known 
FMS  r^uirements  to  be  separately  iden¬ 
tified  in  solicitations. 

b.  DFARS  225.7303-2(aXl)  provides 
for  the  recognition  of,  under  FMS  con- 
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tracts,  the  costs  of  doing  business  with  a 
forei^  government  or  international  orga¬ 
nization. 

c.  According  to  DFARS  225.7303-2(c), 
the  ceiling  limitations  or  the  formula 
constraints  on  bid  and  proposal  (B&P) 
costs  and  on  independent  research  and 
development  (IR&D)  costs  incorporated 
in  FAR  Part  31.203-18  shall  not  be 
applicable  to  FMS  contracts.  IR&D  and 
B&P  costs  allowed  on  FMS  contracts 
shall  be  limited  to  their  allocable  share  of 
the  total  expenditures.  In  pricing  FMS 
contracts,  the  best  estimate  of  reasonable 
costs  shall  be  used  in  forward  pricing. 
Actual  costs,  to  the  extent  that  they  are 
reasonable,  shall  be  used  in  determining 
final  cost. 

d.  Costs  of  sales  agents’  commissions 
or  fees  under  FMS  contracts  are  subject 
to  the  allowability  criteria  as  specified  in 
FAR  31.205-38(g)  (see  7-1306.3).  How¬ 
ever,  DFARS  225.7303-4  provides  addi¬ 
tional  guidelines  on  the  allowability  of 
sales  commissions  and  contingent  fees 
under  FMS  purchases.  The  following 
guidance  is  relevant  when  reviewing  the 
acceptability  of  sales  commissions  and 
contingent  fees  under  FMS  contracts: 

(1)  As  specified  in  FAR  31.20^38fe), 
the  commissions  and  fees  are  allowable 
only  if  paid  to  a  bona  fide  employee  or  a 
bona  fide  established  commercial  or  sell¬ 
ing  agency.  However,  DFARS  225.7303- 
4  limits  the  allowable  costs  of  sales  com¬ 
missions  and  contingent  fees  to  $30,000 
per  contract,  including  all  modifications 
and  subcontracts  thereto.  In  addition, 
any  such  fees  must  be  made  known  to  the 
purchasing  government  (see  DFARS 

225.7303- 4). 

(2)  The  contractor  must  support  and 
justify  all  sales  commissions  and  contin¬ 
gent  fees  as  specified  in  DFARS 

225.7303- 4(a).  The  auditor  should  evalu¬ 
ate  the  adequacy  and  accuracy  of  the 
information  required  by  DFARS 

225.7303- 4(a),  submitted  to  the  contract¬ 
ing  officer.  Verify  that  the  contractor  has 
filed  Standard  Form  119,  Statement  of 
Contingent  or  Other  Fees.  Any  other 
known  documents  or  information  bear¬ 
ing  on  the  allowability  and  reasonable¬ 
ness  of  the  agent’s  commissions  or  fees 
should  also  be  requested  from  the  con¬ 
tractor. 


(3)  DoD  is  seldom  in  a  position  to 
verify  the  services  rendered  by  an  agent 
or  the  value  of  those  services.  It  is 
therefore  Ek>D  policy  that  anticipated 
sales  commissions  and  contingent  fees  be 
made  known  to  a  country  pnor  to  or  in 
conjunction  with  submission  of  the  DoD 
Offer  and  Acceptance  (DD  Form  151^. 
The  contractor’s  explanation  of  or  justin- 
cation  for  the  proposed  charge,  together 
with  any  other  data  requested  by  the 
purchasing  government,  may  also  be  in¬ 
cluded  in  the  Ofler  and  Acceptance. 
Acceptance  of  the  offer  by  the  purchasing 
government  constitutes  approval  of  the 
commission  or  fee.  DoD  will  not  accept 
any  fee  if  disapproved  by  the  foreign 
government.  It  is  often  not  possible  to 
determine  if  a  proposed  contract  price 
will  include  sales  commissions  or  fees 
prior  to  Offer  and  Acceptance.  In  such 
instances,  DoD  will  notify  the  purchasing 
government  as  soon  as  possible  if  subse¬ 
quent  contract  negotiations  indicate  that 
agents’  fees  will  be  claimed.  Unless  the 
purchasing  government  indicates  within 
30  days  that  it  will  not  accept  the  charges, 
DoD  will  determine  acceptance  of  the 
costs.  Contractors  must  submit  Standard 
Form  119,  Statement  of  Contingent  or 
Other  Fees,  along  with  a  breakdown  of 
the  fee  related  to  services  performed  by 
the  sales  representative  to  facilitate 
DoD’s  review.  If  the  foreign  government 
disapproves  a  fee,  or  a  portion  of  it,  the 
contracting  oHicer  will  notify  the  pro¬ 
spective  contractor  and  request  with¬ 
drawal  of  the  proposed  chaige. 

(4)  Additional  guidance  is  provided  in 
DFARS  225.7303-4(a)(3)  concerning 
tests  of  reasonableness  of  the  fees.  Com¬ 
missions  and  other  items  of  cost  such  as 
taxes  and  miscellaneous  fees,  unique  to 
each  country,  must  be  handled  on  an 
individual  basis  in  evaluating  the  overall 
reasonableness  of  the  agent’s  fees.  These 
costs  should  be  brought  to  the  contracting 
officer’s  attention  through  coordination 
and  reporting. 

(5)  Sales  commissions  and  fees  for 
follow-on  spares  provided  under  DoD 
Cooperative  Logistics  Supply  Support 
Arrangements  are  unallowable  per 
DFARS  225.7303-4(a). 

(6)  DFARS  225.7303-4(d)  provides  a 
listing  of  countries  that  have  prohibited 
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the  payment  of  sales  commissions  or  fees, 
unless  such  payments  have  been  identi- 
fled  and  approved  in  writing  by  the 
government  involved  prior  to  contract 
award. 

7-1307.4  Foieign  MUitary  Sales  (FMS) 
OflMt  ArrangeaMUts 

a.  There  are  three  common  arrange¬ 
ments  for  foreign  military  sales  (FMS) 
offsets  (see  DFARS  225.7307):  (1)  a  co¬ 
production  approach  where  some  of  the 
contracted  piquet  is  produced  in  a  spec- 
ifled  country,  (2)  an  arrangement  where  a 
contractor  must  purchase  a  specified 
amount  of  a  certain  product  line  from  a 
country,  and  (3)  an  arrangement  where  a 
contractor  must  establish  a  market  in  the 
United  States  for  a  country’s  product  or 
service  not  related  to  the  contractor’s 
product  lines,  such  as  clothing,  food,  or 
tourism.  These  arrangements  may  be 
solely  between  the  contractor  and  the 
foreign  government  or  may  also  have 
some  U.S.  Government  involvement. 

b.  Most  contractors  with  offset  arrange¬ 
ments  absorb  all  additional  costs  related 
to  the  arrangement  either  as  direct  FMS 
contract  costs  or  as  a  proflt-and-loss  item. 

I  On  15  July  1991  the  Director  of  Defense 


Procurement  issued  a  memorandum  in¬ 
dicating  that  effective  immediately 
DFARS  225.7303-2(aX2Kiii)  had  been 
revised  to  permit  defense  contractors  to 
recover  aUowable  offset  administrative 
costs  from  foreign  governments  under 
FMS  contracts  provided  the  FMS  Letter 
of  Offer  and  Acceptance  (LOA)  includes 
(1)  specifle  mention  of  offsets,  (2)  a 
statement  that  the  contract  price  may 
include  offset  administrative  costs,  and 
(3)  a  notice  that  the  U.S.  Government 
assumes  no  obligation  relative  to  the 
offset  requirement  or  to  bear  any  of  the 
associated  costs.  In  addition,  onset  ad¬ 
ministrative  costs  must  be  reasonable 
and  readily  identifiable.  Examples  of 
offset  administrative  costs  are  presented 
in  DFARS  225.7303-2(aX2XiiiXC).  Au¬ 
ditors  should  be  sure  that  these  addition¬ 
al  costs  are  not  charged  to  indirect  ex¬ 
pense  pools  and  allocated  to  domestic 
business.  Since  these  costs  were  incurred 
as  a  direct  result  of  FMS  contracts,  they 
are  allocable  only  to  the  benefiting  FMS 
contracts.  Costs  incurred  as  a  result  of 
offset  agreements  are  therefore  not  allo¬ 
cable  to  domestic  government  contracts 
and  should  be  questioned  if  claimed  by 
the  contractor. 
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7-1400  Section  14  —  Taxes 


7-1401  Introduction 

This  section  provides  general  guidance 
in  reviewdng  the  allocability  and  allowa¬ 
bility  of  taxes,  including  Federal,  state, 
and  local  taxes;  employment  taxes;  em¬ 
ployment  taxes  of  successor  contractors 
following  mergers  or  consolidations;  and 
Federal  excise  taxes. 

7-1402  Expressly  Unallowabk  Taxes 

FAR  31.205-41(b)  states  that  the  fol¬ 
lowing  types  of  taxes  are  expressly  unal¬ 
lowable  as  costs  under  government  con¬ 
tracts: 

a.  Federal  income  and  excess  profits 
taxes. 

b.  Taxes  in  connection  with  financing, 
refinancing,  or  refunding  of  operations, 
or  reorganizations  (See  also  FAR  31.205- 
20  and  31.205-27). 

c.  Taxes  from  which  exemptions  are 
available  to  the  contractor  directly,  or 
available  to  the  contractor  based  on  an 
exemption  afforded  the  government,  ex¬ 
cept  when  the  contracting  officer  deter¬ 
mines  that  the  administrative  burden  of 
obtaining  the  exemption  outweighs  the 
benefits  accruing  to  the  government  (See 
FAR  Part  29). 

d.  Special  assessments  on  land  that 
represent  capital  improvements. 

e.  Taxes  (including  excises)  on  real  or 
personal  property,  or  on  the  value,  use, 
possession  or  sale  thereof,  which  is  used 
solely  in  connection  with  work  other  than 
on  government  contracts  (See  also  7- 
1403.1a  below). 

f.  Taxes  on  accumulated  funding  defi¬ 
ciencies  of,  or  prohibited  transactions 
involving,  employee  deferred  compensa¬ 
tion  plans  pursuant  to  Section  4971  or 
Section  4975  of  the  Internal  Revenue 
Code  of  1986,  as  amended. 

g.  Income  tax  accruals  desimed  to 
account  for  the  tax  effects  of  dinerences 
between  taxable  income  and  pretax  in¬ 
come  as  reflected  by  the  books  of  account 
and  financial  statements  (See  also  7- 
1403.3a  below). 


7-1403  State  and  Local  Taxes 

State  and  local  taxes,  including  proper¬ 
ty  taxes,  franchise,  and  income  taxes,  are 
allowable  contract  costs  in  accordance 
with  FAR  31.205-41. 

7-1403.1  General  Audit  Considerations 

a.  Care  must  be  exercised  regarding  the 
propriety  of  allocation  of  certain  taxes  to 
government  work.  For  example,  the  allo¬ 
cation  to  all  work  of  the  contractor  of 
personal  property  taxes  levied  against  the 
contractor’s  commercial  inventories  may 
not  be  proper  where  similar  taxes  are  not 
levied  against  government  contract  in¬ 
ventories. 

b.  FAR  31.205-41(bX5)  states  that 
taxes  (including  excises)  on  real  or  per¬ 
sonal  property,  or  on  the  value,  use, 
possession,  or  sale  thereof,  which  is  used 
solely  in  connection  with  work  other  than 
on  government  contracts  are  not  allow¬ 
able.  FAR  3 1.205-4 1(c)  states  that  these 
taxes  should  be  allocated  to  the  respec¬ 
tive  category  of  work  unless  the  amounts 
involved  are  insignificant  or  comparable 
results  would  otherwise  be  obtained.  The 
costs  of  taxes  incurred  on  property  used 
in  both  government  and  non-government 
work  shall  be  apportioned  to  all  such 
work  based  upon  the  use  of  such  property 
on  the  respe^ive  final  cost  objectives. 

c.  Where  a  contractor’s  cost  representa¬ 
tion  includes  the  cost  of  taxes  paid  which 
are  otherwise  allowable,  but  in  connec¬ 
tion  with  which  a  question  of  illegality  or 
erroneous  assessment  exists,  the  amounts 
should  be  identified  and  described  in 
advisory  audit  reports  and  contract  audit 
closing  statements  so  that,  if  it  is  subse¬ 
quently  determined  that  the  taxes  have 
been  improperly  assessed,  a  credit  or 
refund  may  be  pursued  by  the  govern¬ 
ment  (See  FAR  31. 205-4 l(aX2)). 

(1)  The  auditor  should  foUow  up  as 
appropriate  to  assure  that  a  proper  ^aie 
of  credits  or  refunds  received  by  the 
contractor  is  passed  on  to  the  govern¬ 
ment  (See  FAR  3 1.205-4 1(d)). 

(2)  If  the  contractor  has  failed  to  take 
actions  as  specified  in  FAR  31.205- 
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41(a)(2),  the  costs  should  be  questioned 
or  disapproved. 

7-1403.2  Allocatioii  Problems  and 
Methods 

a.  State  income  or  franchise  taxes 
sometimes  present  unique  allocation 
problems.  From  a  taxing  standpoint, 
when  a  corporation  is  engaged  in  activi¬ 
ties  in  several  states  it  becomes  necessary 
to  determine  the  share  of  a  corporation’s 
income  to  be  attributed  to  each  state.  The 
states  have  developed  three  primary 
methods  of  dividing  the  income  of  a 
multi-state  taxpayer,  separate  account¬ 
ing,  specific  allocation,  and  formula  ap¬ 
portionment.  Each  method  is  discussed 
below. 

(1)  Separate  Accounting.  The  separate 
accounting  method  is  based  on  the  prem¬ 
ise  that  a  multi-state  taxpayer  can  be 
divided  into  separate  entities  so  that  its 
activities  within  the  taxing  state  can  be 
segregated  from  its  activities  elsewhere 
and  accounted  for  separately.  This  meth¬ 
od  is  seldom  acceptable  to  the  states. 

(2)  Specific  Allocation.  The  specific 
allocation  method  provides  for  the  desig¬ 
nation  of  specified  items  of  income  in 
their  entire^  as  either  within  or  outside 
the  state.  Inis  method  is  infrequently 
used  by  itself,  but  is  ofien  combined  with 
the  formula  apportionment  method  dis¬ 
cussed  below. 

(3)  Formula  Apportionment.  This  is 
the  most  frequently  used  method.  The 
percentage  of  income  to  be  assigned  to  a 
particular  state  is  determined  by  averag¬ 
ing  a  number  of  ratios.  For  example,  one 
ratio  frequently  used  is  the  ratio  of  in¬ 
state  sales  to  out-of-state  sales.  Similar 
ratios  are  commonly  based  on  property 
and  on  payroll.  The  average  of  the  ratios 
used  is  then  multiplied  by  the  net  income 
subject  to  apportionment  (defined  by  the 
state)  to  arrive  at  the  taxable  income  for 
the  state. 

b.  Through  the  use  of  the  method 
described  in  a.(3)  above,  it  is  possible 
that  a  multi-state  taxpayer  may  be  as¬ 
sessed  a  laige  corporate  state  income  or 
franchise  tax  by  a  p^icular  state  and  in 
actuality  have  very  little  income  recorded 
on  the  books  of  its  operations  within  that 
state.  Apportionment  of  unitary  income 
in  excess  of  local  book  income  within  the 


state  is  justified  by  courts  on  the  assump¬ 
tion  that  all  component  activities,  wher¬ 
ever  located,  contribute  proportionately 
to  all  corporate  income. 

c.  Contractors  often  include  the  above 
discussed  taxes,  along  with  other  indirect 
expenses,  in  an  established  burden  center 
for  allocation  to  operating  divisions  lo¬ 
cated  in  various  states.  In  reviewing  these 
allocations,  the  general  rule  for  the  audi¬ 
tor  to  follow  is  to  determine  that  the 
amount  allocated  to  operations  within  a 
particular  state  approximates  the  amount 
of  tax  paid  to  such  state.  The  further 
allocation  of  this  amount  to  cost  centers 
or  contracts  within  the  state  should  be 
made  through  divisional  G&A.  However, 
in  those  cases  where  a  division  is  doing 
business  in  several  states,  the  auditor 
may  find  that  more  equitable  results  are 
obtained  by  applying  the  method  used  by 
the  state  in  assessing  the  tax,  or  through 
an  established  burden  center  of  the  con¬ 
tractor  other  than  C&A.  The  following 
guidance  relates  to  the  allocation  of  state 
Franchise  taxes  to  a  company’s  segments: 

(1)  CAS  403.40(b)(4)  requires  that  cen¬ 
tral  payments  or  accruals  (which  may 
include  state  and  local  income  taxes  and 
franchise  taxes)  made  by  a  home  office 
on  behalf  of  its  segments  shall  be  allocat¬ 
ed  directly  to  segments  to  the  extent  that 
all  such  payments  or  accruals  of  a  given 
type  or  class  can  be  identified  specifically 
with  individual  segments.  Any  such  types 
of  payments  or  accruals  which  cannot  be 
identified  specifically  with  individual 
s^ments  shall  be  allocated  to  benefited 
segments  using  an  allocation  base  repre¬ 
sentative  of  the  factors  on  which  the  total 
payment  is  based.  (Also  see  8-403.) 

(2)  Lockheed  Corp.  and  Lockheed  Mis¬ 
siles  &  Space  Co.,  ASBCA  Case  No. 
27921,  86-1  BCA  para.  18,614,  afPd,  817 
F.2d  1565  (Fed.  Cir.  1987)  and  U.S. 
Court  of  Appeals  for  the  Federal  Circuit 
Case  No.  86-1177  contain  extensive  and 
detailed  discussions  of  the  allocation  of 
state  franchise  taxes  to  s^ments.  In  the 
ASBCA  case,  the  Board  ruled  that  Inter¬ 
pretation  No.  I  to  CAS  403  is  not  bind¬ 
ing  as  to  the  meaning  of  CAS  403  because 
the  promulgation  of  the  Interpretation 
did  not  follow  the  statutory  requirements 
for  issuance  of  a  standard  and  that  a 
s^ment’s  income  (or  loss)  was  an  appro- 
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priate  factor  to  consider  in  the  allocation 
of  state  franchise  taxes  to  segments.  The 
ASBCA  decision  was  upheld  by  the 
Court.  However,  in  rendering  its  deci¬ 
sion,  the  Court’s  rationale  departed 
somewhat  from  that  of  the  ASBCA.  It  did 
not  believe  the  validity  of  Interpretation 
No.  1  was  relevant  to  its  decision.  The 
decision  effectively  relegated  Interpreta¬ 
tion  No.  1  to  the  status  of  elaborating 
upon  the  CAS  403.60(b)  illustration  con¬ 
cerning  taxes.  The  Court  ruled  i  the 
one  example  in  CAS  40:  '^b)  diU  not 

defeat  the  plain  meaning  factors”  as 
used  at  CAS  403.40(bX4).  b..  ce  segment 
net  income  is  a  causal  factor,  the  Court 
ruled  that  CAS  403.40(bX4)  permitted  it 
in  an  allocation  formula. 

(3)  The  Court’s  ruling  does  not  mean 
that  all  allocation  methods  that  use  seg¬ 
ment  book  income  are  automatically 
compliant.  The  Court  only  held  that 
Lockheed’s  two-step,  four-factor  formula 
complied  with  CAS  403.4(Xb)(4).  In  the 
ASBCA  case  that  was  the  subject  of  the 
apped,  two  other  allocation  methods  that 
used  income  as  an  allocation  factor  were 
considered  and  rejected.  The  Lockheed 
method  which  the  Court  ruled  is  compli¬ 
ant  and  the  two  methods  using  income 
(the  Factor  Analysis,  and  Proration  Per¬ 
centage)  that  the  ASBCA  held  were  non- 
compliant  are  described  and  illustrated  at 
7-1403.3. 

d.  Allowing  income  as  an  allocation 
factor  broadens  the  choices  of  possible 
allocation  methods  and  makes  the  evalu¬ 
ation  of  tax  allocations  more  difficult. 
Each  situation  must  be  carefully  evalu¬ 
ated  to  determine  if  the  particular  meth¬ 
odology  makes  appropriate  use  of  seg¬ 
ment  book  income.  The  following  two 
key  areas  deserve  special  attention  when 


evaluating  any  methodology  which  uses 
segment  book  income: 

(1)  The  first  is  evaluating  the  contrac¬ 
tor’s  methodology  for  determining  the 
propriety  of  segment  book  income.  For 
tax  purposes,  most  states  do  not  use 
segment  book  income  as  a  unitary  in¬ 
come  apportionment  factor  because  of 
concerns  that  companies  could  easily 
manipulate  segments’  books  to  show  in¬ 
come  only  at  segments  that  are  in  low-tax 
or  no-tax  jurisdictions.  This  risk  of  in¬ 
come  manipulation  is  why  most  states 
choose  not  to  accept  the  taxpayer’s  iden¬ 
tification  of  segment  income.  Because 
proper  identification  of  income  is  a  high- 
risk  area,  we  should  carefully  assess  a 
contractor’s  determination  of  segment 
book  income  to  ensure  the  methodology 
is  sound  and  consistently  applied. 

(2)  The  second  is  ensuring  that  taxes 
are  confined  to  segments  doing  business 
in  the  taxing  jurisdiction.  This  issue  was 
dealt  with  in  the  Claims  Court  case  No. 
49-89C.  Hercules.  Inc.  v.  U.S.,  26  Cl.Ct. 
662  (1992).  The  C^ourt  ruled  that  a  con¬ 
tractor  is  not  in  full  compliance  with  CAS 
403  if  the  taxes  of  a  jurisdiction  are  not 
allocated  to  only  those  segments  that  do 
business  in  the  taxing  jurisdiction. 

7-1403J  Illustrations  of  Allocation 
Methods  That  Use  Income  as  an 
Allocation  Factor 

The  illustrations  below  supplement  the 
guidance  in  7-1403.2  and  are  intended  to 
be  used  as  a  guide  when  evaluating 
allocation  methods  that  use  segment 
book  income.  The  following  facts  will  be 
used  for  all  three  illustrations: 

a.  A  company  has  a  California  Fran¬ 
chise  Tax  expense  of  $11,000,(XX)  and 
five  segments  —  A,  B,  C,  D,  and  E  with 
property,  payroll,  and  sales  of: 
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SEGMENTS 


A 

B 

C 

D 

E 

TOTAL 

(in  millions) 

PROPERTY: 

Total 

$1,500 

$  800 

$  600 

$  400 

$  200 

$3,500 

Calif. 

750 

720 

600 

100 

20 

2,190 

Calif.  % 

50% 

90% 

100% 

25% 

10% 

62.6% 

PAYROLL: 

Total 

$  700 

$  300 

$  250 

$  too 

$  80 

$1,430 

Calif. 

280 

240 

250 

30 

8 

808 

Calif.  % 

40% 

80% 

100% 

30% 

10% 

56.5% 

SALES: 

Total 

$2,000 

$1,000 

$  800 

$  600 

$  300 

$4,700 

Calif. 

600 

800 

760 

240 

45 

2,445 

Calif.% 

30% 

80% 

95% 

40% 

15% 

52% 

AVG  CALIF.% 

40% 

83.3% 

98.3% 

31.7% 

11.7% 

57% 

The  five  segments  had  the  following 
net  income  (loss): 

(in  millions) 


Segment  A  $(200) 

Segment  B  125 

Segment  C  180 

Segment  D  90 

Segment  E  M 

Total  Net  Income  $  215 


b.  Lockheed  Two-Step,  Four-Factor 
Method:  The  ASBCA  and  the  Federal 
Circuit  Court  held  that  Lockheed’s  two- 
step,  four-factor  formula  complied  with 
CAS  403.40(bK4).  The  first  step  entails 


calculating  each  segment’s  net  income 
derived  from  or  attnbutable  to  a  particu¬ 
lar  state’s  sources  (e.g.,  C^ifomia 
sources)  using  the  ratio  of  in-state  proper¬ 
ty,  payroll,  and  sales,  to  total  property, 
payroll,  and  sales  for  the  segment.  In  the 
second  step,  Lockheed  tot^s  individual 
segment  net  income  derived  from  or 
attributable  to  profitable  in-state  sources 
and  then  assigns  taxes  only  to  each  profit¬ 
able  segment  in  the  proportion  that  the 
segment’s  profits  bear  to  total  profits. 
Se^ents  with  no  net  income  get  no 
allocation  and  segments  that  do  get  allo¬ 
cations  get  them  based  upon  relative 
profitability. 


Segment 

(in  millions) 
Segment 

Segment  net  income 

net  income  Ooss) 

apportionment  % 

from  Calif,  sources 

Segment  A 

$(200) 

X  40%  - 

$  0* 

Segment  B 

125 

83.3% 

104 

Segment  C 

180 

98.3% 

177 

Segment  D 

90 

31.7% 

29 

Segment  E 

20 

11.7% 

2 

$312 


•  Note:  Credits  are  not  permitted,  therefore 
segments  with  losses  always  are  assigned  SO 
income. 
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(in  millions) 
Segment 

795 

T7-1403.3b. 

Total  tax 

contribution 

Allocation 

Segment  A 

$  11 

X  0  = 

$  0 

Segment  B 

11 

104/312 

3.67 

Segment  C 

11 

177/312 

6.24 

Segment  D 

11 

29/312 

1.02 

Segment  E 

11 

2/312 

.07 

$11.00 

c.  Factor  Analysis  Method:  In  the  first  and  sales  to  the  total  California  property, 
Lockheed  Corp.  and  Lockheed  Missile  &  payroll,  and  sales.  Next  the  two  percent- 
Space  Co.,  ASBCA  case  (No.  22451,  80-1  ages  are  averaged  by  adding  them  togeth- 
BCA  para.  14,222),  the  ASBCA  consid-  er  and  dividing  by  two.  The  resulting 
ered  and  rejected  an  allocation  method  percentage  is  then  multiplied  by  the  total 
that  used  income  entitled  the  “Factor  California  Franchise  Tax  expense  to  ob- 
Analysis  Method.”  Under  this  method  a  tain  the  amount  of  tax  or  credit  allocated 
segment’s  share  of  total  California  Fran-  to  the  segment, 
chise  Tax  liability  is  calculated  by  first  The  ASBCA  concluded  that  the  Factor 
determining  the  percentage  that  the  seg-  Analysis  Method  did  not  comply  with 
ment’s  net  income  is  of  the  total  net  CAS  403  because  it  allows  credits  for  loss 
income  (segment  net  losses  result  in  nega-  segments.  Incjuding  credits  for  losses 
tive  percentage).  A  second  percentage  is  yielded  allocations  in  excess  of  the  actual 
calculated  by  averaging  the  ratio  of  the  amount  actually  paid.  Following  is  an 
segment’s  California  property,  payroll,  illustration  of  this  method: 


STEP  1: 

(in  millions) 

Segment  net  income 

as  %  of  total  income  Segment  Calif,  property,  payroll,  and  sales 
(loss) _  as  %  of  total  Calif,  property,  payroll,  and  sales 

Property  Payroll  Sales 

A  (200)/215  or  (93%)  750/2190  =  34%  +  280/808  =  35%  +  600/2445  =  25%  or  31% 

3 

B  125/215  or  58%  720/2190=33%  +  240/808=30%  +  800/2445=33%  or  32% 

3 

C  180/215  or  84%  600/2190  =  27%  +  250/808  =  31%  +  760/2445  =  31%  or  30% 

3 

D  90/215  or  42%  100/2190  -  5%  +  30/808  -  4%  +  240/2445  =  10%  or  6% 

3 

E  20/215  or  9%  20/2190  -  1%  +  8/808  -  1%  +  45/2445  -  2% _  or  1% 

3 
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STEP  2: 

Sum  of  two  % 

Allocation 

divided  by  2 

Total  tax 

(Credit) 

Segment  A 

[(93%)  +  31%l/2  =  (31%)  X 

S  11  = 

$  (3.41) 

Segment  B 

[  58%  -1-  32%]/2  =  45% 

11 

4.95 

Segment  C 

[  84%  -1-  30%]/2  =  57% 

11 

6.27 

Segment  D 

[  42%  -1-  6%]/2  =  24% 

11 

2.64 

Segment  E 

[  9%  -1-  l%]/2  =  5% 

11 

.55 

$  11.00 

Note:  Together,  segments  B,  C,  D,  and  E  are 
allocated  $3,410,000  more  in  tax  expense  than 
the  total  California  Franchise  Tax  liability. 


d.  Proration  Percentage  Method:  In  the 
first  Lockheed  Corp.  and  Lockheed  Mis¬ 
sile  &  Space  Co.,  ASBCA  case  (No. 
22451,  80-1  BCA  para.  14,222),  the 
ASBCA  also  considered  and  rejected  a 
second  allocation  method  that  used  in¬ 
come.  This  one  was  called  the  Proration 
Percentage  Method.  Under  this  method  a 
sement’s  share  of  the  state  tax  liability  is 
calculated  by  multiplying  the  segment’s 
net  income  or  net  loss  by  the  ratio  of  in¬ 
state  property,  payroll,  and  sales,  to  total 
property,  payroll,  and  sales.  The  product 


is  then  multiplied  tw  the  state  tax  rate  to 
yield  the  amount  of  tax  or  credit  allocat¬ 
ed  to  the  segment. 

The  ASBCA  rejected  the  Proration 
Percentage  Method  because  it  in  effect 
allocates  only  on  the  basis  of  profit  and 
loss.  In  other  words,  there  is  no  consider¬ 
ation  of  each  segment’s  apportionment 
factors.  Moreover,  this  method  also  in¬ 
cluded  credits  for  losses  and  would  result 
in  allocations  to  profitable  segments  in 
excess  of  actual  taxes  paid.  Following  is 
an  illustration  of  this  method: 


(in  millions) 

Segment  net  Calif.  Calif.  Franchise  Allocation 


income  (loss) 

Apportionment  % 

Tax  rate 

(credit) 

Segment  A  [$  (200) 

X  57%]  X 

9% 

$(10.2) 

Segment  B  [  125 

57%] 

9% 

6.4 

Segment  C  [  180 

57%] 

9% 

9.2 

Segment  D  [  90 

57%] 

9% 

4.6 

Segment  E  [  20 

57%] 

9% 

1.0 
S  11.0 

7-1403.4  Gnidance  in  Determining 
Allowable  State  and  Local  Taxes 

a.  Tax  Accruals 

(1)  Provisions  are  sometimes  made  by 
contractors  to  account  for  estimated  state 
income  or  franchise  taxes  when  there  are 
significant  differences  between  taxable 
income,  as  determined  in  accordance 
with  state  regulations,  and  income  for  the 
period,  as  determined  in  accordance  with 
^nerally  accepted  government  account¬ 
ing  principles.  These  differences  may 


result  from  items  such  as  (a)  recognizing 
in  the  income  statement  possible  losses 
that  may  not  be  deductible  for  tax  pur¬ 
poses  until  they  occur,  (b)  computing 
depreciation  for  income  statement  pur¬ 
poses  by  use  of  a  method  different  from 
that  used  for  tax  purposes,  or  (c)  by 
reco^izing  revenue  for  tax  purposes  b^ 
fore  it  would  be  recognized  in  the  income 
statement  in  accordance  with  generally 
accepted  government  accounting  princi¬ 
ples.  Provisions  are  made  for  taxes  relat- 
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ed  to  such  items  based  on  an  assumption 
that  a  tax  liability  exists,  and  will  ulti¬ 
mately  materialize,  as  a  direct  result  of 
such  transactions.  For  example,  in  the 
case  of  a  straight  line  method  of  deprecia¬ 
tion  being  used  for  income  statement 
purposes  and  an  accelerated  method  for 
tax  purposes,  the  tax  savings  in  the  early 
years  of  the  asset’s  life  will  ultimately  be 
offset  by  hi^er  taxes  in  the  later  years  of 
the  asset’s  life.  Therefore,  the  provision¬ 
ing  of  an  additional  amount  for  taxes  in 
the  early  years  of  the  asset’s  life  to  offset 
the  higher  taxes  in  the  later  years  in  effect 
tends  to  relate  the  state  income  tax 
expense  for  the  period  to  the  income  as 
shown  in  the  financial  statements.  The 
opposing  view  contends  that  if  a  contrac¬ 
tor  follows  a  consistent  program  of  asset 
replacement,  which  would  be  necessary 
to  a  continuing  concern,  tax  savings  on 
new  assets  should  offset  higher  taxes  on 
expiring  assets. 

(2)  The  auditor  is  concerned  with  the 
best  evidence  available  which  supports 
the  amount  of  costs  incurred.  In  deter¬ 
mining  allowable  costs  under  government 
contracts,  the  best  evidence  available  to 
support  the  amount  of  state  income  or 
franchise  tax  incurred  is  the  amount 
paid.  The  auditor  should  not  attempt  to 
estimate  the  amount  of  tax  currently 
being  paid,  but  applicable  to  future  or 
prior  periods,  for  purposes  of  determin¬ 
ing  allowable  costs  under  government 
contracts.  Similarly,  amounts  estimated 
by  contractors  as  tax  liabilities  in  excess 
of  the  amounts  actually  paid  should  not 
be  considered  in  determining  allowable 
contract  costs.  Income  tax  accruals  de¬ 
signed  to  account  for  the  tax  effects  of 
differences  between  tax&ble  income  and 
pretax  income  as  reflected  by  the  books 
of  account  and  financial  statements  are 
unallowable  (See  FAR  31.205-4l(bK7)). 

(3)  Income  tax  accruals  designed  to 
estimate  additional  taxes  to  be  paid  re¬ 
sulting  from  tax  audits  by  the  state  or 
local  tax  authorities  are  considered  con¬ 
tingencies  that  are  unallowable  withi”  the 
purview  of  FAR  31.205-7(b).  However, 
tax  accruals  designed  to  relate  the 
amount  paid  on  the  basis  of  a  taxing 
authority  's  fiscal  year  to  the  contractor’s 
accounting  perioo  are  allowable  in  accor- 
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dance  with  FAR  3 1.205-4 1(a).  (See  also 
7-1402.g.) 

b.  Tax  Credits  and  Refunds 

(1)  Many  states  follow  the  same  or 
basically  similar  procedures  as  provided 
in  the  Internal  Revenue  Code  for  net 
operating  loss  carry-backs.  In  most  states 
a  net  operating  loss  can  be  carried  back 
for  3  years  or  forward  for  5  years.  We  are 
primarily  concerned  with  carry-backs  for 
state  income  or  franchise  taxes.  Operat¬ 
ing  loss  carry-backs  will  result  in  a  refund 
of  prior  years’  taxes  which  have  been 
paid  by  the  contractor  and  reimbursed  by 
the  government. 

(2)  The  government’s  right  to  share  in 
these  refunds  is  covered  by  FAR  3 1 .205- 
41(d),  which  provides  that  “Any  taxes, 
interest,  or  penalties  that  were  allowed  as 
contract  costs  and  are  refunded  to  the 
contractor  shall  be  credited  or  paid  to  the 
government  in  the  manner  it  directs.’’ 
This  requirement  is  also  addressed  in 
FAR  31.201-5  and  the  “Allowable  Cost 
and  Payment”  clause  at  FAR  52.216-7. 
Where  the  amount  is  material,  equity 
dictates  that  the  tax  refund  be  allocated 
to  the  government  customers  in  the  same 
ratio  as  they  were  originally  charged  with 
the  tax  payment. 

7-1403.5  Changes  in  Method  of 
Measuring  Taxable  Income 

a.  State  tax  regulations  have  usually 
permitted  a  taxpayer  to  initially  select 
one  of  several  acceptable  methods  of 
stating  the  elements  that  determine  taxa¬ 
ble  income  and  later,  under  specified 
conditions,  to  change  from  the  initial 
selection  to  another  acceptable  method. 
Some  elements  for  which  alternate  ac¬ 
ceptable  methods  have  been  allowed  are 
(1)  income  from  long-term  contracts,  (2) 
inventory  pricing,  and  (3)  depreciation 
methods. 

b.  The  Tax  Reform  Act  of  1986  (TRA) 
repealed  the  acceptability  of  the  co>m- 
pleted  contract  method  for  measuring 
annual  taxable  income  for  long  term 
contracts  ^warded  afler  26  February 
1986.  Since  the  TRA,  the  IRS  has  imple¬ 
mented  additional  restrictions  on  meth¬ 
ods  that  can  be  used  to  measure  annual 
taxable  income.  Althou^  the  changes  in 
method  are  intended  primarily  to  apply 
to  Federal  income  taxes  which  are  not 
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allowable  on  government  contracts  under 
FAR  3 1.205-4 1(b)(1),  State  income  taxes, 
which  are  allowable  on  government  con¬ 
tracts,  will  in  many  cases  also  be  affected 
since  a  number  of  States  have  adopted 
Federal  tax  regulations  to  determine 
State  taxes. 

c.  Under  the  provisions  of  the  change, 
contractors  must  recognize  income  from 
long  term  contracts  using  either  the  per¬ 
centage  of  completion  method  or  the 
percentage  of  completion-capitalized  cost 
method.  Both  methods  must  be  based  on 
a  cost-to-cost  relationship  rather  than  an 
estimate  of  physical  completion  (engi¬ 
neering  cost  method  or  other  modified 
methods  not  based  on  cost)  which  was 
previously  permitted.  The  percentage  of 
completion  method  based  on  a  cost-to- 
cost  relationship  recognizes  income  from 
long  term  contracts  based  on  the  propor¬ 
tion  of  the  estimated  contract  price  that 
costs  incurred  through  a  period  bears  to 
the  total  expected  costs  reduced  by  the 
amounts  of  contract  price  that  were  in¬ 
cluded  in  income  in  previous  years.  Un¬ 
der  the  percentage  of  completion-capital¬ 
ized  cost  method,  only  a  certain  percent 
of  the  items  of  each  contract  need  to  be 
recognized  under  the  percentage  of  com¬ 
pletion  method  and  the  remaining  per¬ 
cent  of  the  items  are  to  be  accounted  for 
under  the  taxpayer’s  normal  method 
(e.g.,  the  completed  contract  method). 
Costs  to  be  used  in  determining  the 
percentage  of  completion  are:  (1)  direct 
material  and  direct  labor  costs,  and  (2) 
depreciation,  amortization  and  cost  re¬ 
covery  allowances  on  equipment  and 
facilities  directly  used  to  construct  or 
produce  the  subject  matter  of  the  con¬ 
tract.  It  should  be  noted  that  the  pre¬ 
scribed  cost-to-cost  relationship  is  an 
example  of  circumstances  where  the  tax 
law  is  at  variance  with  appropriate  cost 
accounting. 

d.  Any  changes  made  in  the  method  of 
measuring  income  for  lon^  term  con¬ 
tracts  as  a  result  of  changes  in  tax  regula¬ 
tions  (e.g.,  a  change  from  the  completed 
contract  method  to  the  percentage  of 
completion  method  or  the  percentage  of 
completion-capitalized  method)  should 
be  considered  to  be  a  change  in  cost 
accounting  practice  because  it  alters  the 
measurement  of  State  tax  costs  for  a  cost 


accounting  period  by  assi^ing  taxable 
income  or  loss  to  other  periods.  Because 
measurement  and  assignment  of  cost  arc 
involved,  the  change  in  determining  con¬ 
tract  income  is  a  change  in  cost  account¬ 
ing  practice  as  described  in  CAS.  Since 
the  change  is  not  being  required  by  any 
change  in  CASB  rules,  reflations  and 
standards,  it  should  be  considered  to  be  a 
voluntary  change.  (See  CAS  Working 
Group  Paper  81-25.) 

e.  Voluntary  changes  under  CAS  may 
be  either  discretionary  or  sanctioned 
changes.  Since  a  contractor  is  being  re¬ 
quired  to  change  by  the  tax  laws,  a 
change  from  a  no  longer  acceptable  meth¬ 
od  to  an  acceptable  method  would  most 
likely  be  considered  to  be  a  sanctioned 
change.  However,  a  final  determination 
on  this  matter  is  the  responsibility  of  the 
ACO.  Unless  the  ACO  makes  the  deter¬ 
mination  that  the  change  meets  the  re¬ 
quirement  to  be  considered  a  sanctioned 
change  (that  is,  it  is  desirable  and  not 
detrimental  to  the  interests  of  the  govern¬ 
ment),  the  change  would  be  considered  a 
discretionary  change  covered  by  para¬ 
graph  (aK4)(iii)  of  the  CAS  clause  (FAR 
52.230-2)  and  no  increased  costs  as  a 
result  of  the  change  would  be  permitted 
(see  also  8-303). 

f.  Auditors  should  also  be  aware  that 
the  TRA  includes  a  look-back  provision. 
This  provides  that,  to  the  extent  that  the 
percentage  of  completion  applies  to  a 
long  term  contract,  a  taxpayer  who  does 
not  accurately  predict  the  eventual  con¬ 
tract  price  must  recompute  its  tax  liabili¬ 
ty  for  the  years  that  such  method  was 
used  on  the  basis  of  the  actual  contract 
price  and  costs.  If  the  recomputed  tax 
liability  exceeds  the  previously  reported 
tax  liability,  the  taxpayer  must  pay  inter¬ 
est;  if  the  recomputed  tax  liability  is  less, 
the  taxpayer  is  entitled  to  interest.  This 
provision  may  affect  State  tax  costs  to  the 
extent  that  this  look-back  provision  is 
incorporated  into  State  laws.  According¬ 
ly,  auditors  should  review  the  look-back 
computations  to  determine  if  any  unal¬ 
lowable  penalties  and  interest  are  includ¬ 
ed  in  costs  charged  to  government  con¬ 
tracts  or  if  the  government  is  due  a  credit. 
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7-1404  Employment  Taxes 

a.  The  Federal  Insurance  Contribu¬ 
tions  Act  (FICA)  and  the  Federal  Unem¬ 
ployment  Tax  Act  (FUTA)  each  impose  a 
tax  upon  employers  for  each  calendar 
year,  the  amount  of  which  is  based  upon 
a  specified  percent  of  the  wages  paid  by 
the  employer  to  his  individual  employ¬ 
ees.  The  taxes  are  limited  to  the  annual 
maximum  wages  established  by  statute 
for  each  individual  employee.  These  rates 
and  wage  limits  vary  periodically.  The 
taxes  imposed  by  the  FUTA  are  levied 
and  collectible  in  part  by  the  state  and  in 
part  by  the  Federal  government.  The 
guidance  in  this  paragraph  is  concerned 
with  the  phase  of  these  taxes  levied  on 
employers  and  not  on  employees. 

b.  Generally,  if  during  a  calendar  year 
an  employee  receives  remuneration  from 
more  than  one  employer,  the  annual  wage 
limitation  does  not  apply  to  the  aggregate 
remuneration  received  from  all  employ¬ 
ers,  but  instead  applies  to  each  individual 
employer.  Exceptions  to  this  rule  are 
discussed  below  in  7-1405  and  7-1406. 

c.  The  auditor  should  familiarize  him¬ 
self  or  herself  with  the  rates  and  wage 
limitations  in  effect  for  each  calendar 
year  and  ascertain  that  the  contractor  is 
not  paying  taxes  in  excess  of  the  statutory 
requirements.  He  or  she  should  also 
obtain  supporting  documentation  for  the 
various  state  unemployment  rates  being 
used  by  the  contractor  in  those  states  in 
which  it  is  paying  the  tax.  Attention 
should  also  be  given  to  tax  credits  or 
reductions  granted  the  employer  in  state 
unemployment  tax  rates  because  of  fa¬ 
vorable  employment  experience.  In  such 
cases,  the  auditor  should  accept  as  allow¬ 
able  costs  only  the  actual  (net)  amounts 
which  the  contractor  is  required  to  pay. 

d.  Where  historical  data  are  the  basis 
for  cost  projections  or  estimates,  consid¬ 
eration  should  be  given  to  the  effect  that 
prospective  changes  in  the  tax  rates  and 
annual  wage  limitations  will  have  on  such 
forecasts.  The  auditor  should  assure  that 
where  expense  accruals  are  made  for 
these  taxes  they  are  adjusted  periodically 
so  that  costs  charged  to  contracts  do  not 
exceed  the  actual  cost. 


7-1405  Employment  Taxes  of 
Successor  Contractors 

a.  Successor  contractor  situations  gen¬ 
erally  relate  to  yearly  service  or  mainte¬ 
nance  contracts  at  government  installa¬ 
tions  where,  under  recompetition,  a  new 
contractor  receives  a  cost-reimbursement 
type  contract  award,  usually  cost-reim¬ 
bursement  type,  and  takes  over  perfor¬ 
mance  as  of  the  beginning  of  the  fiscal 
year,  1  July,  and  retains  many  of  the 
same  employees.  In  this  regard.  Revenue 
Ruling  68-105  (C.B.  1968-1,  418)  holds 
that  a  new  contractor  may  qualify  as  a 
successor  contractor,  where  the  property 
used  in  the  performance  of  the  contracts 
is  the  same  government-owned  property. 
It  is  immaterial  that  no  interest  in  the 
property  used  was  acquired  directly  from 
the  predecessor  employer. 

b.  Section  3121(a)(1)  of  the  Federal 
Insurance  Contributions  Act  (FICA)  and 
3306(bKl)  of  the  Federal  Unemployment 
Tax  Act  (FUTA),  respectively,  and  the 
applicable  regulations  provide  that  the 
wages  paid  by  a  predecessor  to  an  em¬ 
ployee  shall,  for  purposes  of  the  annual 
wage  limitation,  be  treated  as  having 
been  paid  to  the  employee  by  a  successor, 
if  ( I )  the  successor  during  a  calendar  year 
acquired  substantially  all  the  property 
used  in  a  trade  or  business,  or  used  in  a 
separate  unit  of  a  trade  or  business,  of  the 
predecessor;  (2)  the  employee  was  em¬ 
ployed  in  the  trade  or  business  of  the 
predecessor  immediately  prior  to  the 
acquisition  and  is  employed  by  the  suc¬ 
cessor  in  his  or  her  trade  or  business 
immediately  after  the  acquisition;  and  (3) 
the  wages  were  paid  during  the  calendar 
year  in  which  the  acquisition  occurred 
and  prior  to  the  acquisition.  The  method 
of  acquisition  by  an  employer  of  the 
property  of  another  employer  is  immate¬ 
rial.  The  acquisition  may  occur  as  the 
result  of  purchase  or  any  other  transac¬ 
tion  where  substantially  all  the  property 
is  acquired  by  the  new  employer. 

c.  if  the  new  employer  (contractor) 
meets  these  criteria,  he  or  she  may  quali¬ 
fy  as  a  successor  employing  unit  so  that 
for  the  purpose  of  establishing  the  wage 
limitations,  remuneration  paid  to  contin¬ 
uing  employees  by  the  predecessor  during 
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the  calendar  year  and  prior  to  the  acquisi¬ 
tion  shall  be  considered  as  having  been 
paid  by  the  successor.  The  statutory 
minimums  then  apply  to  the  combined 
earnings  under  both  contractors.  Addi¬ 
tionally,  the  successor  may  be  eligible  to 
File  with  state  authorities  and  obtain  a 
lower  merit  unemployment  tax  rate  based 
on  the  predecessor's  experience  at  the 
location. 

d.  Where  a  contract  changes  hands 
under  the  foregoing  circumstances,  or  the 
auditor  has  knowledge  that  such  a  change 
is  to  occur  shortly,  it  is  a  matter  of  some 
urgency  that  the  auditor  takes  the  follow¬ 
ing  steps  on  a  timely  basis. 

(1)  Ascertain  whether  the  new  contrac¬ 
tor  has  determined  that  it  qualified  as  a 
successor.  If  there  is  any  doubt  or  ques¬ 
tion  as  to  its  status,  the  contractor  should 
obtain  a  ruling  from  IRS. 

(2)  Determine  that  the  successor  ob¬ 
tains  the  predecessor’s  earnings  record 
and  tax  payments  records  for  the  current 
year  on  the  continuing  employees. 

(3)  Determine  that  the  successor,  if 
qualified,  ceases  from  incurring  further 
costs  for  FICA  and  FUTA  as  soon  as  an 
employee’s  total  combined  earnings  un¬ 
der  both  the  predecessor  and  successor 
reach  the  statutory  wage  limitations. 

(4)  Where  a  lower  merit  rating  is 
available  under  FUTA,  based  on  the 
predecessor’s  experience  at  the  location, 
determine  that  the  successor  has  filed 
with  state  authorities  and  has  obtained 
and  is  using  the  more  favorable  unem¬ 
ployment  tax  rate.  However,  there  are 
some  states  which  do  not  recognize  pre¬ 
decessor  experience  as  being  eligible  in 
obtaining  a  lower  merit  tax  rate. 

(5)  In  the  event  that  taxes  have  been 
paid  in  excess  of  the  proper  amounts, 
determine  that  the  successor  obtains  re¬ 
funds  and  properly  credits  the  govern¬ 
ment. 

(6)  Advise  the  contracting  officer  of 
any  failure  of  the  successor  to  take  full 
advantage  of  its  status  as  a  successor 
employing  unit  under  both  FICA  and 
FUTA. 

7-1406  Employment  Taxes  in 
Mergers  and  Consolidations 

a.  The  Internal  Revenue  Service  has 
ruled  (Revenue  Ruling  62-60,  C.B.  1962- 


1,  186)  that,  in  the  absorption  of  one 
corporation  by  another  in  a  statutory 
mei^er  or  consolidation,  the  resultant 
entity  is  regarded  as  the  same  taxpayer 
and  same  employer  as  the  absorbed  cor¬ 
poration  for  FICA  and  FUTA  pulses. 
Thus,  there  is  no  interruption  in  the 
employment  status  of  the  continuing  em¬ 
ployees  and  they  are  considered  to  have 
been  in  one  employment  throughout  the 
year. 

b.  Where  contractors  have  undergone 
statutory  mergers  or  consolidation,  the 
auditor  should  determine  that  FICA  and 
FUTA  taxes  on  the  continuing  employees 
are  paid  on  the  basis  of  a  single  employ¬ 
ment  for  the  year.  Additionally,  the  audi¬ 
tor  should  ascertain  whether  credits  for 
contributions  to  state  unemployment 
funds  and  merit  rating  credits  available 
to  the  absorbed  corporation  have  been 
utilized  by  the  surviving  corporation. 

7-1407  Federal  Excise  Taxes 

Such  taxes  are  allowable  unless  exemp¬ 
tions  are  available  to  the  contractor  (FAR 

31.205- 41(b)(3)).  When  there  are  sub¬ 
stantial  amounts  involved  (in  either  in¬ 
curred  or  projected  costs)  and  where 
there  is  a  reasonable  probability  that  the 
benefits  of  an  exemption  will  outweigh 
the  administrative  burdens  involved,  the 
auditor  should  investigate  the  possibility 
that  an  exemption  exists.  If  an  exemption 
does  not  exist,  appropriate  inquiry  or 
recommendation  should  be  made  to  the 
contracting  officer  regarding  the  desir¬ 
ability  of  obtaining  one. 

7-1408  Foreign  Income  Taxes 

a.  When  a  contractor  performs  govern¬ 
ment  contracts  in  foreign  countries, 
whether  under  a  Foreign  Military  Sales 
(FMS)  contract  or  for  domestic  require¬ 
ments,  certain  host  countries  impose  in¬ 
come  taxes  on  the  contractor.  FAR 

31.205- 41(aKl)  specifically  addresses  the 
allowability  of  Federal,  state,  and  local 
taxes  without  addressing  the  allowability 
of  foreign  income  taxes.  Foreign  taxes  are 
analogous  to  state  or  local  taxes  however, 
and  are  therefore  considered  to  be  allow¬ 
able  contract  costs. 
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b.  When  a  contractor  has  paid  an 
income  tax  to  a  host  country,  it  can 
subsequently  claim  a  foreign  tax  credit 
against  its  Federal  income  tax  under 
Internal  Revenue  Code  Section  901.  If  a 
contractor  claim  for  a  foreign  tax  credit  is 
accepted  by  the  Internal  Revenue  Ser¬ 
vice,  it  will  result  in  a  reduction  in 
Federal  income  tax  liability  by  the  full 
amount  of  the  credit.  In  that  situation, 
the  contractor  would  be  duplicating  the 
recovery  of  foreign  income  tax  expendi¬ 
tures — first  as  a  contract  cost  and  second 
as  a  reduction  in  its  Federal  income  tax 
liability. 

c.  This  situation  is  addressed  in  con¬ 
tract  clauses  at  FAR  52.229-6,  52.229-8, 
and  52.229-9  as  well  as  in  FAR  31.205- 
41(d). 

(1)  For  fixed-price  contracts,  FAR 

52.229- 6(h)  requires  that  if  a  contractor 
obtains  a  reduction  in  its  U.S.  tax  liabili¬ 
ty  because  of  the  payment  of  any  tax  or 
duty  which  was  included  in  the  contract 
price,  the  amount  of  the  reduction  shall 
be  paid  or  credited  to  the  U.S.  Govern¬ 
ment  as  directed  by  the  contracting  offi¬ 
cer. 

(2)  For  cost-reimbursable  contracts 
awarded  on  or  after  7  March  1990,  FAR 
31.205-41(d),  52.229-8  and  52.229-9  re¬ 
quire  that  contractors  and  subcontractors 
pay  or  credit  to  the  U.S.  Government  the 
amount  of  such  reductions  as  directed  by 
the  contracting  office  unless  the  contract 
costs  are  being  reimbursed  by  a  foreign 
government.  In  the  case  of  a  foreign 
government  reimbursing  the  contract 
costs,  the  contractor  or  subcontractor 
must  repay  the  U.S.  Treasury  for  any 
reduction  in  U.S.  tax  liability.  FAR 

52.229- 9  specifically  requires  the  pay- 
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ment  to  the  Treasury  and  prohibits  credit 
to  a  contract  in  such  a  case. 

(3)  For  cost-reimbursable  contracts 
awarded  prior  to  7  March  1990,  FAR 
31.201-5,  “Credits,”  should  be  cited  to 
assert  the  government’s  right  to  recover 
such  reductions  in  U.S.  tax  liability. 

d.  Refer  to  7-1921  for  guidance  on  the 
evaluation  of  employee  foreign  tax  differ¬ 
ential  allowances. 

7-1409  Environmental  Tax 

a.  The  Superfund  Amendments  and 
Reauthorization  Act  of  1986,  Public  Law 
99-499,  designated  funding  sources  for 
the  Hazardous  Substance  Response  Trust 
Fund  (“Superfund”).  Among  the  sources 
is  the  Environmental  (“Superfund”)  Tax 
enacted  by  Section  516  and  codified  at 
Section  59A  of  the  Internal  Revenue 
Code.  The  tax  is  placed  in  the  subtitle 
devoted  to  income  tax  provisions.  The 
positioning  of  the  statute  in  this  subtitle 
and  the  direct  relationship  of  the  tax  rate 
to  income  denotes  this  as  a  tax  on 
income.  The  tax  is  equal  to  0.12  percent 
of  that  portion  of  the  corporation’s  modi¬ 
fied  alternative  minimum  taxable  income 
which  exceeds  $2,000,000. 

b.  For  contracts  awarded  prior  to  22 
January  1991,  the  Superfund  Tax  is  con¬ 
sidered  to  be  an  expressly  unallowable 
Federal  income  tax  in  accordance  with 
FAR  31.205-41(bXl).  (The  Director,  De¬ 
fense  Procurement  (OUSD(AXDP)) 
agreed  with  this  policy  in  a  memorandum 
to  DCAA  dated  3  February  1992.)  Effec¬ 
tive  22  January  1991,  FAR  3 1.205-4 1(a) 
was  revised  to  make  the  Superfund  Tax  a 
specifically  allowable  cost  for  contracts 
entered  into  on  or  after  that  date. 
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7-1500  Section  15  —  Independent  Research  and  Development  and  Bid  and 

Proposal  Costs 


7-1501  Introduction 

a.  A  contractor’s  independent  research 
and  development  efTort  (IR&D)  is  that 
technical  enort  that  is  not  sponsored  by, 
or  required  in  performance  of,  a  contract 
or  grant  and  that  consists  of  projects 
falling  within  the  following  four  areas:  (1) 
basic  research,  (2)  applied  research,  (3) 
development,  and  (4)  systems  and  other 
concept  formulation  studies.  Bid  and 
proposal  (B&P)  costs  are  the  expenses 
incurred  in  preparing,  submitting,  and 
supporting  bids  and  proposals  on  poten¬ 
tial  government  and  non-government 
contracts.  Coverage  for  both  IR&D  and 
B&P  is  contained  in  FAR  31.205-18  and 
in  the  DoD  FAR  Supplement  231.205- 
18. 

b.  All  contractors  (whether  C.AS  cov¬ 
ered  or  not)  are  subject  to  some  or  all  of 
the  provisions  of  CAS  420  (FAR  3 1 .205- 
18(b)). 

c.  There  was  a  fundamental  change  in 
the  allowability  criteria  for  IR&D  and 
B&P  for  Contractor  Fiscal  Years  (CFY) 
beginning  after  30  September  1992.  The 
allowability  of  costs  incurred  by  contrac¬ 
tors  during  CFYs  beginning  before  1 
October  1992  is  discussed  in  7-1505.  The 
allowability  of  costs  incurred  in  CFYs 
beginning  after  30  September  1992  is 
discussed  in  7-1506.  Special  consider¬ 
ations  for  NASA  contracts  are  discussed 
in  7-1507. 

7-1502  Defer  ^  IR&D  and  B&P 

Deferred  IR&D  and  B&P  costs  that 
were  incurred  in  previous  accounting 
periods  are  unallowable  except  when  con¬ 
tract  provisions  specifically  allow  such 
costs.  Refer  to  FAR  3 1.205- 18(d)  for 
details. 

7-1503  General  Considerations 

a.  For  contracts  awarded  prior  to  19 
August  1991,  allowable  IR&D  and  B&P 
costs  for  DoD  contracts,  which  were 
included  in  an  advance  agreement, 
should  only  be  for  projects  that  have  a 


potential  relationship  to  a  military  func¬ 
tion  or  operation  (DFARS  231.205- 
18(c)(1)  (vii)).  Effective  19  August  1991, 
this  provision  was  revised  to  expand 
eligible  projects  to  include  those  that 
have  “potential  interest  to  DoD.” 
DFARS  231. 205-1 8(cX2)  provides  five 
broad  categories  of  IR&D  and  B&P 
projects  that  are  specifically  defined  to  be 
of  potential  interest  to  DoD.  These  five 
broad  categories  include  activities  that: 

(1)  Strengthen  the  U.S.  defense  indus¬ 
trial  and  technology  base; 

(2)  Enhance  the  U.S.  industrial  com¬ 
petitiveness; 

(3)  Promote  the  development  of  tech¬ 
nologies  identified  in  the  defense  critical 
technologies  plan  that  the  Secretaries  of 
Defense  and  Energy  annually  submit  to  I 
Congress; 

(4)  Increase  the  development  of  tech- 
nolo^es  useful  for  both  the  private  com¬ 
mercial  sector  and  the  public  sector;  or, 

(5)  Develop  efficient  and  effective 
technologies  for  achieving  environmental 
benefits. 

b.  DAC  91-4  (effective  with  the  first 
CFY  beginning  after  9/30/92)  added  two 
more  broad  categories  of  projects  that  are 
of  “potential  interest”  to  DoD  in  that 
they: 

(1)  Enable  superior  performance  of 
future  U.S.  weapon  systems  and  compo¬ 
nents. 

(2)  Reduce  acquisition  costs  and  life- 
cycle  costs  of  military  systems. 

c.  The  “potential  interest”  DFARS 
provision  is  less  stringent  than  the  former 
requirement  of  “military  relevancy,” 
which  required  the  contractor  to  show 
that  the  project  had  a  potential  relation¬ 
ship  to  a  milita^  function  or  operation. 
The  broader  criteria  lowered  the  audit 
risk  on  IR&D/B&P  projects.  Auditors 
should  consider  these  broader  criteria 
when  developing  their  audit  scope,  par¬ 
ticularly  when  deciding  to  request  a  tech-  I 
nical  evaluation. 

d.  The  auditor  should  identify  any  I 
development  projects  that  may  have  en¬ 
tered  the  production  phase.  Production 
phase  costs  should  be  eliminated  from 
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I  any  IR&D  project  costs.  IR&D  projects 
that  have  been  incurring  costs  for  a  long 
time  should  be  reviewed  to  be  deter¬ 
mined  if  demonstrable  progress  is  being 
made.  These  long-term  projects  should  be 

I  brought  to  the  attention  of  the  contract¬ 
ing  officer.  In  many  cases,  determination 
of  reasonable  progress  cannot  be  made  by 
the  auditor  without  technical  assistance. 
I  e.  Contractor  contributions  to  coopera¬ 
tive  research  and  development  consorti¬ 
ums  should  be  reviewed  to  determine 
whether  the  costs  should  be  classified  as 
I  IR&D  or  as  consortium  costs.  Consorti¬ 
um  costs  are  discussed  in  7-19IS. 

f.  The  FAR  states  that  costs  for  IR&D 
and  B&P  projects  should  be  accounted 
for  in  the  same  manner  as  contracts  and 
include  all  related  direct  costs  and  alloca¬ 
ble  indirect  costs. 

g.  B&P  costs,  as  defined  in  FAR 
3 1 .205- 1 8(a),  include  all  costs  incurred  in 
preparing,  submitting,  and  supporting 
bids  and  proposals.  CAS  420.50(aXl) 
states  the  B&P  project  costs  shall  include 
costs  that,  if  incurred  in  like  circum¬ 
stances  for  a  final  cost  olnective,  would 

I  be  treated  as  direct  costs  of  that  final  cost 
objective.  Therefore,  if  a  contractor 
charges  administrative  costs  (such  as, 
^ing  and  technical  support)  directly  to 
final  cost  objectives,  then  they  must  also 
charge  them  directly  to  B&P  final  cost 
objectives.  If,  however,  the  contractor 
charges  administrative  costs  to  indirect 
cost  pools,  such  costs  may  continue  to  be 
charged  to  indirect  cost  pools.  The  audi¬ 
tor’s  review  should  include  appro;)riate 
tests  to  assure  consistent  application  of 
disclosed  practices.  In  addition,  the  audi¬ 
tor  should  assure  that  the  contractor’s 
accounting  practices  for  the  treatment  of 
administrative  costs  comply  with  CAS 
410.3(KaK6),  410.50(d),  418.30(aK3),  and 
418.50(bK2). 

I  h.  Advance  agreements  may  include  a 
provision  stating  how  the  costs  are  to  be 
allocated.  In  these  cases  the  auditor 
should  determine  if  the  costs  are  properly 
classified  and  allocated  in  accordance 
with  the  agreement. 

i.  If  the  contractor’s  products  are  var¬ 
ied  and  a  division  of  production  and 
sales  responsibiliw  is  clearly  maintained, 

I  only  IR&D  and  B&P  costs  of  the  profit 
center  concerned  with  government  con- 
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tracts  should  be  considered  for  purposes 
of  allocation  to  contract  costs.  As  a 
general  ruleRS,,  IR&D  and  B&P  costs 
shall  be  allocated  to  contracts  on  the 
same  basis  as  the  general  and  administra¬ 
tive  expenses.  Where  »>ecific  projects 
clearly  benefit  other  profit  centers  or  the 
entire  company,  such  costs  shall  be  allo¬ 
cated  through  the  G&A  of  such  other 
profit  centers  or  through  the  corporate 
G&A,  as  appropriate.  The  contracting 
officer  may  approve  the  use  of  a  different 
base  of  allocation  in  those  instances 
where  allocation  through  G&A  does  not 
provide  equitable  cost  allocation.  The 
auditor’s  determinations  regarding  allo- 
cability  will  be  included  as  part  of  the 
advisory  report. 

j.  As  part  of  ongoing  risk  assessment, 
auditors  may  periodically  review  and 
compare  cumulative  actual  IR&D  and 
B&P  costs  during  the  year  with  related 
ceiling  amounts  provided  for  in  advance 
agreements  or  by  the  formula  calculation 
to  ascertain  whether  the  actual  annual 
expenditures  will  approximate  the  ceiling 
(see  6-404.6(bK3)). 

7-1504  Special  Consideration  for 
B&P  Support  Costs 

a.  B&P  costs,  as  defined  in  FAR 
3 1.205- 18(a),  include  the  costs  of  techni¬ 
cal  personnel  engaged  in  the  preparation 
and  publication  of  cost  and  other  admin¬ 
istrative  data  necessary  to  support  the 
contractor’s  bids  and  proposals.  These 
administrative  costs  should  be  handled 
consistently  with  similar  costs  in  the 
contractor’s  accounting  system.  In  addi¬ 
tion,  the  cost  of  technical  personnel  en- 
^ged  in  the  development  and  prepara¬ 
tion  of  the  technical  proposal  document 
is  to  be  separately  identified  and  classi¬ 
fied  as  direct  B&P  costs  subject  to  alloca¬ 
tion  of  all  allocable  indirect  expenses, 
except  for  G&A. 

b.  FAR  3 1.205-1 8(a)  and  CAS  420 
require  the  contractor  to  chaige  atten¬ 
dance  at  meetings  in  support  of  a  bid  or 
proposal  by  direct  labor  employees  di¬ 
rectly  to  the  B&P  project  involved,  unless 
the  attendance  is  sponsored  by  a  grant  or 
required  in  the  performance  of  a  con¬ 
tract.  Both  FAR  and  CAS  define  bid  and 
proposal  costs  as  costs  incurred  in  pre- 
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paring,  submitting,  and  supporting  bids 
and  proposals  (whether  or  not  solicited) 
on  potential  government  or  non-govern¬ 
ment  contracts.  In  addition,  CAS 
420.S0(a)  provides  that  IR&D  and  B&P 
project  costs  shall  include  costs  that,  if 
incurred  in  tike  circumstances  for  a  final 
cost  objective,  would  be  treated  as  direct 
costs  of  that  final  cost  objective.  Costs  for 
direct  labor  employees  attending  a  meet¬ 
ing  at  a  government  procurement  office 
in  support  of  a  contract  represent  circum¬ 
stances  similar  to  direct  labor  personnel 
attending  meetings  in  support  of  a  bid  or 
proposal.  In  the  case  of  contract  support, 
the  direct  labor  personnel  are  interacting 
with  procurement  to  perform  work  on  a 
contract;  in  the  case  of  a  bid  or  proposal, 
the  direct  labor  personnel  are  interacting 
with  procurement  to  perform  work  on  a 
bid  or  proposal  (assuming  that  the  atten¬ 
dance  is  not  sponsored  by  a  grant  or 
required  in  the  performance  of  a  con¬ 
tract).  The  first  situation  is  directly  relat¬ 
ed  to  a  contract;  the  second  situation  is 
directly  related  to  a  B&P  project.  Because 
the  contract  labor  and  related  travel  costs 
are  charged  directly  to  the  contract,  CAS 
420.S(Ka)  requires  that  the  attendance  at 
meetings  in  support  of  a  bid  or  proposal 
and  related  travel  costs  be  charged  direct¬ 
ly  to  the  B&P  project. 

7-1505  IR&D  and  B&P  Allowability 
Criteria  for  CFYs  Beginning  Before  1 
October  1992 

a.  FAR  3 1.205- 18(c)  requires  any  com¬ 
pany  receiving  payments,  either  as  a 
prime  contractor  or  subcontractor,  in 
excess  of  $5.4  million  from  the  govern¬ 
ment  for  IR&D  and  B&P  in  one  of  its 
fiscal  years  to  negotiate  an  advance  agree¬ 
ment  with  the  government  establishing  a 
ceiling  for  allowability  of  IR&D  and  B&P 
costs  for  its  following  fiscal  year.  The 
1991/1992  DoD  Authorization  Act  in¬ 
creased  the  $5.4  million  threshold  to  S7 
million  for  contractor  fiscal  years  begin¬ 
ning  after  4  November  1990. 

b.  These  thresholds  include  only  those 
recoverable  (allowable)  IR&D  and  B&P 
costs  allocated  during  the  company’s  pre¬ 
vious  fiscal  year  to  all  government  pnme 
contracts  and  subcontracts  for  which  the 


submission  and  certification  of  cost  or 
pricing  data  was  required  in  accordance 
with  Section  2306a  of  Title  10,  U.S.C. 
(Truth  in  Negotiations  Act). 

7-1505.1  Definition  of  ‘^Company” 

The  term  “company”  includes  all  divi¬ 
sions,  subsidiaries,  and  affiliates  of  the 
contractor  under  common  control.  When 
a  company  meets  the  threshold,  the  re¬ 
quired  advance  agreement  may  be  negoti¬ 
ated  at  the  corporate  level  and/or  with 
those  separate  profit  centers  which  in  the 
preceding  year  allocated  to  government 
contracts  recoverable  IR&D  and  B&P 
costs  in  excess  of  $675,000  ($700,000  for 
CFYs  beginning  after  4  November  1 990). 
Agreements  negotiated  at  the  corporate 
level  may  set  individual  ceilings  for  sepa¬ 
rate  entities  of  the  company. 

7-1505.2  Contractors  Not  Meeting 
Criterion  for  an  IR&D/B&P  Advance 
Agreement 

The  FAR  has  two  methods  to  deter¬ 
mine  the  allowability  of  IR&D  and  B&P 
costs  for  contractors  who  do  not  meet  the 
criteria  for  an  advance  agreement: 

a.  A  formula  is  provided  which  takes 
into  consideration  the  contractor’s  prior 
experience  but  allows  for  reasonable  in¬ 
creases  or  decreases.  The  formula  calls 
for  three-year’s  prior  history.  If  such 
prior  history  does  not  exist,  then  the 
formula  is  not  applicable  and  reasonable¬ 
ness  criteria  at  FAR  31.201-3  must  be 
used. 

b.  An  advance  agreement  may  be  nego¬ 
tiated,  at  the  discretion  of  the  contracting 
officer,  if  the  contractor  demonstrates 
that  the  formula  would  produce  a  clearly 
inequitable  cost  recovery. 

7-1505.3  Special  Considerations  for 
Contractors  Without  Negotiated 
Advance  Agreements 

a.  It  was  the  contractor’s  responsibility 
to  initiate  n^otiations  when  an  advance 
agreement  is  required.  The  auditor 
should  question  all  IR&D  and  B&P  costs 
applicable  to  a  fiscal  year  in  which  an 
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advance  a^eement  was  required  but  was 
not  n»otiated. 

b.  When  an  advance  agreement  was  not 
required,  FAR  similarly  did  not  require 
the  determination  of  potential  interest  to 
DoD  (or  prior  to  19  Aurast  1991,  poten¬ 
tial  relationship  to  a  military  function  or 
operation).  The  auditor  will,  however, 
determine  that  the  costs  are  allocable, 
according  to  FAR  31.201-4. 

c.  When  applicable,  the  FAR  ceiling 
formula  (deleted  by  FAC  90-13,  effective 
9/24/92)  was  based  on  the  contractor’s 
prior  three-year  experience.  One  calcula¬ 
tion  for  the  combined  amount  of  IR&D 


and  B&P  should  be  made.  The  offset 
provision  previously  included  in  the 
DAR  cost  principles  was  replaced  with 
the  calculation  formula  in  the  FAR  which 
provided  for  one  combined  ceiling 
amount  for  IR&D  and  B&P.  However, 
the  contractor  should  account  for  IR&D 
and  B&P  separately  and  the  auditor 
should  continue  to  analyze  IR&D  and 
B&P  separately.  The  combined  calculat¬ 
ed  ceiling  must  fall  within  certain  param¬ 
eters  (i.e.,  80  percent  and  120  percent  of 
the  avenue  annual  cost  based  on  the  two 
highest  of  the  preceding  three  years).  An 
example  follows: 


IR&D  and  B&P  Costs 


Sales  (1) 

Incurred  (2) 

Ratio 

$ 

$ 

% 

1983 

4,000,000 

120*000 

3.00  (•) 

1986 

6,800,000 

200,000  (•) 

2.94 

1987 

3,000,000 

130,000  (•) 

3.00  (•) 

1988 

4,300,000 

130,000 

(*)  Highest  Historical  Costs  and  Ratios  Used  in  Averages 

1.  Historical  Ratio  3.00% 

2.  Average  Annual  Cost  175,0(X) 

Parameters 


3.  80%  of  Average  Cost  (  80%  of  Line  2)  140,000 

4.  120%  of  Average  Cost  (120%  of  Line  2)  210,000 

3.  Projected  Ceiling  (Line  1  times  1988  Sales)  133,000 

Ceiling 

Calculated  140,000  (3) 

Proposed  (1988)  130.000 

Amount  Questioned  10.(X)0 


(1)  The  regulation  provided  that  a  basis 
other  than  total  sales  may  be  used  for  this 
formula  calculation  if  another  basis  is 
acceptable  to  the  contracting  officer. 
When  a  contractor  propc^  an  alternate 
base,  the  auditor  will  review  the  contrac¬ 
tor’s  rationale  for  the  proposed  base  and 
include  appropriate  comments  in  the 
advisory  audit  report. 


(2)  The  combined  IR&D  and  B&P 
costs  incurred  for  the  preceding  three- 
year  period  are  the  amounts  determined 
as  otherwise  allowable  before  the  deter¬ 
mination  of  ceiling  limitations  resulting 
from  application  of  the  formula  in  prior 
years. 

(3)  The  calculated  ceiling  must  be 
within  the  80  percent  to  120  percent 
parameters.  In  this  example  the  product 
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of  the  historical  IR&D  and  B&P  ratio 
and  the  current  year  sales  is  less  than  80 
percent  of  the  average  annual  cost. 
Therefore  the  calculated  ceiling  would  be 
80  percent  of  the  average  annual  cost. 

7-1505.4  Special  Considerations  for 
Contractors  With  Negotiated 
Advance  Agreements 

a.  A  negotiated  advance  aveement 
results  in  the  establishment  of  a  com¬ 
bined  IR&D  and  B&P  ceiling  amount  for 
DoD  participation.  DFA^  provides 
that  the  allowable  amount  of  IR&D  and 
B&P  costs  allocated  to  DoD  contracts 
shall  not  exceed  the  lesser  of  (1)  the 
allocable  share  of  the  negotiated  ceiling 


amount  or  (2)  the  total  value  of  expendi¬ 
tures  for  those  projects  determined  to 
have  a  potential  interest  to  DoD  (or  prior 
to  19  August  1991,  a  iMtential  relation¬ 
ship  to  a  military  function  or  operation.) 

b.  When  difficulties  are  encountered  in 
obtaining  technical  reports  addressing 
military  relevancy  or  potential  interest  to 
DoD,  the  auditor  should  notify  the  ACO 
responsible  for  these  technical  reports 
that  the  reports  are  required  to  determine 
the  allowability  of  the  IR&D  and  B&P 
costs. 

c.  At  the  end  of  the  contractor’s  fiscal 
year,  the  actual  incurred  costs  should  be 
summarized  for  final  comparison  against 
the  negotiated  ceiling  and  determination 
of  an  allowable  amount.  An  example 
follows: 


EXAMPLE:  Determining  Cost  Allowability  at  Various  Levels  of 
DoD  Participation  (in  thousands) 


Assumptions: 

Incurred 

Ceiling  Relevant  (2)  Nonrelevant  (2)  Total 

Negotiated  (1)  /Potential  /No  Interest 

Interest 

IR&D/B&P 

$15,000  $11,750  $3,750 

$15,500 

DoD 

Participation 

(3) 

Negotiated 
amount  for 
inclusion  in 
indirect  pool 

Allocable 
to  DoD  per 

CAS  420 

Allowable  DoD 
allocation  (4) 
per  DoD  FAR 
Supplement 
231.205-18 

100% 

$15,000 

$11,750 

90% 

$13,500 

$11,750 

80% 

$12,000 

$11,750 

70% 

$10,500 

$10,500 

60% 

$  9,000 

$  9,000 

50% 

$  7,500 

$  7,500 

40% 

$  6,000 

$  6,000 

30% 

$  4,500 

$  4,500 

20% 

$  3,000 

$  3,000 

10% 

$  1,500 

$  1,500 
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(1)  The  ceiling  is  the  maximum 
amount  allowable  for  allocation  to  all 
work  of  that  part  of  the  company’s  opera¬ 
tion  covered  by  the  advance  agreement. 

(2)  When  a  contractor  has  initiated 
new  projects,  deleted  projects  included  in 
the  proposal  from  which  the  advance 
agreement  was  negotiated,  or  changed  the 
emphasis  of  certain  projects  from  that 
indicated  in  his  technic^  proposal,  an 
additional  determination  of  potential  in¬ 
terest  to  DoD  (or  prior  to  19  Au^st 
1991,  the  potential  relation¬ 
ship/relevance)  will  be  necessary.  This  is 
because  the  second  test  of  allowability  is 
governed  by  the  total  of  expenditures  for 
projects  determined  to  have  a  potential 
interest  to  DoD  (or  prior  to  19  August 
1991  the  potential  relationship  to  a  mili¬ 
tary  function  or  operation)  (DFARS 
231.205-18).  When  this  circumstance  is 
noted,  the  auditor  should  request  a  deter¬ 
mination  of  relevancy  from  the  responsi¬ 
ble  ofHce. 

(3)  The  DoD  participation  percentage 
is  applied  to  the  negotiated  ceiling 
amount  to  determine  the  allocable  costs 
to  DoD  contracts. 

(4)  The  total  allowable  DoD  allocation 
shsdl  not  exceed  the  total  costs  incurred 
on  projects  having  a  potential  interest  to 
IX>D  (or  prior  to  19  August  1991,  a 
potential  relationship  to  a  military  func¬ 
tion  or  operation).  If  the  total  costs 
incurred  on  relevant  projects  exceed  the 
total  allocable  to  DoD,  the  allowable 
DoD  costs  will  be  limited  to  the  allocable 
amount. 

7-1506  IR&D  and  B&P  Allowability 
Criteria  for  CFYs  Beginning  After  30 
September  1992 

7-1506.1  General  Considerations 

a.  FAC  90-13  and  DAC  91-4  imple¬ 
mented  the  requirements  of  Public  Law 
102-190.  Those  rules  removed  IR&D  and 
B&P  costs  allowability  ceilings  from  most 
contractors.  The  definition  of  IR&D  and 
B&P  costs  changed  by  adding  a  sixth  and 
a  seventh  specifically  defined  category  of 
IR&D  projects  with  “potential  interest  to 
DoD”  to  the  list  of  such  categories  (see  7- 


lS03b).  The  allocation  rules  for  IR&D 
and  B&P  were  not  changed. 

b.  The  intent  of  the  law  and  its  imple¬ 
menting  rules  is  to  have  IR&D  and  ^P 
costs  treated  as  other  costs  are  considered 
without  specific  ceiling  limitations.  The 
criteria  for  reviewing  these  costs  will 
include  allowability,  allocability,  and  rea¬ 
sonableness. 

c.  For  the  vast  majority  of  contractors 
previously  covered  by  the  old  three-year 
formula  ceiling,  this  ceiling  was  eliminat¬ 
ed  for  CFYs  banning  after  30  Septem¬ 
ber  1992.  See  7-1  SOS  to  determine  which 
contractors  were  required  to  negotiate 
advance  agreements  for  CFYs  beginning 
prior  to  1  October  1992.  Contractors’ 
segments  with  significant  amounts  of 
flexibly  priced  government  contracts  will 
continue  to  have  a  new  type  of  ceiling  on 
IR&D  and  B&P  costs  allocable  to  govern¬ 
ment  contracts  until  the  completion  of 
the  first  three  full  CFYs  beginning  after 
30  September  1992  (see  7-1506.2  and  7- 
1506.3).  As  those  contractors  complete 
their  third  CFY  limited  by  the  new 
ceiling  rules,  the  specific  ceiling  limita¬ 
tions  on  each  of  those  contractors  will 
cease. 

d.  Under  prior  IR&D  and  B&P  rules 
there  was  a  risk  that  IR&D  and  B&P 
costs  would  be  mischarged  to  cost-type 
contracts  as  the  contractor  neared  its 
ceiling  limitation  for  the  year.  That  risk  is 
lessened  by  the  new  FAR  cove^e.  How¬ 
ever,  there  is  a  continuing  audit  risk  that 
IR&D  performed  directly  for  a  contract 
may  be  mischaiged  from  fixed  price 
contracts  or  other  flexibly  priced  con¬ 
tracts  with  a  potential  for  cost  overruns. 

e.  There  is  no  ceiling  limitation  except 
reasonableness  for  any  contractor  that 
does  not  meet  the  $10  million  threshold 
(7-1 506.2c),  nor  for  any  contractor  s^- 
ment  that  does  not  meet  the  $1  million 
threshold  (7-  1506.2b),  even  if  the  con¬ 
tractor  meets  the  $10  million  threshold. 

7-1506.2  Determimition  of  Contractor 
Seffnents  Subject  to  a  Ceiling 
Limitation 

a.  “Covered”  contracts  are  government 
contracts  (or  subcontracts  under  a  “cov¬ 
ered”  prime  contract)  for  amounts  in 
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excess  of  $100,000,  except  for  fixed-price 
contracts  without  cost  incentives. 

b.  A  “covered  segment”  is  a  segment  of 
a  company  with  over  $  1  million  of  IR&D 
and  B&P  costs  allocated  during  its  prior 
fiscal  year  to  “covered”  contracts.  IR&D 
and  B&P  costs  of  segments  that  are  not 
“covered”  are  not  counted  in  determin¬ 
ing  if  a  contractor  meets  the  $10  million 
threshold  discussed  below. 

c.  The  ceiling  applies  (only  for  the  first 
three  CFYs  beginning  after  30  September 
1992)  to  a  contractor  with  over  $10 
million  of  IR&D  and  B&P  costs  allocated 
during  its  prior  fiscal  year  to  “covered” 
contracts  at  its  “covered  segments.” 

d.  Only  the  IR&D  and  B&P  costs  of 
“covered  segments”  of  contractors  ex¬ 
ceeding  the  $10  million  threshold  are 
subject  to  the  new  ceiling  limitation. 

7-1506.3  Calculation  of  Ceiling 
Limitation 

a.  The  ceiling  limitation  is  calculated 
using  a  new  formula  applied  to  actual 
costs  incurred.  The  formula  for  the  limi¬ 
tation  on  current  year’s  cost  begins  with 
the  allowable  amount  of  IR&D  and  B&P 
costs  incurred  at  “covered  segments” 
during  the  previous  year.  To  determine 
the  ceiling  amount  the  prior  year’s  allow¬ 
able  amount  is  first  automatically  in¬ 
creased  by  5  percent.  The  prior  year’s 
allowable  amount  is  also  increased  by  an 
additional  percentage  if  the  contractor 
incurs  more  for  IR&D  and  B&P  in  the 
current  year  than  it  did  in  the  prior  year. 

Costs  Incurred  at  Segments  Meeting 
_ $1  Million  Threshold  (note  3) 


1.  Incurred  IR&D/B&P  Costs 

2.  Prior  Year’s  Allocable  Amount 

3.  5%  Increase  (5%  of  Line  2) 

4.  Percentage  Increase  in  Costs  * 

5.  RDT&E  TOA  Escalation  Index  ** 

6.  Lesser  of  Lines  4  or  S 

7.  Ceiling  Increase  Based  on  Spending 
Increase  (Line  6  X  Line  2) 


The  additional  increase  is  proportional  to 
the  contractor’s  spending  increase,  but  is 
limited  to  the  price  escalation  index  for 
the  Research,  Development,  Test,  & 
Evaluation  (RDT&E)  account.  Total 
Obligation  Authority  (TOA)  published 
annually  by  the  DoD  Comptroller. 

b.  The  RDT&E  TOA  indices  are  cur¬ 
rently  2.6  percent  for  (jovemment  Fiscal 
Year  (GFY)  1993,  2.7  percent  for  GFY 
1994,  2.9  percent  for  GFY  1995,  and  3.0 
percent  for  GFY  1996.  New  rates  will  be 
provided  to  auditors  as  published  by  an 
MRD. 

c.  The  following  ceiling  calculation 
example  is  for  a  calendar  year  contractor 
that  had  an  advance  agreement  ceiling 
negotiated  under  the  old  cost  principle, 
exceeds  the  $10  million  threshold  for  its 
covered  segments  for  all  years  in  the 
example,  and  has  a  constant  80  percent 
DoD  negotiated  contract  share  of  the 
total  business  base.  Its  CFY  1993  would 
be  the  first  year  subject  to  the  new  cost 
principle’s  ceiling  and  its  CFY  1995 
would  be  the  last.  The  example  is  provid¬ 
ed  assuming  that  all  amounts  are  in¬ 
curred  costs.  For  forward  pricing,  the 
amounts  would  be  projected.  Because  the 
ceiling  amounts  depend  on  prior  years’ 
actual  costs,  the  actual  limitations  would 
change  if  the  costs  incurred  differed  from 
the  projections.  In  the  example,  the  n^o- 
tiated  ceiling  for  1992  was  $30  million. 
All  dollar  amounts  are  in  millions  and 
represent  only  the  costs  allocable  to  “cov¬ 
ered  segments.” 


Amounts  in  Millions 


1992 

1993 

1994 

1995 

1996 

20.0 

30.0 

25.0 

(note  1) 
25.3  40.0 

NA 

20.0 

21.5 

22.6 

NA 

NA 

1.0 

1.1 

1.1 

NA 

50.0% 

0% 

1.2% 

NA 

2.6% 

2.7% 

2.9% 

NA 

2.6% 

0% 

1.2% 

NA 

.6 

0.0 

NA 
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8. 

Ceiling  (Line  2  -1-  Line  3  +  Line  7) 

20.0 

21.5 

22.6 

24.0 

9. 

Allowable  IR&D/B&P 
(Lower  of  Lines  1  or  8)  (note  4) 

20.0 

21.5 

22.6 

24.0 

40.0 

10. 

IR&D/B&P  Costs  with  DoD  Poten¬ 
tial  (note  2) 

18.0 

25.5 

20.0 

20.0 

NA 

11. 

Share  of  IR&D/B&P  Allowable  Un¬ 
der  FAR  Allocated  to  DoD  (80%  of 
Line  9) 

16.0 

17.2 

18.1 

19.2 

NA 

12. 

Allowable  Total  IR&D/B&P  under 

16.0 

17.2 

18.1 

19.2 

NA 

DFARS  for  DoD  Contracts  (Lower 
of  Lines  10  or  11) 

NA  =  Not  Applicable 

*  =  (Current  Year  —  Prior  Year)  /  Prior  Year,  But  Not  Less  Than  0% 

**  The  rates  shown  are  from  January  1994  projections  and  change  annual¬ 
ly. 


Notes  on  the  Example 

(1)  In  the  example  for  1996,  the  con¬ 
tractor’s  IR&D  and  B&P  costs  are  no 
longer  subject  to  the  ceiling  limitations. 

(2)  Given  the  broad  definition  of  “po¬ 
tential  interest  to  GoD”  in  the  DFARS, 
the  risk  is  low  that  the  costs  would  not 
meet  the  definition.  If  the  amount  on  line 
12  is  ever  less  than  the  amount  on  line  10 
for  a  year,  there  must  be  a  lower  IR&D- 
B&P  rate  calculated  for  allocation  to 
DoD  contracts  to  ensure  that  no  more 
than  the  amount  on  line  12  is  allocated  to 
DoD. 

(3)  If  the  segments  meeting  the  $1 
million  threshold  change  from  one  year 
to  the  next,  it  may  affect  the  contractor’s 
$10  million  threshold  coverage.  The  cal¬ 
culation  of  the  current  year’s  limitation 
on  allowable  costs  must  be  based  on  the 
prior  and  current  years’  costs  for  the 
segments  that  are  to  be  covered  by  the 
limitation  being  calculated. 

(4)  The  ceiling  calculated  using  the  new 
FAR  formula  (FAC  90-13)  must  be  in¬ 
creased  if  the  contracting  officer  deter¬ 
mines  that  the  new  ceiling  formula  would 
reimburse  the  contractor  less  than  the 
contractor  would  have  received  under  the 
rule  prior  to  FAC  90-13. 

7-1507  Special  Consideration  for 
NASA  Contracts 

The  auditor  must  review  the  effective 
date  of  the  contract  to  determine  if  the 


contract  is  covered  by  the  FAR  or  by  the 
NASA  Procurement  Regulations.  Special 
considerations  are  needed  for  contracts 
subject  to  the  NASA  Procurement  Regu¬ 
lations. 

7-1507.1  NASA  Contracts  Entered  I 

Into  Under  the  FAR 

The  FAR  provisions  apply  to  all  NASA 
contracts  entered  into  on  or  after  1  April 
1984.  The  NASA  FAR  Supplement  has 
no  special  requirements  for  IR&D  and 
B&P  costs.  Therefore,  no  special  consid¬ 
erations  are  required  for  NASA  contracts 
entered  into  under  the  FAR. 

7-1507.2  NASA  Contracts  Entered  I 

Into  Under  the  NASA  Procurement  , 

Regulations  (NASA  PR)  I 

a.  The  NASA  PR  generally  applies  to 
all  NASA  contracts  entered  into  prior  to 
the  implementation  of  the  FAR  on  1 
April  1984.  The  NASA  PR  cost  princi¬ 
ples  covering  IR&D  and  B&P  costs  are  in 
conformity  with  the  DAR  cost  principles 
in  effect  at  the  time  for  matters  of 
definitions,  burdening,  and  allocation 
procedures.  Both  sets  of  cost  principles 
provide  that  IR&D  and  B&P  costs  are 
allowable  to  the  extent  that  the  costs  are 
allocable  and  determined  to  be  reason¬ 
able  in  amount.  However,  the  NASA  PR 
reflects  somewhat  different  provisions 
regarding  the  determination  of  reason- 
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ableness  and  deferred  IR&D  costs  as 
follows: 

(1)  The  NASA  PR  cost  principles  do 
not  establish  any  thresholds  for  entering 
into  advance  agreements,  assi^  respon* 
sibilities  for  initiating  negotiations,  or 
provide  any  penalties  for  the  failure  to  do 
so. 

(2)  Potential  interest  to  DoD  (prior  to 
19  August  1991,  potential  relationship  to 
a  military  function  or  operation),  or  the 
NASA  equivalent,  is  not  a  factor. 

(3)  There  is  no  provision  for  formula 
calculation  or  comparable  basis  for  deter¬ 
mining  reasonableness  for  contractors 
not  considered  major. 

b.  Clarification  of  the  differences  in 
allowability  provisions  between  DAR 
and  NASA  PR  follows: 

(1)  NASA  PR  has  no  requirement  for 
potential  interest  or  relationship  (see  7- 
1 503a).  The  ceiling  amount  negotiated  by 
DoD  should  not  be  affected  by  the  rele¬ 
vancy  rule  applicable  to  DoD  inasmuch 
as  nonrelevant  projects  are  to  be  included 
in  the  total  program  base  from  which  the 
ceiling  is  developed.  Thus,  NASA  will 
normally  accept,  as  in  the  past,  its  alloca¬ 
ble  share  of  expenditures  for  IR&D  and 
B&P  within  the  dollar  ceiling  negotiated 
by  DoD  and/or  NASA  under  an  advance 
agreement. 

(2)  NASA  will  be  guided  by  the  formu¬ 
la  results  accepted  by  the  DoD  contract¬ 
ing  officer  as  reasonable  in  those  cases 
where  an  advance  agreement  is  not  re¬ 
quired. 
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(3)  NASA  reserves  the  right,  as  always, 
to  withdraw  its  support  from  and/or 
participation  in  individual  n^otiations  if 
it  appears  that  NASA’s  best  interests  will 
be  adversely  affected  by  the  terms  and 
conditions  of  the  proposed  agreement.  In 
such  cases  NASA  will  make  a  proper  and 
timely  notification  of  its  decision  to 
withdraw  to  all  interested  parties. 

c.  Accordingly,  the  following  audit 
guidance  is  applicable  to  NASA  PR  con¬ 
tracts: 

(1)  Audit  findings  directed  to  NASA 
may  be  generally  predicated  on  the  same 
justifications  as  those  used  for  DoD 
purposes  except: 

(a)  When  peculiar  and  unusual  condi¬ 
tions  exist  at  a  particular  contractor 
location  with  respect  to  NASA  contracts; 

(b)  In  those  cases  where  an  advance 
agreement  is  required  by  FAR,  but  the 
contractor  has  not  initiated  negotiations; 

(c)  When  an  advance  agreement  is 
required,  negotiations  have  been  held, 
but  an  advance  agreement  has  not  been 
reached  and  the  contracting  officer  has 
substantially  reduced  payment  below  that 
which  the  contractor  would  otherwise 
have  received;  or 

(d)  In  situations  involving  either  de¬ 
ferred  independent  or  sponsored  research 
and  development. 

(2)  Under  these  circumstances  the  au¬ 
dit  report  shall  include  all  pertinent  fac¬ 
tual  data,  comments,  and  recommenda¬ 
tions  to  assist  the  NASA  contracting 
officer  in  reaching  a  conclusion. 
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7-1600  Section  16  —  Warranty  and/or  Correction  of  Defect  Costs 


7-1601  Introduction 

a.  This  section  covers  the  various  war¬ 
ranty  clauses  that  may  be  used  in  con¬ 
tracts  awarded  by  the  Federal  govern¬ 
ment. 

b.  This  section  also  presents  general 
guidance  in  reviewing  estimated  and/or 
actual  warranty  costs  and  the  various 
methods  in  accounting  for  warranty 
costs. 

7-1602  FAR  Warranty  Clauses 
Affecting  Warranty  Costs 

Warranty  clauses  or  correction  of  de¬ 
fects  clauses  are  included  in  some  con¬ 
tracts  to  give  the  government  certain 
rights  and  remedies  if  supplies  or  service 
furnished  under  the  contract  are  found  to 
be  defective  or  deficient  within  a  pre¬ 
scribed  period.  Generally,  a  warranty 
should  provide  that,  for  a  stated  period  of 
time  or  use,  or  until  the  occurrence  of  a 
specified  event,  the  government  has  a 
contractual  right  for  the  correction  of 
defects  (see  FAR  46.702).  The  FAR  and 
DFARS  contain  the  following  warranty 
clause  requirements: 

a.  In  implementing  the  requirements  of 
the  Defense  Procurement  Reform  Act  (10 
U.S.C.  2403),  the  DoD  issued  DAC  84-9 
to  provide  for  a  new  Subpart  246.7  of  the 
DoD  FAR  Supplement  (DFARS).  Sub¬ 
part  246.7  requires  the  mandatory  use  of 
warranties  in  the  procurement  of  weap¬ 
ons  systems,  unless  a  waiver  is  author¬ 
ized.  DFARS  246.770  contains  the  poli¬ 
cies  and  procedures  related  to  the  use  and 
waiver  of  weapons  systems  warranties. 

b.  Except  for  clauses  governing  cost- 
reimbursement  supply  contracts  (FAR 
52.246-3),  cost-reimbursement  research 
and  development  contracts  (FAR  52.246- 
8),  and  me  special  requirements  of  weap¬ 
on  systems  (DFARS  Subpart  246.7),  war¬ 
ranties  are  not  included  in  cost-reim¬ 
bursement  type  contracts  (FAR  46.705). 

c.  FAR  46.703  provides  criteria  for 
determining  whether  a  warranty  is  appro¬ 
priate  for  a  specific  acquisition,  other 
than  in  those  situations  discussed  in 
paragraphs  a.  and  b.  above. 


d.  When  a  warranty  is  to  be  included  in 
a  contract,  the  terms  and  conditions  may 
vary  with  the  circumstances  of  the  pro¬ 
curement.  FAR  46.706(a)  requires  that 
the  following  items  be  clearly  stated  in 
the  warranty  clause: 

(1)  The  exact  nature  of  the  item  and  its 
components  and  characteristics  that  the 
contractor  warrants; 

(2)  The  extent  of  the  contractor’s  war¬ 
ranty  including  all  of  the  contractor’s 
obli^tions  to  the  government  for  breach 
of  warranty; 

(3)  The  specific  remedies  available  to 
the  government,  such  as  payment  of  the 
costs  incurred  by  the  government  in 
procuring  the  items  from  another  source, 
the  right  to  an  equitable  reduction  of  the 
contract  price,  or  that  the  contractor 
repair  or  replace  the  defective  items  at  no 
additional  cost  to  the  government,  and; 

(4)  The  scope  and  duration  of  the 
warranty. 

7-1603  Definition  of  Warranty  Costs 
and  Accounting  for  Such  Costs 

a.  For  purposes  of  the  following  guid¬ 
ance,  the  term  “warranty  costs”  encom¬ 
passes  costs  related  to  (1)  the  warranty 
aspects  of  the  Inspection  of  Supplies  and 
Correction  of  Defects  clause  and  (2) 
warranty  clauses.  FAR  46.703(b)  states 
that  “Warranty  costs  arise  from  the  con¬ 
tractor’s  charge  for  accepting  the  deferred 
liability  created  by  the  warranty. . .”  The 
acquisition  cost  of  a  warranty  may  be 
included  as  part  of  an  item’s  price  or  may 
be  set  forth  as  a  separate  contract  line 
item  (see  DFARS  246.703(b)).  "nie  war¬ 
ranty  clauses  specify  that  a  contractor’s 
cost  of  compliance  with  the  provisions  of 
the  warranty  will  be  at  the  contractor’s 
expense  with  no  increase  in  contract 
pnce.  The  phrase  “at  no  additional  cost 
to  the  United  States,”  as  used  in  the 
various  warranty  clauses,  means  at  no 
increase  in  price  for  firm  fixed  price 
contracts,  or  at  no  increase  in  target  or 
ceiling  price  for  fixed  price  incentive 
contracts,  or  at  no  increase  in  estimated 
cost  or  fee  for  cost-reimbursement  con¬ 
tracts  (see  DFARS  246.770-1). 
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b.  The  audit  of  estimated  or  incu.:ed 
warranty  costs  is  dependent  upon  the 
terms  of  the  contracts  and  the  contrac¬ 
tor’s  accounting  policies  and  procedures. 
Warranty  costs  may  be  accounted  for  (1) 
as  a  direct  contract  cost,  (2)  as  an  indirect 
cost  on  the  basis  of  actual  expenditures  in 
the  period  of  incurrence,  or  (3)  as  an 
indirect  cost  on  the  basis  of  establishing  a 
reserve.  The  use  of  this  last  method  is 
similar  to  that  generally  used  in  account¬ 
ing  for  bad  debt  losses. 

7-1604  General  Audit  Considerations 

The  following  points  should  be  consid¬ 
ered  when  evaluating  warranty  costs  in¬ 
cluded  in  contractors’  cost  submissions 
or  pricing  proposals: 

a.  If  the  contract  includes  warranty 
coverage,  the  clause  should  be  examined 
to  determine  the  period  covered  by  the 
warranty,  the  warranty  terms,  and  that 
the  warranty  costs  reviewed  are  allowable 
under  the  contract.  Contractor’s  costs  of 
compliance  with  the  warranty  terms  are 
generall)[  to  be  at  the  contractor’s  expense 
with  no  increase  in  contract  price  or  cost 
allowed.  When  express  warranties  are 
included  in  contracts  (except  contracts 
for  commercial  items)  all  implied  war¬ 
ranties  of  merchantability  and  fitness  are 
negated  by  use  of  the  language  in  the 
warranty  clause  (see  FAR 
46.706(6X1  Kiii)).  Under  cost-reimburse¬ 
ment  type  contracts,  the  Inspection  of 
Supplies  and  Correction  of  Defects  clause 
provides  that  corrections  or  replacements 
are  to  be  made  without  cost  to  the 
government  if  the  defects  are  the  result  of 
fraud  or  other  causes  of  the  types  listed  in 
FAR  52.246-3(h).  In  the  absence  of  such 
causes,  costs  of  correcting  defects  may  be 
allowable  if  incurred  within  the  period 
covered  by  the  clause. 

b.  Verio'  actual  costs  to  ensure  that 
contractors  have  properly  segregated  war¬ 
ranty  costs  for  the  correction  of  defects 
from  the  costs  of  ongcmg  performance 
(such  as  redesign,  rework,  test  and  quality 
control).  In  many  cases,  the  department 
or  group  tasked  with  correcting  a  defect 
under  the  warranty  requirements  will  be 
the  same  department  or  group  perform¬ 
ing  the  ongoing  portion  of  the  contract. 
The  auditor  should  ascertain  whether  the 
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contractor  has  established  procedures  for 
reviewing  items  processed  for  correction 
of  defects  and  for  determining  the  rea- 
son(s)  for  the  defects  and  the  extent  of  its 
responsibility.  In  some  cases,  where  costs 
are  relatively  large,  the  auditor  may  ob¬ 
tain  technical  advice  from  government 
technical  personnel  prior  to  accepting 
such  costs. 

c.  Determine  whether  the  contractor’s 
policies  and  procedures  for  allocating 
warranty  costs  are  equitable  and  give 
effect  to  any  existing  significant  differ¬ 
ences  in  warranty  conditions  or  costs 
among  the  various  items  or  product  lines 
produced  by  the  contractor.  For  example, 
if  a  contractor  produces  several  items  or 
product  lines  which  have  significant  dif¬ 
ferences  in  types  of  warranties  offered,  or 
in  the  warranty  costs  incurred,  the  audi¬ 
tor  should  ascertain  that  the  basis  of 
allocation  to  the  particular  items  or  prod¬ 
uct  lines  appropriately  reflects  these  dif¬ 
ferences.  V^en  warranty  costs  are  includ¬ 
ed  in  overhead,  the  auditor  should  deter¬ 
mine  that  the  base  for  allocating  this 
expense  is  made  up  only  of  contracts 
containing  warranty  provisions.  When 
evaluating  direct  charges  to  a  contract  for 
warranty  costs,  the  auditor  should  ascer¬ 
tain  that  the  same  type  of  costs  incurred 
on  other  government  or  commercial 
products  are  excluded  from  allocable 
overhead  unless  it  is  clearly  established 
that  a  cost  duplication  does  not  exist. 

d.  Determine  whether  the  contractor’s 
policies  and  procedures  are  being  fol¬ 
lowed  and  properly  implemented.  To 
ascertain  this,  a  representative  number  of 
transactions  should  be  reviewed.  When 
warranty  costs  are  accounted  for  under 
the  reserve  method,  the  auditor  should 
ascertain  that  the  periodic  charges  to 
overhead  and  additions  to  the  reserve 
account  are  not  excessive  in  relation  to 
actual  warranty  costs  experienced  over  an 
appropriate  number  of  years. 

e.  In  estimating  costs  to  provide  a 
warranty,  contractors  must  consider 
many  factors,  including  the  specific  war¬ 
ranty  terms,  the  types  of  defects  which 
may  occur,  the  probability  and  number 
of  occurrences,  and  the  nature,  extent, 
and  cost  of  the  corrective  action  which 
will  be  required.  In  the  evaluation  of 
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proposed  warranty  costs,  the  following 
steps  should  be  performed: 

(1)  Review  the  warranty  provisions  in 
the  request  for  proposal  to  ascertain  that 
a  warranty  is  required  and  to  determine 
the  nature  and  extent  of  the  warranty 
requirements. 

(2)  Evaluate  the  contractor’s  account¬ 
ing  policies  and  procedures  for  the  treat¬ 
ment  and  segregation  of  warranty  costs. 
Review  the  practices  to  determine  if  any 
inequity  exists  in  allocating  costs  between 
and  among  commercial  and  government 
work  loads. 

(3)  Determine  the  basis  of  the  proposed 
warranty  costs.  The  estimates  should  be 
based  on  auditable  data  such  as  actual 
experience,  industry-wide  experience,  ac¬ 
tuarial  estimates  or  parametric  estimates 
[see  9-1000].  If  estimated  costs  are  predi¬ 
cated  on  incurred  costs  related  to  isolated 
events  which  are  nonrecurring,  a  contin¬ 
gency  exists;  therefore,  attention  should 
be  given  to  FAR  31.205-7,  “Contingen¬ 
cies.” 

(4)  Evaluate  the  contractor’s  past  expe¬ 
rience  in  the  actual  incurrence  of  warran¬ 
ty  cost. 

(5)  Determine  if  there  are  any  discern¬ 
ible  trends  or  changes  in  accounting  or 
operating  practices  which  are  likely  to 
affect  warranty  costs  in  future  periods. 

(6)  Determine  that  warranty  costs 
charged  direct  on  prior  contracts  are 
excluded  from  the  base  amounts  used  to 
project  future  product  costs  on  follow-on 
contracts. 

(7)  When  the  examination  relates  to  a 
proposal  for  a  contract  where  a  warranty 
may  be  appropriate  (see  7-1602),  the 
audit  report  should  include  any  com¬ 
ments  which  would  assist  the  contracting 
officer  in  determining  (a)  whether  the 
best  interest  of  the  government  would  be 
served  by  including  a  warranty  clause  in 
the  contract,  (b)  the  approximate  cost  to 
the  government  for  the  protection  afford¬ 
ed  by  such  clause  (the  amount  not  ques¬ 
tioned),  and  (c)  whether  major  subcon¬ 
tracts  include  warranty  provisions.  If  so, 
the  report  should  also  include  comments 
on  vendor  warranty  costs,  particularly  in 
cases  where  the  express  or  implied  con¬ 
tractor  or  vendor  policy  is  that  vendor 
warranties  will  not  be  passed  to  the 
government.  This  may  require  an  assess¬ 


ment  of  (i)  the  dollar  impact  of  warranty 
costs  included  in  vendor  prices,  and  (ii) 
the  need  for  the  contractor  to  have  war¬ 
ranty  protection  when  material  is  pur¬ 
chased  for  inventory  or  for  other  prudent 
reasons.  Where  determinable,  the  report 
should  include  a  statement  to  the  enect 
that  the  contractor’s  proposal  costs  in¬ 
clude  amounts  for  either  vendor  or  con¬ 
tractor  warranty,  even  thouj^  the  dollar 
impact  may  not  be  quantifiable. 

(8)  When  the  examination  relates  to  a 
proposal  for  a  contract  excluded  from  the 
inclusion  of  a  warranty  clause  (See  7- 
1602),  comments  similar  to  those  provid¬ 
ed  in  (7)  above  would  not  be  appropriate. 
However,  those  contractor  proposals  may 
contain  an  “inspection  clause,”  and 
should  include  a  reasonable  estimate  for 
costs  of  complying  with  the  requirements 
of  the  related  contract  clause  (see  FAR 
52.246).  The  omission  or  understatement 
of  such  costs  may  result  in  the  negotia¬ 
tion  of  a  contract  with  a  built-in  overrun 
factor.  If  the  auditor  encounters  an  ap¬ 
parently  inappropriate  omission,  this 
should  be  brought  to  the  attention  of  the 
contractor  and  the  appropriate  contract¬ 
ing  officers.  The  auditor  should  not  pre¬ 
pare  the  proposed  estimate  for  the  con¬ 
tractor.  However,  the  auditor  should  dis¬ 
close  any  deficiency  in  the  narrative 
report  comments  with  attention  to  the 
appropriate  contractor  responsibilities 
addressed  at  FAR  46.105,  46.202  and 
46.3. 

f.  Other  Audit  Considerations 

Other  areas  that  may  require  special 
consideration  in  the  audit  of  warranty 
costs  include  CAS  adequa^  and  compli¬ 
ance  and  the  use  of  off-site  indirect 
expense  pools. 

(1)  Prior  to  the  implementation  of  the 
DoD  warranty  requirements  for  weapon 
systems  contracts  (see  7-1602),  many 
contractors  treated  warranty  costs  as  an 
indirect  cost  which  was  allocated  to  all 
applicable  final  cost  objectives.  As  a 
result  of  the  warranty  requirements  un¬ 
der  DFARS  246.77()-2,  which  became 
effective  1  January  1985,  contractors 
may  be  charging  the  warranty  costs  di¬ 
rectly  to  final  cost  objectives.  If  the 
contractor’s  disclosed  practices  state  that 
warranty  costs  are  to  be  treated  as  an 
indirect  cost,  a  revision  to  the  disclosure 
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statement  will  be  required  (see  8-303).  In 
addition,  consideration  must  be  mven  to 
the  requirements  of  CAS  402  which  re¬ 
quires  consistency  in  the  allocation  of 
costs  incurred  for  the  same  purpose  in 
like  circumstances  (see  8-402). 

(2)  Another  audit  concern  resulting 
from  the  inclusion  of  warranty  clauses  in 
contracts  relates  to  the  use  or  establish¬ 
ment  of  off-site  overhead  pools  to  accu¬ 
mulate  and  allocate  expenses  related  to 
effort  of  correcting  defects  at  off-site 
locations  (for  example,  correction  of  a 
defect  at  a  government  installation).  The 
audit  of  costs  associated  with  off-site 
activities  would  include  a  determination 
of  whether  the  effort  is  of  such  magnitude 
as  to  justify  establishment  of  a  separate 
cost  pool,  and  whether  the  allocation 
method  used  satisfies  the  requirements  of 
FAR  31.203  and,  if  applicable,  CAS  418 
(see  6-606  and  8-418). 

7-1605  Coordination  with  the  ACO 
and  Technical  Staff 

The  technical  nature  of  the  subject 
matter  and  the  relevancy  of  interpreta¬ 


tion  of  contract  provisions  on  warranty 
costs  make  it  especially  important  that 
the  auditor  coordinate  with  the  ACO  and 
the  ACO’s  technical  staff. 

7-1606  Andit  Considerations  in 
Negotiating  Final  Price  under  an  FPI 
Contract 

The  final  total  price  negotiated  under  a 
fixed-price  incentive  contract  containing 
a  warranty  clause  may  consider  all  costs 
incurred  or  to  be  incurred  by  the  contrac¬ 
tor  in  complying  with  the  warranty  clause 
(see  FAR  46.707).  When  it  is  the  contrac¬ 
tor’s  practice  to  account  for  warranty  cost 
as  a  direct  charge  or  by  establishing  a 
reserve  (see  7-1603  b),  its  repricing  pro¬ 
posal  for  the  above  purpose  may  include 
an  estimate  of  warranty  costs  remaining 
to  be  incurred.  In  such  cases  the  auditor 
should  examine  closely  the  basis  for  the 
estimates  and  their  reasonableness. 
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7-1700  Section  17  —  Business  Combination  Costs 


7-1701  Introduction 

This  section  provides  guidance  for  au¬ 
dit  evaluation  of  business  combination 
costs  proposed  or  claimed  by  contractors. 

7-1702  Business  Combinations 

a.  A  business  combination  occurs  when 
a  corporation  and  one  or  more  incorpo¬ 
rated  or  unincorporated  firms  are 
brought  together  under  common  control, 
generally  into  one  accounting  entity.  The 
single  entity  carries  on  the  activities  of 
the  previously  separate,  independent  en¬ 
terprises  (see  APB- 16). 

b.  Once  an  auditor  becomes  aware  of  a 
business  combination  whether  it  be 
through  a  merger,  consolidation,  acquisi¬ 
tion,  divestiture,  etc.,  he/she  should  take 
the  following  steps: 

(1)  Contact  the  contractor  immediately 
to  obtain  information  on  the  situation. 

(2)  Request  that  the  contractor  keep 
DCAA  advised  of  all  related  transactions 
and  activities  as  they  occur. 

(3)  Remind  the  contractor  of  the  FAR 
and  CAS  requirements  concerning  affect¬ 
ed  costs,  including  the  requirement  that 
unallowable  costs  together  with  directly 
associated  costs  be  identified  and  exclud¬ 
ed  from  any  claim  applicable  to  the 
government. 

(4)  Maintain  contact  between  and 
among  the  affected  FAOs  to  assure  a 
complete  exchange  of  information,  and 
to  ensure  that  consistent  audit  action  is 
being  taken.  Where  there  is  a  Contract 
Audit  Coordinator  (CAC)  or  a  Corporate 
Home  Office  Auditor  (CHOA)  (CAM  15- 
200),  overall  coordination  responsibility 
should  reside  therein. 

(5)  Contact  the  ACO  and  the  major 
buying  commands  to  ensure  that  they  are 
aware  of  the  circumstances.  There  should 
be  a  complete  exchange  of  information 
with  emphasis  on  items  such  as  advance 
agreements  and  novation  agreements. 

(6)  Evaluate  the  benefits  of  having  a 
CAC  or  CHOA  conference  or  a  meeting 
of  the  auditors  cognizant  of  the  specific 
organizational  units  involved  in  the 
change. 


7-1703  Basic  Approaches  to 
Obtaining  Control  Over  Assets 
Owned  and  Used  by  ()ther  Firms 

There  are  two  basic  approaches  to 
obtaining  control  over  assets  owned  and 
used  by  other  firms.  The  acquiring  firm 
may  buy  the  desired  assets  and  thereby 
obtain  title  to  their  use  directly,  or  it  may 
obtain  an  ownership  interest  in  the  com¬ 
mon  stock  of  another  company  enabling 
it  to  exercise  indirect  control  over  the 
other  firm’s  assets.  These  two  basic  ap¬ 
proaches  can  be  adopted  in  various 
forms,  as  follows: 

a.  Acquisition  of  assets. 

b.  Acquisition  of  stock. 

c.  Statutory  merger. 

d.  Statutory  consolidation. 

7-1703.1  Acquisition  of  Assets 

a.  The  acquisition  of  assets  under  a 
business  combination  is  more  than  a 
casual  sale  and  purchase  of  an  asset.  It  is 
the  purchase  and  sale  of  a  major  amount 
of  operating  assets,  requiring  approval  by 
each,  company’s  board  of  directors  and, 
generally,  its  stockholders.  Payment  for 
the  assets  may  be  made  by  cash,  debt 
securities,  the  acquiring  firm’s  stock,  or  a 
combination  thereof. 

b.  The  acquiring  corporation  may  (1) 
create  a  new  corporation  for  the  assets, 
(2)  assign  the  assets  to  a  new  division  or 
jjranch,  or  (3)  assimilate  the  assets  into 
its  present  organization.  An  important 
point  to  bear  in  mind  is  that  purchasing 
the  assets  does  not  give  the  acquiring 
firm  any  ownership  rights  in  the  selling 
organization.  The  acquiring  firm  is  buy¬ 
ing  title  to  specific  assets  and  is  in  no  way 
acquiring  any  stockholders’  rights  in  the 
selling  firm. 

7-1703.2  Acquisition  of  Stock 

Instead  of  buying  assets  directly,  an 
acquiring  firm  may  gain  control  of  assets 
by  buying  the  voting  common  stock  of 
the  investee.  Voting  stock  may  be  ac¬ 
quired  by  (1)  purchase  of  outstanding 
stock  on  the  open  market,  (2)  negotiation 
with  major  stockholders  to  purchase  all 
or  part  of  their  interests,  (3)  purchase  of 
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authorized  but  unissued  shares  (including 
treasury  stock)  from  the  investee  compa¬ 
ny,  and  (4)  a  tender  offer.  In  a  tender 
offer,  the  investor  makes  a  public  an¬ 
nouncement  to  the  stockholders  of  the 
corporation  whose  stock  the  investor 
wishes  to  purchase.  The  announcement 
stipulates  the  price  offered  for  the  shares 
and  the  number  of  shares  the  potential 
investors  want  to  purchase,  what  will 
happen  if  more  or  less  than  that  number 
are  tendered,  and  the  time  period  for 
tendering  the  stock.  Information  r^ard- 
ing  the  tender  offer  must  be  filed  with  the 
Securities  and  Excha^e  Commission 
prior  to  making  the  offer. 

7-1703J  Statutory  Merger 

A  statutory  merger  occurs  when  one  or 
more  corporations  give  up  their  serrate 
legal  identities  to  another  constituent 
corporation  which  maintains  its  identity. 
Stockholders  of  the  liquidated  corpora¬ 
tion  usually  receive  common  stock  of  the 
surviving  corporation,  but  they  may  also 
receive  cash,  debt  securities,  or  preferred 
stock.  Normally,  a  statutory  merger  must 
be  approved  by  the  boards  of  directors  of 
the  constituent  corporations  and  then  by 
the  stockholders  of  each  company. 

7-1703.4  Statutory  Consolidation 

A  statutory  consolidation  is  similar  to  a 
statutory  merger  in  that  the  consolidation 
must  be  approved  by  the  boards  of  direc¬ 
tors  and  stockholders  of  the  constituent 
corporations.  Unlike  a  merger,  however, 
a  consolidation  results  in  the  formation 
of  a  new  corporation  and  the  liquidation 
of  the  constituent  corporations.  The 
shareholders  of  the  constituent  corpora¬ 
tions  are  issued  stock  in  the  new  corpora¬ 
tion,  which  then  controls  the  assets  and 
liabilities  of  the  former  constituent  cor¬ 
porations. 

7-1704  Purchase  and  Pooling  of 
Interests  Methods  of  Accounting  for 
Business  Combinations 

7-1704.1  Introduction  and  Use 

There  are  two  generally  accepted  meth¬ 
ods  of  accounting  for  a  business  combi¬ 
nation:  the  pooling  of  interests  method 
and  the  purchase  method.  Although 


equally  acceptable,  the  methods  cannot 
be  used  alternatively.  That  is,  a  business 
combination  must  meet  certain  require¬ 
ments  to  quality  as  a  pooling  of  interests; 
if  it  does  not  meet  the  requirements  it 
must  be  treated  as  a  purchase.  Part-pur¬ 
chase  and  part-pooling  of  the  same  busi¬ 
ness  combinations  is  unacceptable  (APB- 
16,  Accounting  for  Business  Combina¬ 
tions).  Because  of  the  restrictive  GAAP 
requirements,  the  pooling  of  interests 
method  is  rarely  used.  The  conditions 
required  for  use  of  the  pooling  of  inter¬ 
ests  method  are  specified  in  APB- 16. 

7-1704.2  Pooling  of  Interests  Method. 

a.  The  pooling  of  interests  method 
reflects  the  union  of  ownership  between 
the  entities  involved.  The  pooling  is 
accomplished  primarily  through  the  is¬ 
suance  of  common  stock  of  the  acquiring 
company.  Goodwill  is  never  recorded  in 
a  pooling  of  interests  because  the  assets 
and  liabilities  of  the  companies  involved 
are  carried  forward  at  their  recorded 
amounts.  In  short,  they  are  viewed  as 
always  having  been  one  entity. 

b.  Asset  Valuation.  Under  the  pooling 
of  interests  method,  the  assets  and  liabili¬ 
ties  of  the  separate  companies  become 
the  assets  and  liabilities  of  the  combined 
coriraration.  The  value  of  each  asset  and 
liability,  as  recorded  under  GAAP  on  the 
books  of  the  separate  companies  at  the 
date  of  combination,  is  the  value  that  is 
carried  over  to  the  books  of  the  combined 
company  (see  APB- 16). 

7-1704 J  Purchase  Method 

a.  The  purchase  method  reflects  the 
acquisition  of  one  company  by  another. 
The  excess,  if  any,  between  the  fair  value 
of  the  identifiable  assets  purchased  and 
the  amount  paid  is  recorded  as  goodwill. 

b.  The  enect  of  using  the  purchase 
method  on  the  valuation  of  acquired 
assets  is  stated  in  part^ph  8  of  APB- 16: 
“The  cost  to  an  acquiring  corporation  of 
an  entire  acquired  company  should  be 
determined  by  the  principles  of  account¬ 
ing  for  the  acquisition  oi  an  asset.  That 
cost  should  then  be  allocated  to  the 
identifiable  individual  assets  acquired 
and  liabilities  assumed  based  on  their  fair 
values;  the  unallocated  costs  should  be 
recorded  as  goodwill.” 
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c.  For  more  specific  guidance  relating 
to  the  valuation  or  write-up  of  assets 
under  the  purchase  accounting  method, 
see  7-1705  below. 

7-1705  Asset  Valuation  and 
Revaluation  Under  the  Purchase 
Method  of  Accounting  for  Business 
Comhinations 

7-1705.1  Introduction  to  Asset  Write-ups 
(or  Write-downs) 

a.  In  a  business  combination  that  is 
accounted  for  as  a  purchase,  a  write-up 
(or  write-down)  of  the  asset  values  can 
occur  when  the  purchase  price  paid  for 
the  assets  or  the  capital  stock  is  more  (or 
less)  than  the  book  value  of  the  assets. 
Under  GAAP,  the  amount  of  the  write¬ 
up  is  limited  to  the  lower  of  the  assigned 
purchase  price  or  the  fair  market  value  of 
the  acquired  assets  (7-1705.2).  Costs  as¬ 
signed  to  intangible  assets  should  reason¬ 
ably  reflect  their  fair  market  value  (7- 
1705.3). 

b.  Asset  write-ups  (or  write-downs) 
may  occur  through  either  the  direct  pur¬ 
chase  of  assets  (7-1705.4)  or  through  the 
purchase  of  stock  when  the  acquired 
company  is  liquidated  (7-1705.5). 

c.  Costs  relating  to  asset  write-ups  in 
accordance  with  CAS  (or  GAAP)  are 
generally  allowable  for  contracts  entered 
into  before  23  July  1990.  Credit  adjust¬ 
ments  for  excess  depreciation  costs 
charged  to  government  contracts  should 
reflect  equitable  treatment  for  all  parties 
and  should  be  recognized  as  liabilities  in 
the  revaluation  process  (7-1705.6). 

d.  For  contracts  entered  into  aner  22 
July  1990,  the  amounts  of  amortization, 
depreciation,  and  cost  of  money  that  are 
assigned  in  accordance  with  CAS  (or 
GAAP),  are  subjected  to  a  ceiling  for 
allowability  purposes.  The  ceiling  is  the 
amount  that  would  have  been  allowable 
had  the  combination  never  taken  place 
(see  FAR  31.205-52).  This  allowability 
criteria  applies  even  if  the  business  com¬ 
bination  was  prior  to  23  July  1990  (7- 
1705.7). 

e.  The  asset  values  determined  in  ac¬ 
cordance  with  CAS  (or  GAAP),  are  used 
in  the  three-factor  formula  for  distrib¬ 
uting  home  office  costs.  Likewise,  depre¬ 


ciation  and  amortization  costs  assigned 
in  accordance  with  CAS  will  be  included 
in  any  allocation  base  which  normally 
includes  such  costs,  e.g.,  the  total  cost 
input  base.  To  the  extent  that  such  costs 
are  unallowable,  the  inclusion  of  such 
costs  in  an  allocation  base  will  cause  the 
unallowable  portion  of  the  costs  to  ab¬ 
sorb  a  portion  of  overhead  cost  or  G&A 
expense. 

f.  Goodwill  is  an  expressly  unallowable 
cost.  Also,  goodwill  is  an  unallowable 
element  of  the  facilities  capital  employed 
base  used  to  compute  cost  of  money. 

7-1705.2  GAAP  for  Write-ups  (or  Write¬ 
downs) 

a.  The  GAAP  for  determining  the 
value  of  an  acquired  company’s  assets  are 
principally  provided  in  Opinion  of  the 
Accounting  Principles  Board  (APB)  16. 
Three  paragraphs  are  restated  below. 

(1)  Paragraph  68  -  Allocating  Costs. 
Acquiring  assets  in  groups  requires  not 
only  ascertaining  the  cost  of  the  assets  as 
a  group,  but  also  allocating  the  cost  to  the 
individual  assets  which  comprise  the 
group.  The  cost  of  a  group  is  determined 
by  the  principles  in  paragraph  67.  A 
portion  of  the  total  cost  is  then  assigned 
to  each  individual  asset  acquired  on  the 
basis  of  its  fair  value.  A  difference  be¬ 
tween  the  sum  of  the  assigned  costs  of  the 
tangible  and  identifiable  intangible  assets 
acquired,  less  liabilities  assumed,  and  the 
cost  of  the  group  is  evidence  of  unspeci¬ 
fied  intangible  values. 

(2)  Paragraph  87  -  Recording  Assets 
Acquired  and  Liabilities  Assumed: 

(a)  An  acquiring  corporation  should 
allocate  the  cost  of  an  acquired  company 
to  the  assets  acquired  and  liabilities  as¬ 
sumed.  Allocation  should  follow  the  prin¬ 
ciples  described  in  paragraph  68. 

(b)  First,  all  identifiable  assets  ac¬ 
quired,  either  individually  or  by  type, 
and  liabilities  assumed  in  a  business 
combination,  whether  or  not  shown  in 
the  financial  statements  of  the  acquired 
company,  should  be  assigned  a  portion  of 
the  cost  of  the  acquired  company,  nor¬ 
mally  equal  to  their  fair  values  at  date  of 
acquisition. 

(c)  Second,  the  excess  of  the  cost  of  the 
acquired  company  over  the  sum  of  the 
amounts  assigned  to  identifiable  assets 


DCAA  Contract  Audit  Manual 


7118 

1I7-1705.2a. 

acquired,  less  liabilities  assumed,  should 
be  recorded  as  goodwill.  The  sum  of  the 
market  or  appraisal  values  of  identifiable 
assets  acquired,  less  liabilities  assumed, 
may  sometimes  exceed  the  cost  of  the 
acquired  company.  If  so,  the  values  oth¬ 
erwise  assignable  to  noncurrent  assets 
acquired  (except  long-term  investments 
in  marketable  securities)  should  be  re¬ 
duced  by  a  proportionate  part  of  the 
excess  to  determine  the  assigned  values. 
A  deferred  credit  for  an  excess  of  as¬ 
signed  value  of  identifiable  assets  over 
cost  of  an  acquired  company  (sometimes 
called  “negative  goodwill’’)  should  not  be 
recorded  unless  those  assets  are  reduced 
to  zero  value.  (For  further  explanation  on 
negative  goodwill,  see  b.  below.) 

(d)  Independent  appraisals  may  be 
used  as  an  aid  in  determining  the  fair 
values  of  some  assets  and  liabilities. 
Subsequent  sales  of  assets  may  also  pro¬ 
vide  evidence  of  values.  The  effect  of 
taxes  may  be  a  factor  in  assigning 
amounts  to  identifiable  assets  and  liabili¬ 
ties  (paragraph  89). 

(3)  Guides  for  assigning  amounts  of  the 
purchase  price  to  individual  categories  of 
assets  and  liabilities  assumed  are  provid¬ 
ed  in  paragraph  88  of  APB- 16  and  sum¬ 
marized  below: 

(a)  Inventories  -  net  realizable  value, 
less  a  reasonable  profit,  except  raw  mate¬ 
rial,  which  should  be  valued  at  current 
replacement  cost. 

(b)  Receivables  -  present  value  of  the 
amount  that  will  be  received,  less  an 
allowance  for  uncollectible  accounts. 

(c)  Marketable  securities  -  net  realiza¬ 
ble  value. 

(d)  Plant  and  equipment  -  appraised 
values  in  accordance  with  intended  use. 
(e)  Liabilities  -  present  value  of  the 
amount  to  be  paid. 

b.  In  the  event  the  assignable  fair 
values  of  net  assets  acquired  exceed  the 
purchase  price,  the  value  of  noncurrent 
assets  acquired  (excluding  long-term  in¬ 
vestments  in  marketable  securities) 
should  be  reduced  proportionately.  Nega¬ 
tive  goodwill  (any  remaining  cost)  should 
not  be  recorded  unless  all  the  noncurrent 
assets  acquired  (excluding  lonjt-term  in¬ 
vestments  in  marketable  securities)  have 
been  reduced  to  zero.  Current  assets  are 
those  which  will  be  realized  in  cash,  or 


January  1995 


sold  or  consumed  during  the  operating 
cycle  of  the  business  (Accounting  Re¬ 
search  Bulleti.1  (ARB)  43,  Chapter  3, 
paragraph  4).  The  operating  cycle  is  the 
average  time  intervening  between  the 
acquisition  of  materials  or  services  enter¬ 
ing  the  production  process  and  final  cash 
realization  (ARB-43,  Chapter  3,  para¬ 
graph  5). 

c.  Further  guidance  on  the  proper 
procedures  for  writing  up  assets  is  con¬ 
tained  in  Section  7610  of  the  “AICPA 
Technical  Practice  Aids.” 

7-1705.3  Intangible  Assets 

a.  Intangible  assets  are  generally 
grouped  into  two  categories:  identifiable 
and  unidentifiable.  Identifiable  intangi¬ 
ble  assets  are  given  reasonably  descrip¬ 
tive  names  such  as  patents,  trademarks, 
and  franchises.  Conversely,  unidentifia¬ 
ble  intangible  assets  lack  specific  identity. 
The  excess  amount  paid  for  an  acquired 
company  over  the  sum  of  identifiable  net 
assets,  usually  termed  goodwill,  is  the 
most  common  unidentifiable  intangible 
asset.  The  most  significant  distinction 
between  the  two  categories  is  their  separ¬ 
ability.  Identifiable  intangible  assets  may 
be  acquired  singly,  as  a  part  of  a  group  of 
assets,  or  as  part  of  an  entire  company. 
Unidentifiable  intangible  assets  are  in¬ 
separable  from  the  entity  and  therefore 
cannot  be  acquired  singly. 

b.  Costs  should  be  assigned  to  all 
specifically  identifiable  assets,  normally 
based  on  the  fair  values  of  the  individual 
assets;  costs  of  identifiable  assets  should 
not  be  included  in  goodwill  or  any  other 
type  of  unidentifiable  assets  (see  APB- 
1 7).  The  cost  of  unidentifiable  intangible 
assets  is  measured  by  the  difference  be¬ 
tween  the  cost  of  the  group  of  assets  or 
enterprise  acquired  and  the  sum  of  the 
assigned  costs  of  individual  tangible  and 
identifiable  intangible  assets  acquired, 
less  liabilities  assumed. 

c.  In  a  purchase  transaction,  the  assets 
of  the  acquired  company  are  appraised 
and  current  market  values  established. 
Usually,  outside  appraisers  perform  the 
appraisal.  They  may  take  several  differ¬ 
ent  approaches  in  arriving  at  their  esti¬ 
mates.  While  ( 1 )  the  accounting  processes 
prescribed  by  APBs  16  and  1 7  r^uire  the 
assignment  of  costs  to  identifiable  assets. 
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and  (2)  GAAP  prescribes  recomition  of 
the  assigned  cost,  the  auditor  should  not 
automatically  conclude  that  the  resulting 
costs  are  reasonable  and  reimbursable. 

d.  The  auditor  needs  to  evaluate  the 
contractor’s  categorization  of  each  identi¬ 
fiable  intangible  asset  to  determine 
whether  or  not  the  value  assigned  to  such 
asset  is  reasonable  and  commensurate 
with  economic  reality  or  substance  of  the 
asset  in  review.  The  allowability  of  iden¬ 
tified  assets  should  be  limited  to  fair 
market  values  subject  to  allocability  and 
reasonableness  tests. 

7-1705.4  Write-ups  Resulting  from  the 
Direct  Purchase  of  Assets 

a.  If  a  business  combination  results 
from  the  direct  purchase  of  assets:  (1) 
GAAP  obligates  the  acquiring  firm  to 
record  the  assets  at  amounts  which  reflect 
the  actual  price  paid  for  the  assets  (see  7- 
1703.2);  (2)  the  adjusted  asset  amounts 
are  reflected  on  the  books  of  the  acquired 
company  (assuming  it  continues  as  a 
separate  operation);  and  (3)  the  govern¬ 
ment  reco^izes  the  adjusted  amounts  for 
contract  cost  accounting  purposes  (but 
see  7-1705.7  and  7-1705.8). 

b.  The  amounts  assigned  to  the  pur¬ 
chased  assets  can  vary  considerably  from 
the  book  values  of  the  assets  on  the 
acquired  contractor’s  accounting  records. 
Normally,  the  assigned  amounts  are 
greater,  indicating  that  the  purchase  price 
exceeded  the  book  value  of  the  acquired 
assets.  The  assigned  amounts  can  also  be 
lower,  however,  if  the  book  value  of  the 
acquired  assets  exceeded  the  purchase 
price. 

c.  The  auditor  should  also  understand 
that  the  amount  of  write-up  or  write¬ 
down  recognized  by  the  acquiring  compa¬ 
ny  (i.e.,  the  difference  between  the  new 
assigned  values  and  the  old  book  values 
of  tne  acquired  company’s  assets)  also 
represents  the  amount  of  the  selling  com¬ 
pany’s  gain  or  loss  on  the  disposition  of 
depreciable  assets.  For  further  guidance, 
see  FAR  31.205-16,  Gains  and  Losses  on 
Disposition  of  Depreciable  Property  or 
Other  Capital  Assets.  Also  see  7-1705.6. 

7-1705.5  Write-nps  (or  Write-downs) 
Resniting  from  the  Purchase  of  Stock 
and  Liqmdation  of  the  Acquired 
Company 

a.  If  the  business  combination  of  two 
corporations  is  achieved  through  the  pur¬ 


chase  of  stock,  no  write-up  of  assets  is 
permissible  on  the  acquired  corporation’s 
accounting  records,  unless  the  acquiring 
collation  elects  to  liquidate  the  ac¬ 
quired  corporation.  This  is  an  important 
distinction  from  the  direct  purchase  of 
assets.  It  is  based  on  how  the  courts  view 
the  corporate  entity  and  the  ownership  of 
assets.  That  is,  in  a  stock  purchase  with¬ 
out  liquidation  of  the  acquired  corpora¬ 
tion,  the  courts  have  determined  that  (1) 
the  assets  held  by  the  acquired  company 
after  the  stock  purchase  are  the  same 
assets  as  those  held  before  the  stock 
purchase  and  (2)  it  is  the  acquiring  corpo¬ 
ration,  not  the  acquired  corporation, 
which  has  incurred  the  costs  to  purchase 
the  stock  and  assets  of  the  acquiring 
corporation. 

b.  Consistent  with  the  position  above, 
in  a  stock  purchase  without  liquidation, 
the  difference  between  the  book  value 
and  purchase  price  of  the  acquired  com¬ 
pany’s  assets  is  reflected  on  the  books  of 
the  acquiring  company,  not  the  acquired 
company. 

c.  The  auditor  should  challenge  con¬ 
tractor  attempts  to  write  up  the  assets  of 
a  corporation  which  was  acquired 
through  a  stock  purchase,  but  not  liqui¬ 
dated.  This  includes  write-ups  that  are 
deemed  to  be  appropriate  based  on  a 
contractor’s  tax  election  under  Section 
338  of  the  Internal  Revenue  Code.  Prior 
to  Section  338,  the  IRS  prescribed  liqui¬ 
dation  techniques  to  support  an  actual 
dissolution  of  a  company  before  its  assets 
could  be  stepped-up.  The  IRS  no  longer 
requires  this  procedure;  however,  an  im¬ 
portant  aspect  of  Section  338  is  the 
recapture  provision  and  other  taxable 
treatment  comparable  to  that  applicable 
when  a  purchased  subsidiary  was  liqui¬ 
dated  under  prior  laws.  This  recapture 
provision  is  comparable  to  the  mecha¬ 
nism  available  to  the  government  in 
adjusting  contracts  at  CAS  409.50(iXl) 
and  FAR  31.205-16. 

d.  In  the  Marquardt  Co.  case,  (ASBCA 
No.  29888,  85-3  BCA  para.  18245)  which 
was  upheld  by  the  Federal  Circuit  Court 
in  1987  (822  R2d  1573),  the  Board  ruled 
that  a  contractor  acquired  in  a  business 
combination  was  not  entitled  to  use  the 
purchase  method  prescribed  by  CAS 
404.50  in  order  to  revalue  its  assets  for 
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government  contract  costing  purposes. 
The  asset  revaluations  were  disallowed 
because  the  acquired  company  (Mar- 
quardt)  continued  to  exist  unchanged  as  a 
wholly  owned  subsidiary  of  the  acquiring 
company.  The  Board  decided  that  the 
accounting  method  prescribed  by  APB- 
16  applies  to  how  an  acquiring  business  is 
to  value  its  assets  and  that  the  write-up  in 
asset  values  is  not  recoverable  on  govern¬ 
ment  contracts  held  by  the  acquired 
business. 

7-1705.6  Credits  Due  the  Government 
When  Assets  Are  Written-up  Under  the 
Purchase  Method  of  Accounting  for 
Business  Comhination 

a.  Generally,  costs  of  write-ups  are 
allowable  for  contracts  issued  before  23 
July  1990,  provided  that  the  assets  are 
written  up  in  accordance  with  the  GAAP 
and  subject  to  FAR  cost  principle  limita¬ 
tions  (see  7-1705.7  and  7-1705.8). 

b.  It  is  DCAA’s  position  that  an  adjust¬ 
ment  for  the  depreciation  costs  chained 
to  government  contracts  is  required 
whenever  all  of  the  following  occur:  (1) 
one  company  with  government  contracts 
is  acquired  by  another  through  either  a 
direct  purchase  or  stock  purchase  with 
liquidation;  (2)  the  purchase  price  of  the 
assets  is  materially  more  or  less  than  the 
book  value  of  the  assets;  and  (3)  there  is 
no  advance  agreement  between  the  in¬ 
volved  parties  and  the  government  that 
would  preclude  such  an  adjustment.  This 
position  is  based  on  the  related  provi¬ 
sions  of  CAS  4()9.50(jX3)  and  FAR 

3 1.205- 16(e),  which  deal  with  gains  and 
losses  arising  from  the  mass  or  extraordi¬ 
nary  sale  of  assets.  The  adjustment  itself 
represents  the  difference  between  the  net 
book  value  of  the  acquired  assets  (at  the 
time  of  liquidation/meiiger)  and  the  ap¬ 
praised  market  value  of  the  assets  (at  the 
time  of  purchase  by  the  acquiring  compa¬ 
ny),  up  to  the  amount  of  depreciation 
expense  taken  by  the  acquired  company. 
It  IS  similar  in  theory  to  the  depreciation 
that  is  recaptured  under  Sections  1245 
and  1250  of  the  Internal  Revenue  Code. 

c.  CAS  409.50(jX3)  and  FAR  31.205- 
16(e)  further  stipulate  that  the  contract¬ 
ing  parties  account  for  gains  and  losses 
on  the  mass  sale  or  disposition  of  assets 
in  a  manner  that  results  in  equitable 


treatment  to  all  parties.  Parties  seeking 
equity  on  the  mass  sale  or  disposition  of 
assets  on  the  basis  of  these  provisions  are 
not  then  compelled  to  comply  with  the 
other  provisions  of  CAS  409  and  FAR 

31.205- 16  governing  the  routine  sale  or 
disposition  of  one  or  more  tangible  capi¬ 
tal  assets. 

d.  When  an  adjustment  to  the  costs  of 
government  contracts  is  warranted  be¬ 
cause  of  the  mass  sale  and  write-up  (or 
write-down)  of  assets,  it  should  be  pur¬ 
sued  first  through  the  contracts  of  the 
selling  company  (i.e.,  the  company  which 
experienced  the  gain  or  loss  on  the  sale  of 
the  assets  for  tax  purposes).  If  the  adjust¬ 
ment  was  not  considered  by  the  selling 
company,  and  the  buying  company  ac¬ 
quired  the  contracts  of  the  selling  compa¬ 
ny  (as  well  as  the  assets),  then  the  adjust¬ 
ment  should  be  viewed  (and  pursued)  as 
an  obligation  of  the  buying  company. 
The  reason  for  this  is  that  the  buying 
company  becomes  the  proper  successor 
company  for  contractual  performance 
and,  as  such,  it  assumes  all  of  the  contrac¬ 
tual  rights,  duties,  and  obligations  of  the 
selling  company. 

e.  Adjustments  due  on  the  write-up  of 
assets  should  be  recognized  as  liabilities 
in  the  revaluation  process  and  should 
serve  to  reduce  the  dollar  amount  re¬ 
maining  to  be  assigned  to  identifiable 
assets  using  procedures  prescribed  by 
APBs  1 6  and  1 7.  For  assets  written  u(>  in 
this  manner,  the  resulting  depreciation 
and  cost  of  money  will  be  allowable  on 
future  (non-novated)  contracts  based  on 
the  appreciated  cost  of  the  asset. 

7-1705.7  Allowability  of  Asset  Valuation 
Write-ups  for  Contracts  Issued  After  22 
July  1990 

a.  For  business  combinations  that  use 
the  purchase  method  of  accounting,  FAR 

31.205- 52  (Asset  Valuation  Resulting 
from  Business  Combinations)  limits  the 
amount  of  allowable  amortization,  depre¬ 
ciation,  and  cost  of  money  to  the  total 
amount  that  would  have  been  allowable 
had  the  combination  never  taken  place. 
This  provision  became  effective  23  July 
1990.  Simply  stated,  the  government  will 
not  recognize  for  cost  allowability  pur¬ 
poses  any  costs  resulting  from  the  in¬ 
crease  in  the  value  of  acquired  assets  (or 
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the  creation  of  new  assets)  as  a  result  of 
business  combinations.  FAR  3i.20S*S2 
applies  to  contracts  awarded  on  or  after 
23  July  1990.  For  purposes  of  pricing  and 
costing  contracts  entered  into  after  22 
July  1990,  this  FAR  provision  also  ap¬ 
plies  to  preexisting  business  combina¬ 
tions  that  predate  the  effective  date  of  the 
cost  principle.  However,  the  contracting 
officer  may  need  to  separately  address 
the  costs  of  past  asset  write-ups  on  a  case- 
by-case  basis  to  achieve  equity  or  to 
protect  the  government’s  interest  in  spe¬ 
cial  situations  (see  7-1705.7.d.). 

b.  Except  when  the  business  combina¬ 
tion  results  in  an  asset  write-down,  the 
allowability  of  costs  will  usually  be  based 
on  the  acquired  company’s  book  values 
for  the  existing  assets  before  the  combi¬ 
nation  took  place.  The  contractor  is  re¬ 
sponsible  for  maintaining  the  proper  doc¬ 
umentation  to  demonstrate  that  the  pro¬ 
posed  or  claimed  costs  do  not  exceed  the 
amounts  calculated  based  on  the  book 
values  of  the  acquired  assets.  This  be¬ 
comes  particularly  important  in  those 
business  combinations  when  one  compa¬ 
ny  purchases  another  company  and  the 
acquired  company  is  dissolved. 

c.  An  exception  exists  in  those  cases 
when  the  assigned  values  of  noncurrent 
assets  are  adjusted  downward  (purchase 
price  is  less  than  net  fair  value).  In  these 
situations  the  basis  for  determining  al¬ 
lowable  costs  will  be  limited  to  the  book 
value  or  the  adjusted  value,  whichever  is 
lower.  This  is  in  accordance  with  CAS 
404.  More  specifically,  CAS  404.50(d) 
provides  that  when  the  fair  value  of 
assets  less  liabilities  exceeds  the  purchase 
price  of  the  acquired  company  under  the 
purchase  method  of  accounting,  the  value 
otherwise  assignable  to  tangible  capital 
assets  shall  be  reduced  by  a  proportionate 
part  of  the  excess.  The  government  can¬ 
not  allow  costs  that  are  not  assignable  to 
a  cost  accounting  period  under  the  CAS 
requirements.  Therefore,  prior  book  val¬ 
ues  in  excess  of  the  price  paid  by  the 
contractor  are  unallowable. 

d.  Auditors  who  encounter  the  follow¬ 
ing  situations  should  advise  the  contract¬ 
ing  officer  that  an  advance  agreement 
may  be  necessary  to  provide  equitable 
treatment  to  both  the  government  and 
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the  contractor  and  to  minimize  future 
disputes: 

(1)  when  the  government,  prior  to  23 
July  1990,  had  agreed  to  a  settlement 
covering  a  business  combination  which 
implied  acceptance  of  such  costs  in  the 
future.  For  example,  when  the  govern¬ 
ment  had  agreed  to  accept  an  immediate 
credit  for  excess  depreciation  and  amorti¬ 
zation  costs  recognized  prior  to  the  busi¬ 
ness  combination; 

(2)  when  the  acquired  company  had  no 
or  little  government  business  before  be¬ 
ing  acquired  so  that  no  material  credit 
exists  for  excess  depreciation  and  amorti¬ 
zation  previously  recognized,  and  the 
acquiring  company  subsequently  entered 
government  business  with  the  asset  valu¬ 
ations  established  by  the  combination. 

(3)  when  an  extensive  period  of  time 
has  elapsed  between  a  prior  business 
combination  and  the  effective  date  of  the 
cost  principle.  A  reasonable  period  of 
time  (e.g.,  five  to  ten  years)  may  need  to 
be  considered  in  applying  the  limits  of 
FAR  31.205-52. 

e.  Gains  and  losses  on  the  disposition 
of  assets  resulted  from  a  business  combi¬ 
nation  shall  not  be  recognized  as  speci¬ 
fied  at  FAR  3 1.205-1 6(a). 

7-1705.8  Unallowable  Costs 

a.  Goodwill.  FAR  31.205-49  defines 
goodwill  as  an  unidentifiable  intangible 
asset.  It  originates  from  use  of  the  pur¬ 
chase  method  of  accounting  for  a  busi¬ 
ness  combination.  Goodwill  arises  when 
the  price  paid  by  the  acquiring  company 
exceeds  the  sum  of  the  identifiable  indi¬ 
vidual  assets  acquired  less  liabilities  as¬ 
sumed,  based  upon  their  fair  values. 
Goodwill  may  arise  from  the  acquisition 
of  a  company  as  a  whole  or  in  part.  Any 
costs  for  amortization,  expensing,  write¬ 
off,  or  write-down  of  goodwill  (however 
represented)  are  unallowable. 

b.  Cost  of  Money.  The  cost  of  money 
resulting  from  including  goodwill  (how¬ 
ever  represented)  in  the  facilities  capital 
employed  base  is  unallowable  (see  FAR 
31.205-10(aX5)). 

7-1705.9  SoBMuuy  of  Aodit  GaMcliaes 
for  Write-ops 

a.  For  contracts  issued  before  23  July 
1990,  the  auditor  must  be  assured  that 
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the  individual  assets  are  valued  properly 
in  accordance  with  APBs  16  and  17,  and 
that  the  contractor  is  correctly  account¬ 
ing  for  the  gains  and  losses. 

For  example,  the  auditor  needs  to 
verify  that  (1)  the  purchase  price  is 
correctly  stated,  (2)  the  transaction  quali¬ 
fies  for  the  purchase  method  of  account¬ 
ing,  (3)  all  tangible  and  intangible  assets 
are  included  on  the  balance  sheets,  (4)  the 
appraised  values  are  reasonable  and  re¬ 
corded  in  accordance  with  the  aforemen¬ 
tioned  procedures,  and  (5)  the  assets  are 
properly  categorized  as  current  or  non- 
current. 

The  auditor  should  review  the  pur¬ 
chase  agreement  and  other  documents 
provided  in  connection  with  the  novated 
contracts,  the  appraisal  report(s),  and 
certified  financial  statements.  If  the 
write-ups  are  material  in  amount,  consid¬ 
eration  should  be  given  to  requesting  a 
technical  evaluation  of  the  appraisal 
amounts. 

b.  For  contracts  issued  after  22  July 
1990,  the  auditor  should  verify  that  con¬ 
tracts  do  not  receive  increased  costs 
flowing  from  asset  revaluation  resulting 
from  business  combinations.  This  would 
also  apply  to  preexisting  business  combi¬ 
nations  that  predate  the  contracts  being 
entered  into.  The  auditor  may  have  to 
advise  the  contracting  officer  of  the  need 
to  separately  address  the  costs  of  past 
asset  write-ups  on  a  case-by-case  basis  to 
achieve  equity  or  to  protect  the  govern¬ 
ment’s  interest  in  special  situations. 

7-1706  Novation  Agreements 

a.  A  successor  in  interest  to  a  govern¬ 
ment  contract  usually  evolves  from  a 
change  in  the  ownership  of  a  contractor 
organization.  The  successor  in  interest  is 
recognized  by  a  novation  agreement  exe¬ 
cuted  by  (1)  the  contractor  (transferor), 
(2)  the  successor  in  interest  (transferee), 
and  (3)  the  government.  By  the  novation 
agreement,  among  other  things,  the 
transferor  guarantees  performance  of  the 
contract,  the  transferee  assumes  all  obli¬ 
gations  under  the  contract,  and  the  gov¬ 
ernment  recognizes  the  transfer  of  the 
contract  and  related  assets  (FAR 
42.1201).  Novation  agreements  are  en¬ 


tered  into  for  all  executory  contracts 
transferred  to  a  successor  in  interest. 

b.  The  transfer  of  a  government  con¬ 
tract  is  prohibited  by  law  (41  U.S.C.  15). 
FAR  42.1204<a)  states;  “However,  the 
Government  may,  in  its  interest,  recc^- 
nize  a  third  party  as  the  successor  in 
interest  to  a  (^vemment  contract  when 
the  third  party’s  interest  in  the  contract 
arises  out  of  the  transfer  of  (1)  all  the 
contractor’s  assets  or  (2)  the  entire  por¬ 
tion  of  the  assets  involved  in  performing 
the  contract.’’  Examples  include,  but  are 
not  limited  to: 

(1)  Sale  of  the  assets  with  a  provision 
for  assuming  liabilities. 

(2)  Transfer  of  the  assets  pursuant  to 
merger  or  consolidation  of  a  corporation. 

(3)  Incorporation  of  a  proprietorship  or 
partnership  or  formation  of  a  partner¬ 
ship. 

c.  When  it  is  in  the  government’s 
interest  not  to  concur  in  the  transfer  of  a 
contract  from  one  company  to  another 
company,  the  original  contractor  remains 
under  contractual  obligation  to  the  gov¬ 
ernment,  and  the  contract  may  be  termi¬ 
nated  if  the  original  contractor  does  not 
perform  (see  FAR  42.1204(b)). 

d.  When  a  contractor  requests  the 
government  to  recognize  a  successor  in 
interest,  the  contractor  is  required  to 
submit  a  signed  novation  agreement.  The 
form  of  the  novation  agreement  and  the 
conditions  for  its  use  are  prescribed  in 
FAR  42.12. 

e.  The  authorized  agreement  provides 
in  part  that  “The  Transferor  and  the 
Transferee  agree  that  the  Government  is 
not  obligated  to  pay  or  reimburse  either 
of  them  for,  or  otherwise  give  effect  to, 
any  costs,  taxes,  or  other  expenses,  or  any 
related  increases,  directly  or  indirectly 
arising  out  of  or  resulting  from  the  trans¬ 
fer  or  this  Agreement,  other  than  the 
Government  in  the  absence  of  this  trans¬ 
fer  or  Agreement  would  have  been  obli¬ 
gated  to  pay  or  reimburse  under  the 
terms  of  the  contracts”  (see  FAR 
42.1204(e)(b)(7)).  Auditors  should  be 
aware  that  the  cited  provision  is  not 
limited  to  professional  services,  taxes, 
and  corporate  expenses  directl}[  con¬ 
nected  with  the  change  in  ownership.  For 
novated  contracts,  it  bars  any  increase  in 
contract  costs  that  would  otherwise  not 
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have  occurred.  This  applies  not  only  to 
total  cost  of  performance  but  to  any 
element  of  cost.  The  Armed  Services 
Board  of  Contract  Appeals  barred  an 
increase  in  depreciation  resulting  from  a 
revaluation  of  assets  by  the  new  owners 
(LTV  Aerospace  Coloration,  ASBCA 
No.  1 1 161 , 67-2  BCA  para.  6406).  In  that 
case,  the  Board  also  rejected  a  contention 
that  the  claim  was  proper  as  an  offset  for 
"savings”  resulting  from  decreases  in 
other  cost  categories  such  as  reduced 
state  income  taxes  resulting  from  in¬ 
creased  depreciation.  The  “savings”  were 
not  costs  under  the  contract  because  they 
were  never  incurred  by  the  contractor. 

f.  Auditors  need  to  review  each  nova¬ 
tion  agreement  to  determine  its  account¬ 
ing  impact  on  the  applicable  contracts, 
the  concurrently  running  contracts,  and 
those  contracts  entered  into  subsequent 
to  the  agreement. 

7-1707  Organization  and 
Reorganization  Costs 

a.  Expenditures  made  in  connection 
with  planning  or  executing  the  organiza¬ 
tion  or  reorganization  of  the  corporate 
structure  of  a  business,  including  mergers 
and  acquisitions,  are  unallowable  under 
FAR  31.205-27,  Organization  Costs  (see 
Dynalectron  Corporation,  ASBCA 
20240,  77-2  BCA  12833).  Such  expendi¬ 
tures  include,  but  are  not  limited  to, 
incorporation  fees  and  costs  of  attorneys, 
accountants,  brokers,  promoters  and  or¬ 
ganizers,  management  consultants,  and 
investment  counselors,  whether  or  not 
they  are  employees  of  the  company.  This 
would  also  include  costs  related  to 
changes  in  the  financial  structure  which 
may  result  from  divestitures  or  the  estab¬ 
lishment  of  joint  ventures  or  wholly- 
owned  subsidiaries.  In  establishing  the 
coverage  at  FAR  31.205-27,  the  Cost 
Principles  Committee  relied  on  the  fol¬ 
lowing  definition  of  an  organization  and 
reorganization  and  the  costs  thereof; 

(1)  A  m^or  change  in  the  financial 
structure  of  a  corporation  or  a  group  of 
associated  corporations  resulting  in  alter¬ 
ations  in  the  rights  and  interest  of  securi¬ 
ty  holders;  a  recapitalization,  merger,  or 
consolidation. 


(2)  Any  costs  incurred  in  establishing  a 
corporation  or  other  form  of  organiza¬ 
tion;  as,  incorporation,  legal  and  account¬ 
ing  fees,  promotional  costs  incident  to 
the  sale  of  securities,  security-qualifica¬ 
tion  expense,  and  printing  of  stock  certif¬ 
icates. 

b.  In  the  event  a  contractor  creates  or 
acquires  a  new  segment  or  business  unit 
through  an  acquisition  or  reorganization, 
the  auditor  should  review  the  activity 
associated  with  the  transaction  to  deter¬ 
mine  if  any  unallowable  or  unallocable 
costs  are  assigned  to  government  con¬ 
tracts.  These  activities  are  often  per¬ 
formed  by  an  in-house  business  planning 
group,  an  acquisition  and  divestiture 
committee,  and  by  the  corporate  legal 
and  accounting  departments.  The  auditor 
should  review  any  available  documenta¬ 
tion  to  identify  activities  and  associated 
costs  which  are  directly  incident  to  estab¬ 
lishing  or  altering  the  contractor’s  finan¬ 
cial  structure.  Many  times  the  employees 
involved  in  these  activities  do  not  main¬ 
tain  adequate  time  records  to  identify 
and  support  their  effort  exfiended  on 
reorganizations  and  related  work.  The 
auditor  should  ensure  that  the  contractor 
implements  the  necessary  policy  and  pro¬ 
cedures  to  properly  identify  and  account 
for  these  activities. 

c.  Normal  recurring  expenditures  asso¬ 
ciated  with  internal  reorganizations  of 
contractor  segments  and  divisions  are 
generally  allowable  costs  to  the  extent 
they  are  reasonable  and  allocable.  Such 
expenditures  may  be  incurred  for  busi¬ 
ness  planning  and  forecasting,  developing 
policies  and  procedures,  preparing  a  CAS 
disclosure  statement,  establishing  an  ac¬ 
counting  system,  etc. 

7-1708  Costs  Associated  With 
Resisting  Change  in  Ownership 

7-1708.1  General  Allowability 

a.  For  contracts  awarded  prior  to  4 
April  1988,  contractor  expenditures  to 
resist  a  takeover  should  be  disapproved 
in  accordance  with  the  provisions  of  both 
FAR  31.205-27,  “Organization  Costs,” 
and  FAR  31.205-28,  “Other  Business 
Expenses.”  In  addition,  the  auditor 
should: 
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(1)  Be  aware  that  such  costs  do  not 
meet  the  criteria  for  allocability  stated  in 
FAR  31.201-4  (i.e.,  the  costs  are  not 
incurred  specifically  for  a  government 
contract  nor  do  they  benefit  government 
work). 

(2)  Make  every  effort  to  have  the 
contractor  segregate  its  expenditures  to 
effect  or  resist  a  business  combination  as 
they  are  being  incurred. 

b.  For  contracts  awarded  on  or  after  4 
April  1988,  the  costs  incurred  by  a  con¬ 
tractor  in  connection  with  successfully  or 
unsuccessfully  resisting  a  merger  or  take¬ 
over  are  expressly  unallowable  per  FAR 

31.205-27(a),  and  must  be  segregated  as 
unallowable  costs  per  FAR  31.201-6. 

7-1708.2  Abnormal  Executive  Severance 
Pay  (Golden  Parachutes) 

In  order  to  discourage  a  hostile  take¬ 
over  attempt,  some  companies  have  insti¬ 
tuted  extraordinary  arrangements  with 
key  employees  to  provide  very  large 
termination  benefits  to  be  paid  only  in 
the  event  of  a  merger  or  loss  of  control 
and  the  subsequent  dismissal,  termina¬ 
tion,  or  departure  of  the  executive.  These 
arrangements  have  been  referred  to  as 
“Golden  Parachutes”  because  they  pro¬ 
vide  extremely  lucrative  financial  ar¬ 
rangements  for  the  executives  in  those 
circumstances.  See  7-1907.8  for  a  discus¬ 
sion  of  the  allowability  of  these  costs. 

7-1708.3  Special  Compensation  for 
Retainiim  an  Employee  (Golden 
Handcuffs) 

Special  compensation  which  is  contin¬ 
gent  upon  the  employee  remaining  with 
the  contractor  for  a  specified  period  of 
time  is  commonly  called  “golden  hand¬ 
cuffs,”  and  is  expressly  unallowable  per 
FAR  31.205-6(1),  “Compensation  inci¬ 
dental  to  business  acquisitions.”  With 
respect  to  the  FAR  provision,  it  is  impor¬ 
tant  to  note  that  the  disallowance  of  costs 
is  linked  with  the  requirement  for  the 
employee  to  remain  with  the  company. 
For  example,  assume  an  individual  was 
performing  a  job  normally  paid  and 
objectively  worth  $50,000  per  year,  but 
for  good  reason,  (e.g.,  to  help  the  compa¬ 
ny  through  a  rough  financial  period) 


accepted  and  was  paid  only  $40,000  jwr 
year.  If  the  new  owners  immediately  raise 
the  individual’s  salary  to  $50,000,  this 
would  not  be  considered  a  “golden  hand¬ 
cuff’  unless  the  pay  raise  is  granted  on  a 
condition  that  the  individual  would  re¬ 
main  with  the  company  for  a  specified 
period  of  time. 

7-1709  References  That  Should  Be 
Considered  When  a  Major  Change  of 
a  Contractor’s  Organization 
Structure  Takes  Place 

a.  Access  to  Records  CAM  1-504 

b.  Advance  Agreements  FAR  31.109 

c.  Asset  Valuation  Resulting  from 
Business  Combinations  FAR 

31.205- 52 

d.  Business  Combinations  APB  16 

e.  Capital  Investment  CAM  5-602 

f.  Capital  Tangible  Assets  CAS  404 

g.  CAS  Disclosure  Statement  48  CFR 

9903.2 

h.  Cash  Disbursements  CAM  14- 
306.2d 

i.  CAS  Impact  Statement  48  CFR 

9903.3 

j.  Compensation  FAR  31.205-6 

k.  Consultants  FAR  31.205-33  & 
37.203 

l.  Cost  of  Money  FAR  31.205-10; 
CAS  414 

m.  Depreciation  FAR  31.205-11;  CAS 
409 

n.  Economic  Planning  FAR  31.205- 
12 

o.  Gains  and  Losses  on  Assets  FAR 

31.205- 16 

p.  Goodwill  FAR  31.205-49 

q.  Insurance  FAR  31.205-19;  CAS 
416 

r.  Intangible  assets  APB  17 

s.  Labor  Relations  Costs  FAR 

31.205- 21 

t.  Pensions  FAR  3l.205-6(j);  CAS 
412  &  413 

u.  Plant  Rearrangement  CAM  9-703.9 

V.  Records  Destroyed  CAM  1-505 

w.  Sale  and  Leaseback  CAM  9-703. 1 1 

X.  SEC  Current  Report  CAM  5-1  SI 

(Form  8k) 

y.  Taxes  FAR  31.205-41 
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7-1800  Section  18  —  Joint  Ventures,  Teaming  Arrangements,  and  Special 

Business  Units  (SBUs) 


7-1801  Introduction 

a.  This  section  provides  guidance  for 
audit  evaluation  of  joint  ventures,  team¬ 
ing  arrangements,  and  special  business 
units  (SBUs). 

b.  The  form  of  business  organization 
chosen  by  the  contractor  to  carry  on  its 
business  or  to  bid  on  government  con¬ 
tracts  significantly  affects  contractor 
costs  and  income  taxes.  Eligibility  for 
award  of  a  government  contract  may  be 
directly  linked  to  the  form  of  business 
organization  under  which  a  contractor 
elects  to  bid.  Concurrently,  the  form  of 
business  organization  will  have  a  signifi¬ 
cant  bearing  on  determining  the  allowa¬ 
bility  and  allocability  of  costs  incurred 
under  government  contracts.  Therefore, 
in  reviewing  a  contractor’s  business  orga¬ 
nization,  the  auditor  must  consider  the 
related  business  circumstances  and  the 
contractor’s  compliance  with  generally 
accepted  accounting  principles,  FAR, 
and  CAS.  An  understanding  of  the  appli¬ 
cable  Internal  Revenue  Service  Regula¬ 
tions  and  provisions  of  both  Federal  law 
and  state  law  would  also  be  beneficial  in 
many  instances. 

7-1802  General  Terms  and 
Definitions 

a.  Corporation.  A  business  organiza¬ 
tion  of  one  or  more  persons,  partner¬ 
ships,  associations,  or  corporations  char¬ 
tered  by  the  state  for  the  puipose  of 
conducting  profit  making  endeavors  with 
the  objective  of  dividing  the  gains.  A 
corporation  is  a  separate  legal  entity  with 
the  following  usual  characteristics:  conti¬ 
nuity  of  existence,  centralized  manage¬ 
ment,  liability  limited  to  coiporate  assets, 
and  free  transferability  of  interest.  A 
corporation  may  perform  any  business 
action  that  can  be  performed  by  a  natural 
person. 

b.  Joint  Venture. 

( 1 )  An  enterprise  owned  and  operated 
by  two  or  more  businesses  or  individuals 
as  a  separate  entity  (not  a  subsidiary)  for 
the  mutual  benefit  of  the  members  of  the 


group.  Joint  ventures  possess  the  charac¬ 
teristics  of  joint  control;  e.g.,  joint  prop¬ 
erty,  joint  liability  for  losses  and  ex¬ 
penses,  and  joint  participation  in  profits. 
Joint  ventures  can  be  either  incorporated 
or  unincorporated.  The  incorporated 
joint  venture  involves  the  issuance  of 
stock  and  is  most  common  on  large 
construction  type  contracts.  These  joint 
ventures  possess  the  typical  characteris¬ 
tics  of  a  corporation.  The  unincorporated 
joint  venture  can  be  a  partnership  or 
teaming  arrangement  between  two  or 
more  corporations  usually  involved  in 
large  research  and  development  and/or 
major  weapons  systems  contracts.  Usual¬ 
ly  in  this  type  of  joint  venture,  the  joint 
venture  is  the  contracMng  entity  and  is 
designated  to  act  as  the  prime  contractor. 

(2)  Joint  venture  ownership  seldom 
changes,  and  the  stock  of  an  incorporated 
joint  venture  is  normally  not  traded 
publicly.  Furthermore,  under  the  usual 
arrangement:  (a)  each  investor  partici¬ 
pates,  directly  or  indirectly,  in  the  overall 
management  of  the  joint  venture  (i.e., 
joint  venturers  usually  have  an  interest  or 
relationship  in  the  venture  other  than  as 
passive  investors);  (b)  significant  influ¬ 
ence  of  each  of  the  investors  is  presumed 
to  be  present;  and  (c)  one  investor  does 
not  have  control  by  direct  or  indirect 
ownership  of  a  majority  voting  interest 
(otherwise  the  venture  is  likely  to  be  a 
subsidiary  of  the  controlling  investor). 

c.  Teaming  Arrangement.  An  arrange¬ 
ment  between  two  or  more  companies, 
either  as  a  partnership  or  joint  venture, 
to  perform  on  a  specific  contract.  The 
team  itself  may  be  designated  to  act  as 
the  prime  contractor;  or  one  of  the  team 
members  may  be  designated  to  act  as  the 
prime  contractor,  and  the  other  mem- 
ber(s)  designated  to  act  as  subcontractors. 
(See  FAR  Subpart  9.6.)  When  the  charac¬ 
teristics  of  joint  control  (i.e.,  joint  prop¬ 
erty,  joint  liability  for  losses  and  ex¬ 
penses,  and  joint  participation  in  profits) 
are  evident,  then  the  teaming  arrange¬ 
ment  is  a  joint  venture.  When  these 
characteristics  are  not  present  then  the 
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arrangement  may  more  closely  resemble 
that  of  a  prime  contractor/subcontractor. 

d.  Partnership.  An  ordinary  partner¬ 
ship  occurs  when  two  or  more  entities 
(persons)  combine  capital  and/or  services 
to  carry  on  a  business  for  profit.  From  a 
legal  standpoint,  it  is  a  group  of  separate 
persons. 

e.  Cooperative  Research  Consortiums. 
A  cooperative  research  consortium  is  a 
partnership,  joint  venture,  or  corporation 
organized  pursuant  to  the  1984  National 
Cooperative  Research  Act.  Research  con¬ 
sortiums  involve  collaborations  among 
competitors  and  are  usually  formed  to 
explore  specific  research  areas.  Unlike 
other  business  entities  discussed  in  this 
section,  cooperative  research  consorti¬ 
ums  are  not  formed  to  bid  on  govern¬ 
ment  contracts.  See  7-1915  for  additional 
guidance  on  cooperative  research  consor¬ 
tiums. 

f.  Special  Business  Unit  (SBU).  SBU  is 
the  term  used  within  CAM  and  other 
Agency  guidance  for  those  contractor 
business  organizations  established  to  (a) 
support  a  sinde  contract,  program,  or 
product  line,  limit  financial,  tax,  or 
legal  liability,  and/or  (c)  gain  a  technical 
or  cost  advantage.  For  purposes  of  this 
guidance,  SBU  is  used  to  refer  to  wholly- 
owned  subsidiaries  or  divisions. 

g.  Subsidiary.  An  entity  controlled, 
directly  or  indirectly,  by  another  entity. 
Control  is  usually  conditioned  upon  own¬ 
ership  of  a  majority  of  the  outstanding 
voting  stock.  It  may  also  exist,  however, 
with  less  than  a  majority  of  the  outstand¬ 
ing  voting  stock  under  certain  conditions 
(e.g.,  there  is  a  contract,  lease,  agreement 
with  other  stockholders,  or  court  decree). 

7-1803  Characteristics  of  Joint 
Ventures 

a.  An  incorporated  joint  venture  nor¬ 
mally  has  characteristics  common  to  a 
corporation  (see  7- 1802a.).  It  is  a  sepa¬ 
rate  legal  entity  and  acts  as  a  contracting 
party. 

b.  An  unincorporated  joint  venture 
usually  is  either  a  partnership  or  a  team¬ 
ing  arrangement  and  most  often  has  (1) 
few  or  no  employees  hired  and  paid  by 
the  joint  venture,  (2)  little  or  no  assets  or 
separate  facilities,  (3)  no  separate  finan¬ 


cial  statements,  and  (4)  little  or  no  G&A, 
B&P,  or  material  handling  expenses.  All 
contract  work  is  performed  by  the  ven¬ 
turing  organizations  or  other  subcontrac¬ 
tors.  Employees  are  paid  by  their  respec¬ 
tive  companies.  The  terms  of  the  forma¬ 
tion,  operation,  and  dissolution  of  the 
venture  are  usually  specified  in  a  written 
agreement  between  the  venturing  organi¬ 
zations  (see  7-1 807a.). 

7-1804  Characteristics  of  SBUs 

a.  Contractor  wholly-owned  subsidiar¬ 
ies  or  divisions  can  be  legitimate  contrac¬ 
tor  segments.  These  business  organiza¬ 
tions  can  have  employees  hired  and  paid 
by  the  SBU  who  actually  perform  the 
required  contract  effort.  These  business 
units  can  have  their  own  assets  and 
liabilities  and  have  profit  and  loss  re¬ 
sponsibility.  They  are  usually  reportable 
segments  tor  financial  and  tax  purposes. 
These  SBUs  are  often  engaged  in  foreign 
military  sales  or  direct  commercial  sales 
to  foreign  governments.  The  SBU  is 
usually  formed  to  limit  tax  and  legal 
liability. 

'b.  Other  SBUs  possess  many  of  the 
same  characteristics  as  joint  ventures  and 
teaming  arrangements.  These  business 
orranizations  have  no  employees  and 
subcontract  virtually  all  (over  90  percent) 
contract  effort  to  another  contractor  divi¬ 
sion  and/or  outside  subcontractor(s).  Of¬ 
ten  these  SBUs  have  little  or  no  assets. 
This  type  of  SBU  may  have  been  formed 
to  gain  competitive,  cost,  and/or  techni¬ 
cal  advantages. 

c.  Basically,  there  are  two  types  of  cost 
advantages  that  SBUs  can  attain.  The 
first  type  results  from  the  fact  that  an 
SBU  IS  a  specialized  contracting  entity 
supported  by  one  or  more  established 
contractor  entities.  The  second  type  re¬ 
sults  from  the  fact  that  an  SBU  contract 
can  significantly  reduce,  or  altogether 
avoid,  the  amount  of  material  overhead 
and  G&A  that  a  prime  contractor  would 
normally  have  to  allocate  to  its  subcon¬ 
tracts  and/or  interdivisional  work. 

7-1805  Audit  Considerations  for 
Joint  Ventures,  Teaming 
Arrangements,  and  SBUs 

a.  This  section  presents  guidance  on 
the  review  of  joint  ventures,  teaming 
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arrangements  and  SBUs.  It  discusses  the 
implications  of  FAR,  CAS  and  GAAP  in 
reviewing  the  form  of  the  business  orga¬ 
nization  chosen  by  the  contractor  to 
propose  and  perform  government  con¬ 
tracts.  Criteria  for  determining  the  actual 
relationship  between  the  venturing  orga¬ 
nizations  and  the  relationship  between 
the  SBU  and  the  parent  organization  are 
also  presented. 

b.  Headquarters  has  no  knowledge  of 
any  existing  incorporated  joint  ventures 
with  significant  auditable  work.  There¬ 
fore,  the  joint  venture  and  teaming  ar¬ 
rangement  guidance  in  this  section  has 
been  written  to  specifically  cover  unin¬ 
corporated  joint  ventures,  and  may  not 
apply  to  incorporated  joint  ventures. 

c.  There  are  a  number  of  audit  issues 
and  concerns  related  to  the  formation, 
organization,  and  operation  of  joint  ven¬ 
tures,  teaming  arrangements,  and  SBUs. 
These  types  of  business  organizations  can 
have  a  material  impact  on  the  contrac¬ 
tor’s  existing  organizations  and  govern¬ 
ment  business.  The  impact,  however,  is 
not  always  adverse,  and  the  creation  of 
joint  ventures  and  SBUs  may  be  proper 
and  acceptable.  A  number  of  contractors 
have  established  joint  ventures  in  re¬ 
sponse  to  an  RFP  requirement  for  con¬ 
tractor  teaming  arrangements.  In  these 
procurements  it  is  the  government’s  ac¬ 
quisition  strategy  to  have  two  or  more 
contractors  team  together  to  jointly  de¬ 
sign,  develop,  and  test  some  type  of  new 
technology  with  the  intent  to  qualify 
multiple  contractor  sources  for  future 
production.  This  type  of  acquisition 
strategy  is  most  popular  on  major  weap¬ 
on  system  procurements.  Normally,  these 
teaming  arrangements  have  the  charac¬ 
teristics  of  joint  and  equal  control  where 
neither  contractor  possesses  a  majority 
ownership  nor  exercises  management 
control.  Similarly,  some  contractors  have 
established  wholly-owned  subsidiaries  or 
divisions  for  FMS  contracting  purposes. 
Many  of  these  SBUs  are  legitimate  busi¬ 
ness  segments  and  may  have  been  created 
to  limit  tax  and  legal  liability. 

d.  There  are  also  a  number  of  joint 
ventures  and  SBUs  that  may  not  be 
legitimate  business  units  and  should  be 
challenged.  In  developing  audit  steps  to 
disclose  and  report  on  these  situations. 


consider  both  the  form  and  substance  of 
the  business  unit.  In  reviewing  the  form 
and  substance  of  the  business  unit,  con¬ 
sider  the  following: 

(1)  Is  the  joint  venture  or  SBU  consid¬ 
ered  a  legitimate  business  segment?  (see 
7-1806.) 

(2)  What  is  the  actual  relationship 
between  the  venturing  organizations? 
(see  7-1807.) 

(3)  Is  the  joint  venture/SBU  cost  ac¬ 
counting  and  tax  treatment  consistent 
with  the  form  and  substance  of  the  busi¬ 
ness  organization?  (see  7-1808  and  7- 

1809. ) 

(4)  Does  the  joint  venture/SBU  ac¬ 
counting  result  in  equitable  cost  alloca¬ 
tions  between  and  among  the  business 
organizations/segments?  (see  7-1810.) 

(5)  Does  the  joint  venture/SBU  have  a 
cost  impact  on  the  existing  contracts  of 
the  venturing/parent  organizations,  and 
if  so,  has  a  change  in  cost  accounting 
practice  occurred?  (see  7-1811.) 

7-1806  Characteristics  of  A 
Legitimate  Business  Unit/Segment 

a.  When  reviewing  the  accounting  as¬ 
pects  of  a  contractor’s  business  organiza¬ 
tion,  the  identification  of  the  organiza¬ 
tion  as  a  segment  or  business  unit  is 
important  for  the  following  reasons: 

(1)  CAS  consistently  uses  the  terms 
“segment”  and  “business  unit”  to  present 
its  accounting  guidance  on  business  orga¬ 
nizations. 

(2)  Various  financial  accounting  pro¬ 
nouncements,  such  as  those  dealing  with 
consolidated  reporting,  also  use  the  term 
“business  segment”  to  present  GAAP 
that  applies  to  business  organizations  in 
general.  (Note  that  the  CAS  and  FASB 
definitions  for  “segment”  are  not  exactly 
the  same.) 

(3)  Joint  ventures  and  SBUs  that  do 
not  satisfy  the  basic  criteria  for  a  segment 
or  business  unit  are  often  found  to  be  in 
noncompliance  with  those  provisions  of 
CAS  (e.g.,  402,  403,  410,  418,  and  420) 
which  deal  with  the  consistency  and 
fragmentation  of  allocation  bases.  (See  7- 

1810. ) 

b.  The  terms  “segment”  and  “busine^ 
unit”  are  defined  for  CAS  purposes  in 
FAR  31.001.  A  CAS  segment  is  “one  of 
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two  or  more  divisions,  product  depart¬ 
ments,  plants,  or  other  subdivisions  re¬ 
porting  directly  to  a  home  office,  usually 
identified  with  responsibility  for  profit 
and/or  producing  a  product  or  service.” 
A  CAS  segment  may  include  a  GOCO 
facility,  or  a  joint  venture  or  subsidiary  in 
which  the  organization  exercises  control. 
CAS  does  not  define  control  nor  provide 
criteria  for  determining  whether  an  orga¬ 
nization  exercises  control.  A  business 
unit,  in  turn,  is  any  segment  of  an  organi¬ 
zation  which  is  not  further  divided  into 
segments. 

c.  Under  GAAP  (specifically  APB 
Opinion  No.  30,  “Reporting  the  Results 
of  Operations,”  and  FASB  Statement  No. 
14,  “Financial  Reporting  for  Segments  of 
a  Business  Enterprise*),  the  common 
characteristics  of  a  segment  are  (1)  sepa¬ 
rate  product  line;  (2)  profit/loss  responsi¬ 
bility;  (3)  separate  identification  of  as¬ 
sets,  results  of  operations,  and  activities; 
and  (4)  full  complement  of  general  man¬ 
agement  and  administration. 

7-1807  Determining  the  Actual 
Relationship  Between  the  Business 
Organizations 

The  form  and  substance  of  a  contrac¬ 
tor’s  business  organization  can  signifi¬ 
cantly  influence  the  allowability  and  allo- 
cability  of  costs  incurred  under  govern¬ 
ment  contracts.  Determine  not  only  the 
form  of  the  business  organization  but  the 
actual  relationship  (substance)  between 
the  venturing  contractors.  Several  criteria 
and  appropriate  review  procedures  are 
presented  below.  Normally  no  one  factor 
should  be  the  sole  determinant  of  wheth¬ 
er  the  relationship  is  a  joint  venture  or 
more  closely  resembles  a  prime  contrac¬ 
tor/subcontractor  relationship.  If  the  ac¬ 
tual  relationship  more  closely  resembles 
that  of  a  prime  contractor/subcontractor 
then  costs  should  be  allocated  consistent 
with  this  type  of  relationship. 

a.  Review  of  Joint  Venture  Agreements 

(1)  FAR  9.603  requires  contractor  joint 
ventures  and  teaming  arrangements  to 
identify  and  disclose  the  arrangements  in 
an  offer  or,  for  arrangements  entered  into 
after  submission  of  an  offer,  before  the 
arrangement  becomes  effective.  This  is 


normally  done  in  a  written  agreement 
between  the  participating  contractors.  An 
agreement  will  normally  contain  and/or 
explain:  (a)  the  name  of  the  venture;  (b) 
the  customer  and  solicitation  number,  (c) 
the  names  of  the  participants;  (d)  any 
limitations  on  the  powers  and  rights  of 
the  participants;  (e)  the  contributions 
that  each  participant  is  required  to  make 
with  regard  to  the  venture’s  capital,  per¬ 
sonnel,  proposal  preparation,  etc.;  (0 
anticipated  subcontracts;  (g)  funding  re¬ 
quirements;  (h)  responsibilities  for  record 
keeping  and  for  the  preparation  of  re¬ 
ports  and  invoices;  (i)  the  designated 
management;  (j)  limitation  of  liabilities; 
(k)  term  of  venture  and  dissolution  agree¬ 
ments;  (I)  responsibilities  for  and  restric¬ 
tions  on  royalties,  patents,  copyrights, 
and  property  rights  arising  from  venture 
operations;  (m)  the  resolution  of  disputes 
among  the  venturers;  (n)  covenants  on 
how  litigation  costs  will  be  borne  by  the 
participants;  (o)  which  state’s  laws  will 
govern  the  venture;  and  (p)  the  filings  or 
disclosures  required  by  the  state,  FAR, 
etc;  (q)  any  technology  transfer  agree¬ 
ments;  and  (r)  any  cost/profit  sharing 
agreements. 

(2)  Review  the  written  agreement  to 
help  determine  the  management,  finan¬ 
cial,  and  technical  responsibilities  of  each 
contractor.  In  addition,  review  the  joint 
venture/teaming  arrangement  organiza¬ 
tion  chart(s)  and  policies  and  procedures. 
This  information  can  be  useful  in  deter¬ 
mining  if  the  characteristics  of  joint 
control  and  management  are  present  or  if 
one  contractor  seems  to  possess  the  con¬ 
trol  and  management  characteristics  of  a 
prime  contractor. 

b.  Ascertain  each  venturer’s  responsi¬ 
bility  for  the  financial  and  technical 
management  of  the  joint  venture.  Deter¬ 
mine  the  composition  of  the  joint  ven¬ 
ture  management  team,  the  location  of 
the  joint  venture  program  office,  the 
procedures  for  preparing  the  joint  ven¬ 
ture  financial  statements,  tax  returns,  and 
government  billings  and  technical  re¬ 
ports.  Also  review  each  venturer’s  re¬ 
sponsibility  and  role  in  the  preparation  of 
the  joint  venture  proposal.  Ascertain 
each  venturer’s  responsi-  bilities  for  out¬ 
side  subcontractor  selection  and  material 
purchasing.  The  composition  of  the  key 
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personnel  to  the  joint  venture  should  also 
be  analyzed.  When  considered  together 
this  information  will  help  determine  the 
actual  relationship  between  the  ventur¬ 
ers.  It  will  also  help  determine  if  one 
venturer  exercises  control  over  the  joint 
venture. 

c.  Review  the  composition  of  the  joint 
venture  or  teaming  arrangement  capital 
and  equity  to  help  determine  if  one  of  the 
venturers  exercises  ownership  control. 
Analyze  any  cost  and  revenue  sharing 
agreements  and  asset  contributions. 

d.  Review  the  technical  relationship 
between  the  venturers  by  reviewing  the 
written  agreement,  any  technical  ex¬ 
change  agreements,  the  cost  and  technical 
proposals,  the  contract  and/or  subcon¬ 
tract  statements  of  work,  and  other  rele¬ 
vant  documentation.  Determine  the  as¬ 
signment  of  technical  responsibilities  to 
each  venturer,  the  integration  of  work 
products  between  the  venturers,  and  the 
technical  areas  of  exj^rtise  of  each  ven¬ 
turer.  The  responsibilities  of  each  organi¬ 
zation  for  technical  interface  with  the 
government  can  also  help  determine  the 
technical  relationship  between  the  ven¬ 
turers. 

e.  Discuss  the  joint  venture/teaming 
arrangement  with  the  cognizant  DCAA 
ofTices  for  the  other  venturing  contrac¬ 
tors  to  help  ensure  consistent  audit  treat¬ 
ment.  Coordinate  with  the  other  cogni¬ 
zant  DCAA  offices  to  establish  responsi¬ 
bilities  for  audits  of  forward  pricing 
proposals,  public  vouchers,  progress  pay¬ 
ments,  etc.,  to  request  appropnate  assist 
audits,  and  to  ensure  adequate  audit 
coverage  of  joint  venture  costs.  See  6-800 
and  9-100  for  additional  guidance  on 
audit  coordination  between  DCAA  of¬ 
fices  and  for  requesting  assist  audits. 

7-1808  Accounting  Considerations 
for  Joint  Ventures,  Teaming 
Arrangements,  and  SBUs 

7-1808.1  Acconnting  ConsMenitions  for 
Joint  Ventures 

a.  General.  A  joint  venture,  proposed 
and  established  as  a  separate  business 
entity,  should  have  its  own  set  of  books 
and  supporting  documentation  sufficient 
for  an  audit  trail.  Transactions  should  be 
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recorded  consistent  with  the  joint  ven¬ 
ture  agreement  (7- 1807a.),  and  care  must 
be  taken  to  ensure  that  the  joint  venture 
bears  its  equitable  share  of  the  costs.  For 
audit  guidance  on  the  general  implica¬ 
tions  of  FAR,  CAS,  and  GAAP  in  the 
review  of  joint  ventures  and  SBUs,  see  7- 
1810. 

b.  Incorporated  Joint  Ventures.  Inves¬ 
tors,  in  most  circumstances,  should  use 
the  equity  method  to  account  for  incor¬ 
porated  joint  ventures.  The  generally 
accepted  accounting  principles  (GAAP) 
relating  to  this  method  of  accounting  for 
investments  in  joint  ventures  are  con¬ 
tained  in  APB  Opinion  No.  18,  “The 
Equity  Method  of  Accounting  for  Invest¬ 
ments  in  Common  Stock,"  and,  to  a 
lesser  extent,  in  APB  Opinion  No.  23, 
“Accounting  for  Income  Taxes-Special 
Areas.”  Paragraph  16  of  APB  18  con¬ 
cludes  that  investments  in  common  stock 
of  incorporated  joint  ventures  should  be 
accounted  for  by  the  equity  method, 
regardless  of  the  percentage  of  stock  held, 
to  reflect  the  underlying  nature  of  their 
investment  in  such  ventures.  The  uncom¬ 
mon  circumstances  under  which  the  cost 
method  of  accounting  for  incorporated 
joint  ventures  should  be  used  in  lieu  of 
the  equity  method  are  noted  in  paragraph 
16  of  APB  Opinion  No.  18. 

c.  Unincorporated  Joint  Ventures.  The 
provisions  of  APB  Opinion  No.  18  have 
generally  been  interpreted  as  being  appli¬ 
cable  to  unincorporated  joint  ventures  as 
well  as  incorporated  joint  ventures. 
Therefore,  in  most  circumstances  when 
the  investment  in  an  unincorporated 
joint  venture  is  material,  the  equity 
method  should  also  be  used  to  account 
for  the  investment. 

d.  Joint  Venture  Accounting  as  a  Part¬ 
nership.  If  a  joint  venture  elects  to  be 
treated  as  a  partnership,  or  is  required  by 
either  the  Federal  tax  code  or  any  state's 
partnership  laws  to  be  treated  as  a  part¬ 
nership,  then  the  joint  venture  should  (1) 
adopt  accounting  practices  that  are  con¬ 
sistent  with  the  single  entity  concept,  and 
(2)  maintain  a  complete  set  of  books  and 
records. 

e.  See  7-1807  for  criteria  to  help  deter¬ 
mine  the  actual  relationship  between  the 
venturing  contractors. 
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7-1808.2  Accounting  Considerations  for 
Teaming  Arrangements 

a.  The  accounting  for  teaming  arrange¬ 
ments  should  be  consistent  with  the  form 
of  business  organization  that  the  teaming 
contractors  have  agreed  to  and  disclosed 
in  their  proposal(sT  For  example,  if  the 
agreed-to  arrangement  is  in  the  form  of  a 
joint  venture,  then  this  should  be  dis¬ 
closed  in  the  proposalis)  and  the  account¬ 
ing  principles  applicable  to  a  joint  ven¬ 
ture  should  be  followed.  FAR  9.603  re¬ 
quires  contractors  to  fully  disclose  ail 
teaming  arrangements  in  their  offers.  If 
an  arrangement  is  entered  into  after 
submitting  an  offer,  then  disclosure  is 
r^uired  before  the  arrangement  becomes 
effective. 

b.  When  the  characteristics  of  joint 
control  (i.e.,  joint  property,  joint  liability 
for  losses  and  expenses,  and  joint  partici- 

ation  in  profits)  are  evident,  then  the 

usiness  arrangement  is  a  joint  venture. 
If  the  characteristics  of  joint  control  are 
not  evident,  then  the  terms  of  the  busi¬ 
ness  arrangement  should  be  reviewed  to 
see  if  a  prime  contractor/subcontractor 
relationship  exists  between  the  parties. 
Note,  however,  that  a  disclaimer  of  a 
joint  venture  arrangement  in  itself  does 
not  preclude  an  arrangement  from  being 
classified  as  a  joint  venture  if  it  possesses 
the  characteristics  of  a  joint  venture.  See 
7-1807  for  criteria  to  determine  the  actu¬ 
al  relationship  between  the  contractor 
organizations. 

7-1808 J  Accounting  Considerations  for 
SBUs 

A  Special  Business  Unit  or  SBU,  as 
explained  in  7-1802f.,  is  DCAA’s  term  to 
describe  a  contractor  subsidiary,  divi¬ 
sion,  or  other  form  of  business  organiza¬ 
tion  established  to  accomplish  certain 
specific  tasks  or  to  rain  a  competitive 
advantage.  It  is  not  a  distinct  entity  form; 
therefore,  the  accounting  for  an  SBU 
should  follow  the  principles  established 
for  the  actual  entity  involved  and  be 
consistent  with  the  contractor's  disclosed 
accounting  practices. 

7-1809  Federal  Income  Tax 
Considerations 

7-1809.1  Tax  Classification  and 
Definitions  of  Organizations 

a.  General.  The  classification  and  defi¬ 
nitions  of  organizations  for  Federal  tax 


purposes  are  contained  in  the  regulations 
of  the  Internal  Revenue  Service  (26  CFR 
301.7701-1  et  seq.).  Except  for  organiza¬ 
tions  of  professional  persons,  local  law 
will  have  little  bearing  in  the  determina¬ 
tion  of  an  entity’s  classification  for  tax 
purposes.  The  tax  and  common  business 
law  definitions  for  the  various  types  of 
business  organizations  are  usually  differ¬ 
ent.  Some  examples  of  these  differences 
are  noted  below. 

b.  Corporation.  The  term  “corpora¬ 
tion”  as  defined  in  the  CFR  is  not  limited 
to  the  entity  commonly  known  as  a 
corporation  (see  7-1 802a.);  it  includes  an 
association,  a  trust  classified  as  an  associ¬ 
ation  due  to  the  nature  of  its  activities,  a 
joint-stock  company,  an  insurance  com¬ 
pany,  and  certain  kinds  of  partnerships. 

c.  Partnership. 

(1)  The  term  “partnership”  is  also 
broadly  defined  in  the  CFR  to  encompass 
just  about  ail  types  of  unincorporated 
organizations  including  most  forms  of 
syndicates,  groups,  pools,  and  joint  ven¬ 
tures.  In  other  words,  if  a  legal  business 
entity  does  not  constitute  a  trust,  estate, 
or  corporation  for  tax  purposes,  then  it  is 
likely  to  be  considered  a  partnership. 
Further  note  that  the  tax  status  of  a 
partnership  is  not  affected  by  the  fact 
that  a  corporation  may  be  one  of  the 
partners,  or  that  local  law  does  not  per¬ 
mit  a  corporation  to  be  a  partner. 

(2)  Notwithstanding  the  above,  DoD 
contractors  have  established  several 
forms  of  unincorporated  joint  ventures 
and  joint  venture  teaming  arrangements 
that  they  do  not  consider  to  be  partner¬ 
ships  for  tax  purposes. 

d.  Limited  Partnership.  A  limited  part¬ 
nership,  depending  i^n  its  specific  char¬ 
acteristics,  is  classified  in  the  CFR  as 
either  an  ordinary  partnership  or  as  an 
association  taxable  as  a  corporation. 

e.  Association.  Section  301.7701-2  of 
the  CFR  defines  an  association  as  a 
corporation  if  it  has  certain  characteris¬ 
tics,  including:  (1)  associates,  (2)  free 
transferability  of  interest,  (3)  an  objective 
of  carrying  on  a  business  and  distributing 
profits,  (4)  liability  for  debt  limited  to 
corporate  property,  (S)  continuity  of  life 
(i.e.,  a  going  concern),  and  (6)  central 
management. 
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7-1809.2  Review  of  Tax  Returns 

a.  Review  the  joint  venture,  teaming 
arrangement,  or  SBU  tax  returns  and 
supporting  records  to  determine,  con¬ 
firm,  or  gain  additional  insight  into  the 
type  and  nature  of  the  contracting  entity. 
Tax  information  can  answer  questions  on 
ownership  and  control  and  on  whether  a 
given  oi^nization  exists  as  a  separate 
legal  business  entity  or  as  a  component  of 
a  contractor’s  existing  business  entity. 
When  reviewing  a  joint  venture  or  team¬ 
ing  arrangement  that  may  or  should  be 
treated  as  a  partnership  for  tax  purposes, 
request  Schedules  K  and  K-l,  supporting 
Partnership  Return  Form  1065.  These 
schedules  address  the  apportionment  of 
income,  credits,  deductions,  etc.  to  the 
individual  partners  (i.e.,  joint  ventur¬ 
ers/team  members).  They  also  identify 
the  individual  partners  and  contain  other 
information  relating  to  the  assessment  of 
costs,  degree  of  control,  ownership  of 
capital,  percentages  of  profit  and  loss 
sharing,  and  credits. 

b.  General  guidance  on  the  review  of 
contractor  tax  returns  is  provided  in  5- 
109,  and  brief  descriptions  of  some  of  the 
applicable  tax  forms  are  presented  in  S- 
1S2. 

7-1810  FAR  and  CAS  Considerations 
for  Joint  Ventures,  Teaming 
Arrangements,  and  SBUs 

7-1810.1  FAR  Compliance 

a.  General.  The  FAR  does  not  specifi¬ 
cally  address  a  joint  venture  as  a  party  in 
the  procurement  of  supplies  and  services 
under  government  contracts.  It  is  there¬ 
fore  necessary  to  understand  the  purpose 
for  and  characteristics  of  a  joint  venture 
when  reviewing  the  venture  in  terms  of 
the  FAR,  specifically  the  FAR  cost  prin¬ 
ciples  on  allowable  costs. 

b.  Material/Service  Costs  and  Venture 
Control.  When  one  of  the  venture  partici¬ 
pants  exercises  majority  control  over  the 
joint  venture,  FAR  31.205-26(e)  specifi¬ 
cally  provides  that  the  transfer  of  materi¬ 
al  costs  or  service  costs  from  any  of  that 
company’s  segments  to  the  joint  venture 
should  be  on  the  basis  of  cost  incurred, 
unless  competitive  or  catalog  prices  are 
involved.  In  the  event  that  the  venture 


members  appear  to  be  equal  participants, 
the  provisions  of  FAR  3I.205-26(e)  still 
apply,  if  the  auditor  can  determine  that 
one  of  the  members  actually  exercises 
predominant  control  over  the  venture. 
To  help  make  this  determination  the 
auditor  should  look  at  the  venture  agree¬ 
ments  to  ascertain  if  any  member  has 
significant  risk  or  underwriting  responsi¬ 
bility  in  disproportion  to  the  others. 

7-1810.2  CAS  Compliance 

a.  CAS  Disclosure  Statements. 

(1)  General.  Any  defense  contractor 
which,  together  with  its  segments,  re¬ 
ceives  awards  of  CAS-covered  n^otiated 
national  defense  contracts  totaling  more 
than  $10  million  in  its  most  recent  cost 
accounting  period  must  submit  a  CAS 
Disclosure  Statement  (48  CFR  9903.202- 
1(b)).  Furthermore,  any  business  unit 
that  is  selected  to  receive  a  CAS-covered 
negotiated  national  defense  contract  or 
subcontract  of  $10  million  or  more  is  also 
required  to  submit  a  Disclosure  State¬ 
ment. 

(2)  Joint  ventures  are  composed  of  two 
or  more  contractors  each  of  which  may 
have  already  filed  a  Disclosure  Statement 
as  a  result  of  having  obtained  other 
government  contracts.  Review  the  char¬ 
acteristics  of  the  joint  venture  to  deter¬ 
mine  if  the  joint  venture  meets  the  defini¬ 
tion  of  a  CAS  segment. 

(3)  The  need  for  a  joint  venture  CAS 
Disclosure  Statement  depends  upon  the 
characteristics  of  the  venture  itself.  The 
determination  must  be  made  on  a  case- 
by-case  basis.  Where  the  joint  venture  is 
the  entity  actually  performing  the  con¬ 
tract,  has  the  responsibility  for  profit 
and/or  producing  a  product  or  service, 
and  has  certain  characteristics  of  owner¬ 
ship  or  control,  a  Disclosure  Statement 
should  be  required.  Where  the  venture 
merely  unites  the  efforts  of  two  contrac¬ 
tors  performing  separate  and  distinct 
portions  of  the  contract  with  little  or  no 
technical  interface,  separate  joint  venture 
disclosure  may  not  be  required.  Where 
doubt  exists,  discuss  the  circumstances 
with  the  contracting  officer. 

b.  CAS  covered  contractors  that  have 
established  joint  ventures  or  SBUs  which 
satisfy  the  basic  criteria  for  a  segment  or 
business  unit  are  usually  found  to  be  in 
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compliance  with  those  provisions  of  CAS 
which  deal  with  the  consistency  and 
fragmentation  of  allocation  bases.  Con¬ 
versely,  contractors  with  joint  ventures  or 
SBUs  which  do  not  satisfy  the  basic 
criteria  for  a  segment  or  business  unit  are 
often  found  to  be  in  noncompliance  with 
CAS.  Further  background  on  the  most 
frequently  cited  areas  of  noncompliance 
is  provided  below. 

c.  CAS  403  and  the  Allocation  of 
Home  Office  Expenses. 

(1)  General.  Most  of  the  joint  ventures 
or  teaming  arrangements  encountered  to 
date  have  been  established  as  CAS  403 
segments  with  the  venturing  companies 
acting  as  intermediate  home  offices  for 
their  share  of  the  venture  costs.  Such 
arrangements  usually  involve  the  adop¬ 
tion  of  a  “special”  method  of  allocating 
residual  home  office  expenses  wherein 
each  venturer  allocates  a  portion  of  its 
residual  expenses  to  their  portion  of  the 
joint  venture  costs.  Notwithstanding  this 
background  on  the  typical  arrangement, 
follow  the  guidance  below  in  the  review 
of  home  office  expenses  relative  to  joint 
ventures. 

(2)  If  the  joint  venture  or  teaming 
arrangement  is  considered  a  segment  in 
accordance  with  the  definition  of  CAS 
403  (see  a  &  b  above),  the  auditor  needs 
to  ensure  that  each  of  the  venturing 
companies  (a)  identifies  and  directly  allo¬ 
cates  those  home  office  expenses  that 
were  specifically  incurred  in  support  of 
the  joint  venture,  (b)  separately  allocates 
to  the  joint  venture  its  share  of  home 
office  support  expenses  from  any  homo¬ 
geneous  pools,  and  (c)  adopts  one  of  the 
following  practices  for  the  allocation  of 
residual  expenses: 

(a)  The  venturers  can  request  a  special 
allocation  of  the  residual  expenses  in 
accordance  with  the  criteria  in  CAS 
403.5(XdKl). 

(b)  The  majority  or  controlling  contrac¬ 
tor  can  treat  the  joint  venture  as  a 
segment  of  its  company,  and  include  the 
entire  operations  of  the  venture  in  its 
formula  for  allocating  residual  expenses. 

(c)  The  minority  contractor  may  also 
allocate  its  company’s  residual  expenses 
to  joint  venture,  but  is  not  required  to. 

(3)  The  joint  ventures  and  teaming 
arrangements  that  have  not  been  formed 
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as  separate  CAS  403  segments  (see  a  &  b 
above)  generally  do  not  have,  and  would 
not  be  expected  to  have,  significant  assets 
or  payrolls  (elements  of  the  three  factor 
formula  for  allocating  residual  expenses). 
Home  office  expenses  are  allocated  to  the 
contracts  of  these  joint  ventures  in  the 
same  manner  that  the  venturing  compa¬ 
nies  allocate  these  expenses  to  their  other 
contract  work. 

d.  CAS  410.S0(d)  requires  that  the  cost 
input  base  used  to  allocate  the  G&A 
expense  pool  include  all  si^ificant  ele¬ 
ments  of  that  cost  input  which  represent 
the  total  activity  of  the  business  unit. 
Only  in  instances  where  a  particular  final 
cost  objective  in  relation  to  other  final 
cost  objectives  receives  significantly 
more  or  less  benefit  from  G&A  expense 
can  the  contractor  deviate  from  this 
requirement.  All  special  allocations  of 
this  nature  must  be  handled  in  accor¬ 
dance  with  CAS  410.50(j).  Such  special 
allocations  may  be  appropriate  in  unusu¬ 
al  circumstances  that  are  not  expected  to 
recur.  To  the  extent  that  subcontracts  or 
any  other  significant  element  of  cost 
input,  representative  of  the  total  activity 
of  the  unit,  are  excluded  from  the  base,  a 
noncompliance  occurs. 

e.  CAS  420.50(fX2)  requires  that  the 
cost  input  base  used  to  allocate 
IR&D/B&P  costs  to  all  final  cost  objec¬ 
tives  be  the  same  as  the  G&A  allocation 
base.  As  with  G&A  above:  (a)  only  in 
instances  where  a  particular  final  cost 
objective  in  relation  to  other  final  cost 
objectives  receives  significantly  more  or 
less  benefit  from  IR&D/B&P  costs  can 
the  contractor  deviate  from  this  require¬ 
ment,  and  (b)  to  the  extent  that  a  signifi¬ 
cant  element  of  cost  input  is  excluded 
ftom  the  base,  a  noncompliance  occurs. 

f.  CAS  418.50(dK2)  states  that  a  mate¬ 
rial  cost  base  is  appropriate  if  the  activity 
being  managed  or  suf^rvised  is  a  materi¬ 
al-related  activity.  Upon  selection  of  a 
material  cost  base,  all  significant  ele¬ 
ments  shall  be  included  in  that  allocation 
base. 

g.  When  reviewing  joint  ventures  or 
teaming  arrangements  that  have  been 
established  as  a  separate  business  entity 
and  which  have  a  CAS-covered  contract 
the  auditor  should: 
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(1)  Treat  the  venture  as  a  separate 
contractor  segment,  even  if  the  venture 
has  few,  if  any,  assets  or  employees,  and 
no  up-front  investment.  See  7-1806  for 
further  guidance  relating  to  the  determi¬ 
nation  of  separate  business  un¬ 
its/segments. 

(2)  Ensure  that  all  of  the  costs  that 
should  be  allocated  to  the  venture  are 
appropriately  allocated  to  the  venture  in 
accordance  with  the  provisions  of  CAS. 
(G&A  and  IR&D/B&P,  for  example, 
should  be  allocated  to  the  venture  accord¬ 
ing  to  the  provisions  of  CAS  403,  410, 
and  420.) 

h.  When  reviewing  joint  ventures  and 
teaming  arrangements  that  have  not  been 
established  as  a  separate  business  entity, 
the  auditor  should: 

(1)  Determine  the  reasons  why  the 
venture  is  not  being  treated  as  a  separate 
entity  or  CAS  business  unit/segment.  For 
example,  do  the  venturers  claim  that  a 
separate  segment  does  not  exist  because 
(a)  the  venture  has  no  assets,  employees, 
or  up-front  investment,  and/or  (b)  the 
cost  impact  of  establishing  the  venture  as 
a  separate  entity  is  not  significant  enough 
considering  the  extra  administrative 
costs  involved? 

(2)  Determine  how  the  venture  and 
venturing  companies  are  being  treated 
and  accounted  for.  For  example,  are  the 
venturing  companies  being  treated  as 
independent  contractors  (vs.  subcontrac¬ 
tors  to  the  joint  venture)? 

p)  Develop  a  position  based  on  appro¬ 
priate  consideration  of  (a)  the  CAS  re¬ 
quirements,  (b)  the  principle  of  “sub¬ 
stance  over  form,”  (c)  materiality  of  the 
cost  impact  associated  with  establishing  a 
separate  entity,  and  (d)  the  intent  of  the 
contracting  officer.  If  a  preliminary  posi¬ 
tion  is  developed  which  substantially 
differs  from,  or  conflicts  with,  the  intent 
of  the  contracting  officer,  elevate  this 
matter  through  normal  channels  to  the 
attention  of  the  Headquarters  Account¬ 
ing  Policy  Division. 

(4)  Meet  with  the  contracting  officer 
and/or  administrative  contracting  officer 
to  (a)  discuss  your  findings  and  the 
contracting  officer’s  position  with  respect 
to  the  arrangement,  and  (b)  work  toward 
changing  any  unsuitably  proposed  or  es¬ 
tablished  joint  ventures. 


(S)  Communicate  any  adverse  impact 
associated  with  the  joint  venture  arrange¬ 
ment  (i.e.,  CAS  noncompliance  or  ac¬ 
counting  inconsistency)  to  the  ACO,  cog¬ 
nizant  PCO,  and  other  PCOs  affected  by 
the  arrangement,  and  continue  to  closely 
monitor  the  arrangement  for  such  an 
impact. 

7*181 1  Changes  in  Cost  Accounting 
Practices 

a.  Basic  Audit  Requirement.  Once  a 
CAS-covered  joint  venture  or  SBU  is 
determined  to  be  a  legitimate  business 
unit,  and  there  are  no  apparent  CAS 
noncompliances  associated  with  the  allo¬ 
cation  of  costs,  the  auditor  must  next 
determine  whether  the  SBU  organization 
itself  has  impacted  the  costs  on  any 
existing  company  contracts,  and  if  so. 
whether  a  change  in  cost  accounting 
practice  occurred.  Each  organizational 
change  must  be  evaluated  separately  to 
determine  whether  a  change  in  cost  ac¬ 
counting  practice  has  occurred.  Specific 
criteria  for  making  these  determinations 
are  provided  in  48  CFR  9903.302  and 
CAM  Chapter  8,  and  are  restated  in  part 
below. 

b.  Basis  for  Audit  Determination. 

( 1 )  The  CAS  definition  for  a  change  in 
cost  accounting  practice  is  presented  in 
48  CFR  9903.302-2.  The  CAS  Board’s 
discussion  on  when  an  organizational 
change  may  be  considered  a  change  in 
cost  accounting  practice  is  presented  in 
Part  11,  Preamble  J,  of  the  Appendix  to 
FAR  loose-leaf  edition.  As  part  of  this 
discussion,  the  Board  stated  that  while 
organizational  changes  by  themselves  are 
not  changes  in  cost  accounting  practices, 
such  changes  may  cause  a  change  in  a 
contractor’s  cost  accounting  practices. 
The  Board  further  stated  that  the  deci¬ 
sion  as  to  whether  there  is  a  change  in 
cost  accounting  practice  should  be  made 
through  an  analysis  of  the  circumstances 
of  each  individual  situation  based  on  the 
criteria  being  promulgated  in  the  CAS 
regulations. 

(2)  Any  organizational  change  which 
separates  (or  consolidates)  business  units’ 
indirect  pools  or  bases,  and  which  results 
in  an  alteration  in  the  composition  of  the 
pools  or  bases:  (a)  represents  a  change  in 
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cost  accounting  practice,  and  (b)  requires 
an  adjustment  to  CAS  covered  contracts 
for  any  increased  costs  per  the  CAS 
clause  (FAR  52.230-2). 

c.  References  For  Pursuing  Cost  Ac¬ 
counting  Changes.  The  CAS  rules,  regula¬ 
tions,  and  administrative  i^uirements 
for  changes  in  cost  accounting  practices 
are  contained  in  48  CFR  9903.3  FAR 
30.602,  and  CAS  contract  clause  FAR 
52.230-5,  “Administration  of  Cost  Ac¬ 
counting  Standards.”  CAM  addresses  ac¬ 
counting  changes  in  8-303.3  and  8-500. 


d.  Evaluating  Cost  Impact.  When  re¬ 
viewing  a  joint  venture  or  SBU  to  deter¬ 
mine  the  cost  impact  on  existing  compa- 
ny(s)  contracts,  care  must  be  taken  to 
distinguish  between  (1)  the  cost  impact 
due  to  the  change  in  the  composition  of 
the  pool  and  base  and  (2)  the  impact  due 
to  the  initial  adoption  of  a  cost  account¬ 
ing  practice,  or  the  partial  or  total  elimi¬ 
nation  of  a  cost  or  the  cost  of  a  function, 
which  are  not  considered  changes  in  cost 
accounting  practices  under  CASB  rules 
and  regulations. 
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7-1900  Section  19  - 
7-1901  Introduction 

This  section  covers  other  areas  of  cost 
not  r^uiring  a  full  section  coverage  at 
this  time. 

7-1902  Personnel  Procured  From 
Outside  Sources 

Some  contractors  have  adopted  the 
practice  of  obtaining  enmneers,  technical 
writers,  technicians,  craftsmen,  and  other 
personnel  by  subcontract  (commonly 
called  “Purchased  Labor”)  rather  than  by 
direct  hire.  Such  practice,  if  for  any 
reason  other  than  to  meet  temporary  or 
emergency  requirements,  should  be  care¬ 
fully  studied  to  determine  whether  any 
additional  costs  resulting  therefrom  are 
reasonable,  necessary,  and  properly  allo¬ 
cable  to  government  contracts. 

7-1902.1  Audit  ConsideratioBs 

a.  The  accounting  treatment  of  pur¬ 
chased  labor  varies  depending  on  the 
circumstances  under  which  purchased 
labor  costs  are  incurred. 

b.  Purchased  tabor  most  likely  causes 
no  fringe  benefits  and  other  employee- 
related  costs  to  be  incurred  by  the  con¬ 
tractor.  Such  costs  are  generally  paid  by 
the  entity  providing  personnel  perform¬ 
ing  the  effort. 

c.  A  fundamental  requirement  of  CAS 
418  is  that  pcraled  costs  shall  be  allocated 
to  cost  objectives  in  a  reasonable  propor¬ 
tion  to  the  causal  or  beneficial  relation¬ 
ship  of  the  pooled  costs  to  cost  objec¬ 
tives.  Purchased  labor  must  share  in  an 
allocation  of  indirect  expenses  where 
there  is  a  causal  or  beneficial  relation¬ 
ship,  and  the  allocation  method  must  be 
consistent  with  the  contractor’s  disclosed 
accounting  practices.  In  accordance  with 
CAS  418,  a  separate  allocation  base  for 
purchased  labor  may  be  necessary  to 
allocate  simificant  overhead  costs  to  pur¬ 
chased  labor  such  as  supervision  and 
occupancy  costs,  or  to  eliminate  other 
costs  not  benefiting  purchased  labor  such 
as  fringe  benefits  costs. 

d.  Where  the  effort  of  purchased  labor 
is  performed  in-house  using  the  contrac- 
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tor’s  supervision  and  facilities,  overhead 
exclusive  of  fringe  benefits  and  other 
employee  related  costs,  if  material  in 
amount,  should  be  allocated  to  purchased 
labor.  Conversely,  where  the  effort  of 
purchased  labor  is  performed  off-site 
under  the  supervision  and  control  of  an 
entity  other  than  the  contractor,  none  of 
the  contractor’s  labor  overhead  costs  may 
be  allocable  to  purchased  labor. 

7-1902.2  Audit  Procednies 

The  accounting  treatment  for  pur¬ 
chased  labor  must  be  evaluated  on  a  case- 
by-case  basis  with  consideration  given  to 
the  materiality  of  costs  involved  and  the 
overall  effect  of  the  accounting  treatment 
on  final  cost  objectives.  Acceptance  or 
rejection  of  the  contractor’s  treatment  of 
purchased  labor  must  be  based  upon  (1) 
the  causal  and  beneficial  relationship  of 
indirect  expenses  and  purchased  labor, 
and  (2)  the  nature  of  the  employ¬ 
er/consultant  relationship  using  the  Inter¬ 
nal  Revenue  Services  arms-lengtb  tests. 
In  making  this  assessment,  the  auditor 
should: 

a.  Review  the  contractor’s  policy,  with 
emphasis  on  the  criteria  used  in  deter¬ 
mining  whether  personnel  should  be  ob¬ 
tained  from  outside  sources  instead  of  by 
direct  hire. 

b.  Analyze  the  purchased  labor  during 
the  current  or  most  recently  conimleted 
fiscal  year,  whichever  provides  sufficient 
information,  to: 

(1)  Determine  the  number  of  pur¬ 
chased  labor  personnel  and  the  duration 
of  their  engagement. 

(2)  Compare  the  number  of  employees 
on  the  contractor’s  payroll  (in  each  classi¬ 
fication  of  purchased  labor  involved) 
with  the  number  of  equivalent  personnel 
obtained  from  outside  sources. 

(3)  Compare  the  cost  per  staff-year 
with  the  contractor’s  comparable  person¬ 
nel. 

(4)  Evaluate  the  contractor’s  reasons 
for  resorting  to  the  practice.  This  is 
particularly  important  where  the  engage¬ 
ment  extends  beyond  one  year. 

(5)  Determine  whether  the  contractor’s 
practices  are  equitable  with  respect  to  the 
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utilization  of  purchased  labor  on  govern¬ 
ment  contracts  as  compared  to  commer¬ 
cial  work,  and  on  fixed-price  contracts  as 
compared  to  cost-type  contracts;  and 
whether  the  accounting  treatments  of  the 
costs  of  such  personnel  and  contractor 
personnel  performing  the  same  kind  of 
work,  including  allocation  of  related 
overhead  expenses,  are  equitable. 

c.  Coordinate  with  government  pro¬ 
duction  specialists,  project  engineers, 
purchase  methods  analysts,  and  others  on 
matters  such  as  the  enectiveness  of  per¬ 
formance,  staffing  requirements,  equiva¬ 
lent  job  classifications,  and  the  award 
and  pricing  of  the  agreements. 

d.  Examine  prior  years’  records  to 
determine  if  the  practice  shows  an  in¬ 
creasing  or  decreasing  trend. 

7-1903  Employee  Welfare  and 
Morale  Expense 

Employee  welfare  and  morale  expenses 
are  costs  incurred  on  activities  to  im¬ 
prove  working  conditions,  employer-em¬ 
ployee  relations,  employee  morale,  and 
employee  performance.  Expenses  and  in¬ 
come  generated  by  employee  welfare  and 
morale  activities  should  be  reviewed  for 
compliance  with  FAR  31.205-13. 

7-1903.1  Audit  Considerations 

a.  General 

(1)  Aggregate  costs  incurred  for  em¬ 
ployee  welfare  and  morale,  less  credits  for 
income  generated  by  these  activities,  are 
allowable  except  as  noted  in  paragraphs 
c.  and  d.  below,  to  the  extent  that  the  net 
amount  is  reasonable. 

(2)  Costs  relating  to  welfare  and  morale 
activities,  e.g.,  company  parties,  ban¬ 
quets,  plant-wide  picnics  or  outings,  pub¬ 
lications  intended  for  communicating 
with  employees,  etc.,  if  significant, 
should  be  subjected  to  the  test  of  reason¬ 
ableness  as  to  purpose  and  amount  (also 
see  7- 1203.2a).  When  reasonableness  as 
to  purpose  has  been  established,  reason¬ 
ableness  of  amount  should  ordinarily  be 
applied  to  overall  amounts  and  not  to 
individual  items  of  cost,  provided  the 
items  are  not  specifically  unallowable  by 
FAR  Part  31.  Where  restaurant  or  other 
employee  services  are  furnished  by  a 
concessionaire,  the  auditor  should  review 
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the  agreement  with  the  concessionaire 
and  determine  whether  the  contractor 
effectively  monitors  the  operation. 

b.  Employee  Associations 

(1)  If  a  contractor  has  an  arrangement 
permitting  an  employee  association  to 
retain  the  income  from  vending  ma¬ 
chines,  such  income  should  be  considered 
in  evaluating  the  total  cost  of  the  employ¬ 
ee  welfare  and  morale  program  as  if  the 
contractor  received  the  income  (FAR 
3 1.205- 13(c)  and  (d)).  The  auditor  should 
examine  the  records  of  the  employee 
association  to  ascertain  that  the  income 
was  reasonably  expended  for  the  pur¬ 
poses  intended  and  that  there  is  no  undue 
accumulation  of  unspent  funds.  Any  such 
accumulation  should  accrue  to  the  gov¬ 
ernment  by  treating  it  as  a  deduction 
from  otherwise  allowable  overhead. 

(2)  In  some  instances,  em{)loyee  associ¬ 
ations  may  use  the  vending  machine 
income  for  the  purchase  of  recreational 
and  other  employee  welfare  tangible  per¬ 
sonal  or  real  property,  or  the  employee 
association  may  purchase  assets  by 
means  of  a  loan  or  mortgage.  Allowable 
costs  on  capital  assets  thus  purchased  are 
limited  to  the  equivalent  amount  of  costs 
that  would  be  allowable  if  the  contractor 
had  acquired  the  property  and  incurred 
the  costs  directly  (FAR  3 1.205-1 3(d)). 
Accordingly,  allowable  costs  will  normal¬ 
ly  be  restricted  to  ownership  costs  such  as 
depreciation,  insurance,  taxes,  etc.  The 
total  expenditure  for  property  should  not 
be  allowed  as  a  cost  in  the  year  of 
purchase,  except  where  the  property  in¬ 
volved  is  of  the  type  that  would  be 
expensed  under  the  contractor’s  normal 
accounting  practices. 

c.  Major  Property  Acquisitions  for  Em¬ 
ployee  Welfare  Purposes 

The  reasonableness  of  major  property 
acquisitions  for  employee  welfare  pur¬ 
poses  is  necessarily  a  matter  of  some 
significance.  The  auditor  should  review 
such  purchases  to  determine  whether  (1) 
they  are  reasonable  under  the  criteria  set 
forth  in  FAR  31.201-3  and  (2)  costs 
resulting  therefrom  are  properly  allocable 
to  government  contracts.  If  the  assets 
acquired  are  not  of  a  type  generally 
recognized  as  ordinary  and  necessary  for 
purposes  of  employee  welfare  and  mo¬ 
rale,  the  related  costs  may  be  considered 
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unreasonable  and,  therefore,  not  accept¬ 
able.  A  situation  fitting  this  category 
would  be  when  the  acquisition  benefits 
only  a  limited  number,  or  certain  classes, 
of  employees.  As  a  further  consideration, 
real  property  donated  or  acquired  from 
contributions  made  by  the  contractor 
should  be  carefully  scrutinized,  as  it 
would  seldom  be  reasonable  for  the  con¬ 
tractor  to  give  the  property  to  its  employ¬ 
ee  organization.  Doing  so  would  not  as  a 
rule  give  the  employee  association  any 
benefit  from  the  use  of  the  property  that 
it  would  not  enjoy  had  the  contractor 
retained  title.  By  retaining  title  the  con¬ 
tractor  would  keep  a  valuable  asset  which 
could  be  converted  to  other  use  or  sold 
when  it  is  no  longer  needed  for  its 
original  purpose. 

d.  Cafeteria  Losses 

(1)  The  costs  of  cafeteria  operations 
should  include  all  indirect  expenses  per¬ 
taining  to  these  services,  as  required  by 
the  full  absorption  cost  methods  pre¬ 
scribed  by  CAS  418.  Auditors  will  verify 
that  an  allocable  share  of  occupancy  costs 
are  included  in  the  calculation  of  the  total 
costs  of  cafeteria  operations. 

(2)  Losses  from  operating  cafeterias 
may  be  included  as  costs  only  if  the 
contractor’s  objective  is  to  operate  such 
services  on  a  break-even  basis.  One  factor 
to  consider  is  whether  the  prices  chained 
are  comparable  to  those  available  in 
commercial  establishments.  Losses  sus¬ 
tained  because  these  services  are  fur¬ 
nished  without  charge  or  at  unreasonably 
low  prices  obviously  would  not  be  condu¬ 
cive  to  the  accomplishment  of  the  above 
objective  and  are  not  allowable.  How¬ 
ever,  a  loss  may  be  allowable,  provided 
the  contractor  can  demonstrate  that  un¬ 
usual  circumstances  exist  such  that  even 
with  efficient  management,  operating  the 
service  on  a  break-even  basis  would  re¬ 
quire  charging  inordinately  high  prices, 
or  prices  higher  than  those  charged  by 
commercial  establishments.  Examples  of 
unusual  circumstances  are:  (1)  adequate 
commercial  facilities  are  not  available,  or 
(2)  reasonable  prices  are  a  necessary 
incentive  to  keep  employees  on  site  to 
avoid  the  more  significant  costs  of  lost 
productive  time  due  to  longer  lunch 
periods  if  the  services  were  not  provided. 
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(3)  When  cafeteria  losses  are  claimed 
by  the  contractor,  it  is  the  contractor’s 
responsibility  to  demonstrate  that  unusu¬ 
al  circumstances  exist  and  to  provide 
supporting  documentation  such  as  price 
comparisons  with  similar  commercial  es¬ 
tablishments,  or  the  distance  of  restau¬ 
rants.  The  auditor  should  determine  the 
validity  of  the  contractor’s  justifications 
on  a  case-by-case  basis.  If  the  contractor 
fails  to  provide  adequate  documentation 
justifying  the  allowability  of  such  losses, 
the  auditor  should  question  the  costs. 

7-1904  Help  Wanted  Advertising 
Costs 

By  provision  of  FAR  31.205-1  (Public 
Relations  and  Advertising  Costs),  help 
wanted  advertising  costs  are  allowable 
provided  they  are  for  recruitment  of 
personnel  for  the  performance  of  contract 
obligations.  Help  wanted  advertising 
costs  are  often  incurred  for  common  or 
joint  objectives  so  that  the  specific 
amount  applicable  to  each  is  not  identifi¬ 
able.  FAR  3 1.205- 1(d)  provides  that  costs 
of  this  nature,  if  incurred  for  more  than 
one  government  contract  or  for  both 
government  work  and  other  work  of  the 
contractor,  are  allowable  to  the  extent 
that  the  principles  in  FAR  31.201-3  (De¬ 
termining  Reasonableness),  FAR  31.201- 
4  (Determining  Allocability),  and  FAR 
31.203  (Indirect  Costs)  are  observed. 
Also  see  CAM  6-407. 

7-1904.1  Audit  Considerations 

a.  Paragraph  (b)  of  FAR  31.205-34 
(Recruitment  Costs)  lists  several  condi¬ 
tions,  the  presence  of  any  one  of  which 
causes  the  costs  of  the  entire  advertise¬ 
ment  to  be  unallowable.  These  conditions 
and  related  audit  considerations  follow: 

(1)  FAR  31.205-34(bXl)  states  that 
advertisement  for  personnel  other  than 
those  required  to  perform  obligations 
under  a  government  contract  is  unallowa¬ 
ble.  However,  FAR  31.201-1  (Composi¬ 
tion  of  Total  Cost)  states  that  the  total 
cost  of  a  contract  is  the  sum  of  the 
allowable  direct  and  indirect  costs  alloca¬ 
ble  to  the  contract.  Therefore,  this  provi¬ 
sion  should  not  be  interpreted  so  as  to 
prohibit  the  allowance  of  help  wanted 
advertising  costs  applicable  to  indirect 
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employees,  such  as  accountants,  internal 
auditors,  lawyers,  etc.  This  provision 
does,  however,  prohibit  the  allowance  of 
help  wanted  advertising  costs  that  are  for 
personnel  peculiar  to  the  performance  of 
obligations  under  commercial  contracts. 

(2)  Help  wanted  advertising  which 
does  not  describe  specific  positions  or 
classes  of  positions  is  unallowable.  For 
example,  advertising  which  is  aimed  at 
building  a  backlog  of  resumes,  rather 
than  at  filling  specific  job  openings  would 
fall  under  the  unallowable  category.  Re¬ 
view  of  the  contractor’s  help  wanted 
advertisement  and  replies  to  applicants 
should  help  to  determine  whether  or  not 
the  advertisement  is  one  for  filling  specif¬ 
ic  job  openings.  When  the  contractor  is 
observed  to  be  expanding  its  current 
work  force,  an  audit  lead  should  be 
developed  and  pursued  in  a  subsequent 
audit  to  determine  whether  the  contrac¬ 
tor’s  projected  base  used  for  estimating 
overhead  rates  considers  such  expansion. 

(3)  Advertising  which  is  excessive  in 
relation  to  the  number  and  importance  of 
the  positions,  or  in  relation  to  the  prac¬ 
tices  of  the  industry,  is  unallowable. 
Inherent  in  any  such  determination  is  not 
only  the  size  of  a  particular  advertise¬ 
ment  in  a  publication,  but  also  the  length 
and  frequency  of  recruitment  advertising 
in  all  media  (including  radio  and  televi¬ 
sion).  Consideration  must  also  be  given 
to  the  effectiveness  of  the  advertising 
program  in  terms  of  responses  by  quali¬ 
fied  personnel  and  the  number  of  hires. 
This  is  an  area  in  which  technical  assis¬ 
tance  from  the  administrative  contract¬ 
ing  officer  can  be  most  useful. 

(4)  Help  wanted  advertising  which  in¬ 
cludes  material  that  is  not  relevant  for 
recruitment  purposes,  such  as  extensive 
illustrations  or  descriptions  of  the  com¬ 
pany’s  products  or  capabilities,  is  unal¬ 
lowable.  Conversely,  allowable  recruit¬ 
ment  advertising  should  be  limited  to 
information  such  as: 

(a)  Description  of  the  position(s)  being 
offered. 

(b)  Description  of  the  compensation 
and  fringe  benefits. 

(c)  Qualifications  of  the  applicant(s). 

(d)  Opportunities  for  advancement. 

(e)  Brief  description  of  the  company 
and  its  work. 


(f)  Pertinent  illustrations,  conservative 
in  size,  that  do  not  evidence  promotion 
of  the  sale  of  the  contractor’s  products  or 
fostering  of  its  image. 

(gi  Name  of  the  company,  conserva¬ 
tively  presented  in  relation  to  the  other 
information  in  the  advertisement. 

(h)  Help  wanted  advertising  (in  publi¬ 
cations)  which  includes  color  (other  than 
black  and  white)  is  unallowable. 

(i)  Recruitment  advertising  designed  to 
“pirate”  personnel  from  another  govern¬ 
ment  contractor  is  unallowable.  Falling 
into  this  category  would  be  advertising 
that  specifically  offers  excessive  fringe 
benefits  or  salaries  significantly  in  excess 
of  those  generally  paid  in  the  industry  for 
the  skills  involved.  Usually,  advertising 
of  this  nature  would  also  contain  features 
which  would  render  it  unallowable  within 
one  or  more  of  the  other  limitations 
noted  above. 

b.  By  reason  of  the  several  restrictions 
placed  on  their  allowability,  help  wanted 
advertising  costs  become  a  sensitive  au¬ 
dit  area.  Accordingly,  the  auditor  should 
review  any  corollary  help  wanted  adver¬ 
tising  costs  as  well  as  the  costs  of  the 
advertising  media  themselves.  The  costs 
of  photographs,  art  and  design  work, 
radio  and  television  tapes,  whether  pur¬ 
chased  or  incurred  in-house,  are  exam¬ 
ples  of  corollary  advertising  costs. 

7-1905  Professional  and  Consultant 
Service  Costs 

Professional  and  consultant  fees  repre¬ 
sent  costs  of  services  rendered  by  persons 
who  are  members  of  a  particular  profes¬ 
sion  or  possess  a  special  skill  and  who  are 
not  officers  or  employees  of  the  contrac¬ 
tor.  Such  costs  include  those  of  outside 
accountants,  lawyers,  actuaries,  and  mar¬ 
keting  consultants.  Contractors  should  be 
requested  to  obtain  billings  from  outside 
professionals  and  consultants  which 
itemize  amounts  applicable  to  retainer 
agreements,  fees  for  services  not  covered 
by  a  retainer,  expenditures  for  investiga¬ 
tive  and  other  services,  travel,  and  mis¬ 
cellaneous  expenses. 

7-1905.1  General  Considerations  on 
Outside  Professional  and  Consultant 
^rvices 

a.  The  cost  principle  covering  outside 
professional  and  consultant  services  is 
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contained  primarily  in  FAR  31.205-33, 
Professional  and  Consultant  Service 
Costs.  These  costs  are  allowable  when 
reasonable  in  relation  to  the  services 
rendered  and  when  not  contingent  upon 
recovery  from  the  government,  except  for 
expressly  unallowable  costs  noted  in  7- 
1905.3  (but  see  7-1918  for  costs  associ¬ 
ated  with  a  legal  or  administrative  pro¬ 
ceeding). 

b.  Some  factors  to  be  considered  in 
determining  the  allowability  of  costs  are 
listed  in  FAR  31.205-33(0- 

c.  Contractors  may  engage  outside  pro¬ 
fessionals  and  consultants  on  a  retainer- 
fee  basis.  Retainer  fees  must  be  support¬ 
ed  by  evidence  that:  (1)  the  services 
covered  are  necessary  and  customary,  (2) 
the  fee  is  reasonable  in  comparison  with 
maintaining  an  in-house  capabili^,  and 
(3)  the  level  of  past  services  justifies  the 
amount  of  the  retainer  fees. 

d.  The  auditor  should  assess  the  risk 
that  there  are  irregularities  associated 
with  consultant  costs.  For  example,  at¬ 
tempts  to  conceal  unallowable  {wlitical 
donations  or  bribes  by  classifying  them  as 
consultant  fees. 

7-1905.2  Adequacy  of  Supporting 
Evidential  Matter 

a.  For  contracts  entered  into  on  or  after 
7  March  1990,  fees  for  actual  services 
performed  (including  retainer  fees)  must 
be  supirarted  by  the  following  specific 
supporting  evidential  matter: 

(1)  Details  of  all  agreements  (e.g.  work 
requirements,  rate  of  compensation,  and 
nature  and  amount  of  other  expenses  if 
any)  and  details  of  actual  services  per¬ 
formed. 

(2)  Invoices  or  billings  submitted  by 
consultants,  including  sufficient  detail  as 
to  the  time  expended  and  nature  of  the 
actual  services  provided. 

(3)  Consultant  work  products  and  re¬ 
lated  documents,  such  as  trip  retorts 
indicating  persons  visited  and  subjects 
discussed,  minutes  of  meetings,  and  col¬ 
lateral  memoranda  and  reports. 

b.  While  the  applicable  FAR  cost  prin¬ 
ciple  prior  to  7  March  1990  did  not 
identify  specific  documentation  required 
to  support  claimed  cost,  it  did  contain  a 

?:eneral  evidentiary  requirement  (except 
or  retainer  fees)  that  claimed  cost  must 


be  supported  by  adequate  evidence  of  the 
nature  and  scope  of  services  furnished. 
Most,  if  not  all,  of  the  specific  supporting 
evidence  now  detailed  in  the  FAR  cost 
principle  would  be  critical  in  meeting  this 
general  evidentiary  requirement.  In  de¬ 
termining  the  adequacy  of  supporting 
evidential  matter,  the  auditor  should 
obtain  (1)  sufficient,  (2)  competent,  and 
(3)  relevant  evidence  to  afford  a  reason¬ 
able  basis  for  the  auditor's  judgements 
and  conclusions. 

(1)  Determining  the  sufficiency  of  evi¬ 
dence  requires  the  auditor  to  use  judg¬ 
ment  in  assessing  the  type  and  extent  of 
evidence  necessary  to  corroborate  the 
consultant  or  professional  agreement. 
Such  corroborating  evidence  may  include 
statements  of  actual  work,  invoices,  work 
products,  trip  reports,  meeting  minutes, 
collateral  memorandums,  or  evidence  of 
other  company  actions  taken  in  response 
to  the  professional  or  consultant’s  effort. 
For  example,  if  there  is  no  work  product, 
then  the  auditor  would  require  evidence 
such  as  statements  of  actual  work,  in¬ 
voices,  and/or  professional  or  consultant 
agreements.  However,  if  a  work  product 
does  exist,  an  invoice  alone  may  be 
sufficient. 

(2)  In  evaluatin|  the  competence  of 
evidence,  the  auditor  should  carefully 
consider  whether  reasons  exist  to  doubt 
its  validity  or  completeness.  If  so,  the 
auditor  should  obtain  additional  evi¬ 
dence  or  reflect  the  situation  in  the 
report.  For  example,  if  the  contractor  has 
prepared  a  professional’s  or  consultant’s 
statement  of  work  on  an  afler-the-fact 
basis,  then  the  auditor  will  require  addi¬ 
tional  evidential  matter.  Similarly,  if  no 
work  product  exists,  the  auditor  will 
require  some  form  of  third  party  verifica¬ 
tion,  e.g.,  a  statement  from  the  profes¬ 
sional  or  consultant,  or  the  contracting 
officer. 

(3)  The  information  used  to  prove  or 
disprove  an  issue  is  relevant  if  it  has  a 
logical,  sensible  relationship  to  that  issue. 
Information  that  does  not  is  irrelevant 
and  therefore  should  not  be  included  as 
evidence.  For  example,  if  no  work  prod¬ 
uct  exists,  the  auditor  will  require  some 
form  of  relevant  evidence.  In  such  a  case, 
the  presence  of  a  written  professional  or 
consultant  agreement  that  expired  two 
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years  ago  will  bear  little  or  no  relation¬ 
ship  to  the  current-year  professional  and 
consultant  costs,  and  is  therefore  not 
relevant  evidence.  On  the  other  hand,  a 
statement  of  actual  work  from  the  profes¬ 
sional  or  consultant  will  be  relevant  evi¬ 
dential  matter. 

c.  It  is  the  contractor’s  responsibility  to 
produce  adequate  evidential  matter  to 
support  the  claimed  costs.  If  the  auditor 
determines  that  the  claimed  costs  require 
additional  support,  then  he  or  she  should 
notify  the  contractor  as  to  the  additional 
data  required.  The  auditor  should  pro¬ 
vide  the  contractor  with  a  reasonable 
period  of  time  to  respond.  If  the  contrac¬ 
tor  fails  to  respond  within  this  period,  the 
costs  should  be  disallowed.  The  auditor 
should  not  attempt  to  obtain  the  addi¬ 
tional  data  by  requesting  attorneys,  con¬ 
sultants,  or  government  personnel  to  pre¬ 
pare  statements  of  work. 

7-1905.3  Allowability  of  Costs  and  Audit 
Considerations 

a.  Professional  and  consultant  c  ^sts  are 
subject  to  the  general  criteria  of  reason¬ 
ableness  and  allocability  in  FAR  31.201- 
3  and  31.201-4.  Costs  related  to  legal  and 
other  proceedings  are  also  governed  by 
FAR  31.205-47.  The  following  costs  are 
designated  as  unallowable  in  accordance 
with  the  FAR  provisions  as  referenced; 

(1)  Costs  contingent  upon  recovery 
from  the  government  (FAR  31.205- 
33(b)). 

(2)  Services  to  improtwr'y  obtain,  dis¬ 
tribute,  or  use  information  or  data  pro¬ 
tected  by  law  or  regulation  (FAR  3 1 .205- 
33(c)(1)). 

(3)  Services  that  are  intended  to  im¬ 
properly  influence  the  contents  of  solici¬ 
tations,  the  evaluation  of  proposals  or 
quotations,  or  the  selection  of  sources  for 
contract  award  (FAR  31.205-33(cX2)). 

(4)  Any  services  performed  or  other¬ 
wise  resulting  in  violation  of  any  statute 
or  regulation  prohibiting  impro^r  busi¬ 
ness  practices  or  conflicts  of  interest 
(FAR  31.205-33(cX3)). 

(5)  Services  performed  which  are  not 
consistent  with  the  purpose  and  scope  of 
the  services  contracted  for  or  agreed  to 
(FAR  31.205-33(cX4)). 

(6)  Costs  of  or^nization  and  reorgani¬ 
zation  (FAR  31.205-27). 
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(7)  Costs  of  raising  capital,  flnancing 
and  refinancing  operations,  preparation 
of  prospectuses,  and  preparation  and 
issuance  of  stock  rights  (FAR  31.205-20 
and  FAR  3 1 .205-27(a)). 

(8)  Costs  related  to  bad  debts  (FAR 
31.205-3). 

b.  Costs  incurr  ,d  by  employees  or 
officers  of  the  contractor  for  purposes 
which  are  similar  to  those  classified  as 
unallowable  by  FAR  31.205-33  are  also 
unallowable  even  though  that  cost  princi¬ 
ple  specifically  applies  to  outside  profes¬ 
sionals  and  consultants.  FAR  31.204(c) 
provides  that  the  failure  to  include  any 
item  of  cost  does  not  imply  that  it  is 
either  allowable  or  unallowable.  This 
determination  is  to  be  based  on  the 
overall  principles  and  standards  set  forth 
in  the  FAR  and  the  treatment  of  similar 
or  related  selected  items.  Under  that  rule, 
if  a  cost  is  unallowable  if  incurred  by  the 
performance  of  an  outside  service,  then 
the  cost  of  similar  work  performed  in- 
house  is  also  to  be  considered  unallowa¬ 
ble. 

7-1906  Capita’  ''terns  as  Contract 
Costs 

a.  Contractors  sometime  include  the 
unamortized  value  of  capital  equipment 
in  contract  cost  presentations.  For  items 
other  than  approved  special  tooling,  ma¬ 
chinery,  or  equipment,  and  in  the  ab¬ 
sence  of  specific  contractual  cover^e, 
the  auditor  will  question  costs  of  capital 
items  (See  also  FAR  Part  45). 

b.  Special  Tooling  and  Special  Test 
Equipment.  The  cost  of  special  tooling 
and  special  test  equipment  (as  defined  in 
FAR  45.101a)  used  in  performing  one  or 
more  government  contracts  is  allowable 
and  shall  be  allocated  to  the  specific 
government  contract  or  contracts  for 
which  acquired  (FAR  31.205-40).  In  au¬ 
diting  costs  for  special  tooling  or  test 
equipment,  determine  if  such  items  are 
properly  classified  and  authorized  under 
the  contract.  (See  FAR  45.306,  Special 
Tooling  and  FAR  45.307,  Special  Test 
^uipment).  Unauthorized  or  otherwise 
inappropriate  charges  for  this  type  of 
item  may  be  misclassifled  in  detailed  cost 
accumulations  such  as  for  material,  sup¬ 
plies,  or  miscellaneous  in-house  work 
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orders  for  fabrication,  production  sup¬ 
port,  or  maintenance  (see  9-602).  The 
auditor  will  use  the  government  property 
administrator’s  review  data  and  evalu¬ 
ation  reports,  and  should  request  techni¬ 
cal  assistance  to  review  any  observed  or 
suspected  deficiencies  (See  14-400). 

c.  For  all  new  DoD  contracts  awarded 
on  or  after  16  January  1987,  the  interim 
rule  issued  under  DoD  FAR  Supplement 
(DFARS)  215.871  requires  that;  (1)  A 
contract  shall  not  provide  for  payment  as 
a  direct  cost  of  more  than  50  percent  of 
the  full  acquisition  cost  of  Production 
Special  Tooling/Production  Special  Test 
Equipment  (PST/PSTE)  when  the  pur¬ 
chase  of  additional  quantities  of  like 
items  is  contemplated  in  subsequent 
years,  (2)  The  deferred  cost  of  PST/PSTE 
shall  not  be  shifted  or  assigned  to  other 
programs  by  charging  such  costs  to  indi¬ 
rect  cost  pools,  and  (3)  Special  provisions 
are  to  be  considered  for  inclusion  in 
solicitations  and  contracts  which  apply  to 
PST/PSTE.  Auditors  should  evaluate  for¬ 
ward  pricing  proposals,  forward  pricing 
rates,  public  vouchers  and  progress  pay¬ 
ments  for  compliance  with  this  provi¬ 
sion. 

7-1907  Employee  Termination 
Payments 

7-1907.1  Termination  Plans,  Early 
Retirement  Incentives,  and  ^verance 
Payments 

a.  A  termination  plan  sets  out  the 
criteria  used  by  a  contractor  to  terminate 
its  employees  and  determines  the  termi¬ 
nation  compensation  to  be  paid  to  those 
employees. 

b.  A  special  termination  plan  uses 
different  criteria  than  the  contractor’s 
normal  established  criteria  or  provides 
different  benefits  than  its  normal  estab¬ 
lished  benefits.  Special  termination  plans 
are  used  for  unusual  circumstances  such 
as  the  requirement  to  make  mass  termi¬ 
nations  or  a  goal  to  make  significant 
reductions  in  the  company’s  work  force. 
In  such  situations,  employers  have  found 
it  advantageous  to  provide  incentives  for 
employees  who  “volunteer”  to  be  termi¬ 
nated.  The  employer  can  design  these 
plans  to  limit  the  employees  eligible  for 


termination  as  well  as  steer  employees 
who  would  be  the  best  choices  from  the 
employer’s  viewpoint  toward  “volunteer¬ 
ing.” 

c.  Early  retirement  incentive  payments 
are  payments  made  pursuant  to  a  plan 
offered  exclusively  to  employees  eligible 
to  retire  under  a  pension  plan.  The 
purpose  of  such  plans  is  to  induce  eligible 
employees  to  make  an  election  to  retire 
early  and  receive  immediate  pension  ben¬ 
efits.  Early  retirement  incentives  are 
sometimes  included  within  a  termination 
plan.  If  included  in  a  termination  plan, 
the  early  retirement  incentive  policy  and 
procedures  must  meet  the  same  require¬ 
ments  as  if  it  were  a  separate  plan.  (For 
further  discussion  of  early  retirement 
incentive  payments,  see  7-608.)  FAR 

31.205- 6(j)(7)  limits  the  allowable 
amount  of  the  early  retirement  incentive 
payment  to  the  employee’s  annual  salary 
for  the  last  contractor  fiscal  year  com¬ 
pleted  prior  to  the  employee’s  retirement. 

d.  Severance  pay.  also  commonly  re¬ 
ferred  to  as  dismissal  wages,  is  defined  in 
FAR  31.205-6(g)  as  a  payment,  in  addi¬ 
tion  to  regular  salaries  and  wages,  to 
workers  whose  employment  is  being  in¬ 
voluntarily  terminated.  If  a  contractor 
makes  a  severance  pay  plan  available  to 
its  employees  regardless  of  their  retire¬ 
ment  eligibility,  the  payments  from  that 
severance  plan  are  allowable  if  they  are 
reasonable  and  in  accordance  with  FAR 

31.205- 6(g).  The  payments  made  under  a 
severance  pay  plan  to  employees  who, 
coincidently,  are  also  eligible  for  pension 
hH  subject  to  FAR  31.2O5-60)(7). 

e.  The  auditor  should  closely  review 
the  reasonableness  of  special  termination 
plans  that  offer  both  severance-type  ben¬ 
efits  and  early-retirement-incentive-type 
benefits  to  the  same  employee.  A  well 
designed  special  termination  plan  usually 
does  not  need  to  offer  both  of  these 
benefits  to  the  same  employee  to  achieve 
its  goals  to  reduce  levels  of  employment. 
Usually,  if  both  types  of  benefits  are 
included  in  the  plan,  the  employee  can 
choose  one  of  them,  but  not  both.  How¬ 
ever,  the  actual  determination  of  allowa¬ 
bility  must  be  made  considering  the 
reasonableness  of  the  entire  termination 
plan  (see  7-1907.7). 
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7-1907.2  Severance  Pay  Benefits 

Contractors  usually  have  a  severance 
pay  policy  that  pays  employees  a  set 
number  of  weeks’  pay  based  upon  years 
of  service.  However,  some  contractors 
may  provide  additional  termination  ben¬ 
efits,  such  as  medical  care,  education, 
and  relocation  expenses  in  order  to  re¬ 
duce  hardship  to  employees  terminated 
as  the  result  of  a  mass  work  force  reduc¬ 
tion  process.  These  additional  benefits 
also  represent  severance  pay.  The  allowa¬ 
bility  of  the  total  severance  pay  is  subject 
to  the  reasonableness  criteria  contained 
in  paragraph  (b)  of  FAR  31.205-6,  Com¬ 
pensation  for  Personal  Services.  Note 
that  FAR  31.205-6(b)  requires  the  con¬ 
tractor  to  demonstrate  reasonableness  of 
compensation  items.  It  specifies  factors 
to  be  considered  in  determining  reason¬ 
ableness,  including  the  compensation 
practices  of  other  firms  in  the  same 
industry  as  well  as  the  practices  of  firms 
engaged  in  non-government  work. 

7-1907.3  Severance  Payments  for 
Involuntary  versus  Voluntary 
Terminations 

FAR  31.205-6(g)  provides  that  sever¬ 
ance  pay  is  a  payment,  in  addition  to 
regular  salaries  and  wages,  to  workers 
whose  employment  is  being  involuntarily 
terminated.  This  provision  can  be  ap¬ 
plied  to  both  of  the  following  situations. 
First,  “involuntarily  terminated”  can  re¬ 
fer  to  situations  where  the  employee  has 
no  option  of  staying  with  the  company. 
Secondly,  “involuntarily  terminated”  can 
refer  to  situations  where  the  contractor 
has  an  established  goal  for  a  reduction  in 
work  force.  Whether  or  not  any  specific 
employee  is  given  an  option  to  stay  is 
irrelevant,  provided  that  the  contractor 
has  an  established  goal.  The  contractor’s 
commitment  to  a  work  force  reduction 
may  be  evidenced  by  providing  assurance 
to  the  government  that  the  terminated 
employees  will  not  be  replaced;  i.e.,  their 
jobs  have  been  abolished  in  order  to 
reach  the  established  goal.  Reductions  in 
the  work  force  made  under  this  second 
situation  are  often  accomplished  under 
special  termination  plans  and  may  pro¬ 
duce  higher  termination  costs  than  would 
the  contractor’s  previously  established 


termination  benefits.  The  higher  costs  are 
allowable  if  reasonable  (see  7-1907.7). 
Payments  made  for  involuntary  termina¬ 
tions  are  allowable  subject  to  the  provi¬ 
sions  contained  in  FAR  31.205-6,  while 
payments  made  for  voluntary  termina¬ 
tions  are  unallowable. 

7-1907.4  Normal  and  Abnormal 
Severance  Payments 

a.  FAR  31.205-6(g)(2)  classifies  sever¬ 
ance  pay  as  either  normal  or  abnormal. 
Either  is  allowable  only  to  the  extent  that 
in  each  case  it  is  required  by  ( 1 )  law;  (2) 
employer-employee  agreement;  (3)  an  es¬ 
tablished  policy  that  constitutes,  in  ef¬ 
fect,  an  implied  agreement  on  the  con¬ 
tractor’s  part;  or  (4)  the  circumstances  of 
the  particular  employment. 

b.  Normal  severance  pay  should  be 
allocated  to  all  work  performed  in  the 
contractor’s  plant.  When  the  contractor 
provides  for  accrual  of  pay  for  normal 
severances,  such  method  will  be  accept¬ 
able  if  the  amount  of  the  accrual  is 
reasonable  in  light  of  payments  actually 
made  for  normal  severances  over  a  repre¬ 
sentative  past  period  and  if  the  amounts 
accrued  are  allocated  to  all  work  per¬ 
formed  in  the  contractor’s  plant. 

c.  Abnormal  or  mass  severance  pay  is 
considered  by  FAR  31.205-6(g)(2)(iii)  to 
be  of  such  a  conjectural  nature  that 
measurement  of  costs  by  means  of  an 
accrual  will  not  achieve  equity  to  both 
parties.  Accruals  for  abnormal  or  mass 
severance  pay  are  not  allowable.  How¬ 
ever,  when  specific  payments  occur,  al¬ 
lowability  will  be  considered  on  a  case- 
by-case  basis.  Severance  paid  under  the 
terms  of  a  special  termination  plan  is 
generally  abnormal  severance. 

7-1907.5  Severance  Payments  Made 
When  There  Is  a  Replacement 
Contractor 

Severance  payments  made  to  employ¬ 
ees  who  are  to  be  employed  by  a  replace¬ 
ment  contractor  are  not  allowable.  For 
this  purpose,  employment  by  a  replace¬ 
ment  contractor  occurs  when  continuity 
of  employment  with  credit  for  prior 
length  of  service  is  preserved  under  sub¬ 
stantially  equal  conditions  of  employ¬ 
ment,  or  continued  employment  by  the 
contractor  at  another  facility,  subsidiary. 
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affiliate,  or  parent  company  of  the  con¬ 
tractor. 

7-1907.6  Severance  Paid  in  Addition  to 
Early  or  Normal  Retirement  Benefits 

a.  Prior  to  3  October  1988,  FAR 
3 1 .205-6(gK2Ki)  provided  that  severance 
payments,  or  amounts  paid  in  lieu  of,  are 
not  allowable  when  paid  to  employees  in 
addition  to  early  or  normal  pension  pay¬ 
ments. 

b.  The  prohibition  of  payment  of  both 
severance  and  pension  benefits  was  delet¬ 
ed  by  Federal  Acquisition  Circular  84-39 
effective  3  October  1988.  The  FAR  now 
permits  the  payment  of  otherwise  allow¬ 
able  severance  and  pension  benefits  con¬ 
currently,  as  well  as  sequentially,  i.e.,  in 
the  latter  case,  the  contractor  may  delay 
payment  of  pension  benefits  until  after 
the  period  for  which  severance  pay  is 
provided.  In  the  circumstances  where  the 
contractor  provides  payment  of  both  sev¬ 
erance  and  pension  benefits  to  the  same 
employee,  the  auditor  needs  to  closely 
review  the  plan  to  determine  if  the  total 
plan  costs  are  reasonable. 

7-1907.7  Reasonableness  of  Special 
Termination  Plan  Costs 

a.  Contractors  may  offer  special  termi¬ 
nation  plans,  which  provide  enhanced 
benefits,  to  achieve  a  work  force  reduc¬ 
tion  ^oal  by  inducing  voluntary  emplwee 
terminations.  The  rationale  behind  offer¬ 
ing  an  enhanced  severance  payment,  or 
an  early  retirement  incentive,  should  be 
that  the  contractor  will  achieve  lower 
overall  costs  which  will  offset  the  higher 
termination  costs  of  the  spwial  plans. 
The  costs  of  such  plans  could  include  loss 
of  key  personnel,  higher  severance  costs 
(e.g.,  increased  severance  benefits  for 
each  employee  class  when  compared  to 
the  normal  plan  and  higher  severance 
costs  resulting  from  senior  workers  vo¬ 
lunteering  to  terminate),  and  higher  pen¬ 
sion  costs  resulting  from  primarily  the 
early  retirement  incentives.  The  primary 
cost  reductions  of  such  plans  generally 
are  lower  overall  compensation  of  the 
remaining  employees,  as  well  as  reduc¬ 
tions  in  recruiting  and  training  needs  in 
the  near-term.  For  example,  by  inducing 
older  employees  to  retire,  the  contractor 
retains  younger,  fully  trained  employees 


who  will  not  need  to  be  replaced  for  a 
longer  period  of  time  and  who  are  likely 
to  be  paid  less  than  the  terminated  work¬ 
ers. 

b.  The  contractor  should  be  able  to 
support  a  special  termination  plan  with 
sufficient  information  to  make  a  determi¬ 
nation  that  the  additional  costs  incurred 
by  the  special  plan  are  offset  by  associ¬ 
ated  additional  reductions  in  other  costs. 
Both  FAR  31.205-6(bXl)  and  31.201-3 
require  a  contractor  to  demonstrate  that 
its  plan  is  reasonable. 

c.  In  assessing  the  reasonableness  of  a 
plan,  the  auditor  should  consider  the 
value  of  intangible  benefits  associated 
with  employee  morale  and  the  contrac¬ 
tor’s  reputation  as  an  employer.  How¬ 
ever,  there  is  no  presumption  that  the 
government  will  allow  the  costs  of  such 
intangible  benefits.  If  justification  for  a 
special  plan  is  based  on  the  value  of 
intangibles,  it  would  be  an  appropriate 
subject  for  an  advance  agreement  with 
the  government  before  the  cost  is  in¬ 
curred.  (See  FAR  31.109  for  further 
discussion  of  advance  agreements.)  If  the 
cost/benefit  analysis  includes  intangible 
benefits  and  no  advance  agreement  was 
executed,  the  auditor  should  discuss  this 
matter  with  the  contracting  officer.  If  it  is 
decided  that  the  intangible  items  should 
be  included  in  the  cost/benefit  analysis, 
the  auditor  should  evaluate  the  reason¬ 
ableness  of  the  values  assigned  to  those 
items.  The  auditor  should  question  any 
unreasonable  costs  associated  with  the 
plan. 

7-1907.8  Golden  Parachute  Plans 

a.  A  “golden  parachute”  is  a  termina¬ 
tion  agreement  which  provides  for  the 
payment  of  extremely  lucrative  financial 
benefits,  usually  to  a  limited  number  of 
key  executives.  The  termination  or  sever¬ 
ance  payments  granted  under  the  “golden 
parachute”  arrangement  are  normally 
well  in  excess  of  normal  severance  pay¬ 
ments.  Such  payments  are  paid  only  in 
the  event  the  employee  leaves  the  compa¬ 
ny  following  an  actual  or  anticipated 
corporate  merger  or  a  transfer  of  control 
over  the  company.  A  common  motiva¬ 
tion  for  instituting  a  “golden  parachute” 
plan  is  to  discourage  a  hostile  takeover  by 
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making  the  costs  of  a  takeover  prohibi¬ 
tively  expensive. 

b.  The  costs  of  “golden  parachutes” 
were  made  expressly  unallowable  in  FAR 
31.205-6(1X1)  effective  4  April  1988. 
Costs  of  “golden  parachutes”  are  not 
reasonable,  do  not  benefit  the  govern¬ 
ment,  and  constitute  costs  incidental  to 
reorganization  because  such  agreements 
become  operative  only  with  the  actual  or 
anticipated  co^rate  takeover.  Accord¬ 
ingly,  the  auditor  should  also  question 
costs  of  “golden  parachutes”  claimed  by 
the  contractor  for  contracts  awarded  pri¬ 
or  to  4  April  1988  based  on  the  cost 
principle  provisions  for  reasonableness 
(FAR  31.201-3  and  31.205-6),  allocabili- 
ty  (the  benefits  received  requirement  at 
FAR  31.201-4),  and  organization  costs 
(FAR  31.205-27).  For  costs  of  “golden 
parachutes”  included  in  any  billing, 
claim,  or  proposal  submitted  by  the  con¬ 
tractor  for  contracts  awarded  on  or  after 
4  April  1988,  the  auditor  should  cite  FAR 
31.205-6(1X1)  as  a  basis  for  disallowing 
such  costs.  See  also  7-1708. 

7-1907.9  Severance  Payments  to  Foreign 
Nationals 

a.  Effective  29  March  1989,  service 
contracts  to  be  performed  outside  the 
United  States  included  the  clause  at  FAR 
52.237-8.  The  clause  limits  severance 
paid  to  foreign  nationals  performing  ser¬ 
vices  outside  the  United  States  to  the 
amount  typically  paid  to  employees  pro¬ 
viding  similar  services  within  the  United 
States.  Effective  19  February  1993,  this 
coverage  was  removed  from  FAR  31.205- 
6,  37.110,  and  52.237-8,  for  non-E>oD 
contracts.  This  coverMc  was  included  in 
DFARS  23 1 ,205-6,  effective  30  October 
1992,  for  DoD  contracts. 

b.  Effective  21  December  1990,  the 
clause  at  FAR  52.237-8  was  revised  to 
make  such  severance  payments  totally 
unallowable  for  terminations  of  employ¬ 
ment  resulting  from  requests  of  the  host 
foreign  government  to  close  or  curtail  the 
employing  activity.  This  prohibition  of 
severance  payments  only  applies  to  ter¬ 
minations  of  agreements  between  the 
United  States  and  the  host  country  en¬ 
tered  into  after  28  November  1989.  Ef¬ 
fective  19  February  1993,  this  coverage 
was  removed  from  FAR  31.205-6, 


37.110,  and  52.237-8,  for  non-DoD  con¬ 
tracts.  This  coverage  was  included  in 
DFARS  231.205-6,  effective  30  October 
1992,  for  DoD  contracts. 

c.  The  Defense  Appropriations  Act  of 
1 992  (Section  346)  allows  DoD  to  waive 
the  limitations  on  allowability  of  sever¬ 
ance  payments  to  foreign  nationals  for 
contracts  for  the  operations  of  overseas 
military  banking  services. 

7-1907.10  Severance  Pay  Policies  for 
Paid  Absences  Under  the  Worker 
Adjustment  and  Retraining  Notification 
(WARN)  Act 

a.  The  Worker  Adjustment  and  Re¬ 
training  Notification  Act  (WARN), 
sometimes  called  the  Federal  Plant  Clo¬ 
sure  Law,  29  U.S.C.  2101,  applies  to 
employers  with  100  or  more  full-time 
employees  or  to  employers  with  100  or 
more  employees  who  in  the  aggregate 
work  at  least  4,(KK)  hours  per  week  (exclu¬ 
sive  of  overtime).  The  Act  requires  that 
employees  be  provided  with  a  60-day 
advance  notice  when  a  plant  is  to  be 
closed  or  there  is  to  be  a  mass  layoff.  A 
plant  closure  is  defined  as  a  permanent  or 
temporary  shutdown  of  a  sin^e  site  of 
employment  one  or  more  facilities,  or  an 
operating  unii,  where  50  or  more  employ¬ 
ees  (excluding  part-time  employees)  lose 
their  jobs.  A  mass  layoff  is  defined  as  a 
reduction  in  force  which  is  not  a  plant 
closing  but  which  results  in  at  least  33 
percent  of  the  work  force  (with  a  mini¬ 
mum  of  50  employees)  or  500  employees 
being  terminated  (excluding  part-time 
employees). 

b.  The  WARN  Act  allows  employers  to 
give  notice  to  employees  less  than  60 
days  in  advance  when  a  business  circum¬ 
stance  is  such  that  it  is  not  reasonably 
foreseeable  at  the  time  that  the  60  day 
notice  would  have  been  required.  In 
order  to  be  not  reasonably  foreseeable, 
the  event  must  be  caused  by  a  sudden, 
dramatic,  and  unexpected  action  or  con¬ 
dition  outside  the  employer's  control. 

c.  A  contract  termination  may  result  in 
a  plant  closure  under  the  Act  if  it  causes 
the  shutdown  of  at  least  one  site,  facility, 
or  operating  unit.  Shutdown  of  an  operat¬ 
ing  unit  will  occur  when  there  is  the 
discontinuance  of  an  entire  product  line 
or  the  extinction  of  an  organizationally 
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distinct  operation  or  function.  The  criti¬ 
cal  factor  in  determining  what  constitutes 
an  operating  unit  will  be  the  organiza¬ 
tional  or  operational  structure  of  the 
contractor.  The  circumstances  of  each 
contract  termination  should  be  reviewed 
and  evaluated  to  determine  if  the  con¬ 
tract  termination  resulted  in  a  plant 
closure  under  the  Act. 

d.  Where  a  contract  termination  results 
in  a  plant  closure,  and  the  contractor  has 
exercised  reasonable  and  prudent  efforts 
in  providing  timely  notification  of  the 
plant  closing,  costs  incurred  to  comply 
with  the  WARN  Act  are  generally  consid¬ 
ered  allowable  and  reasonable  business 
expenses  under  FAR  31.201-2  and 
31.201-3. 

e.  Where  the  termination  does  not 
meet  the  provisions  of  the  WARN  Act, 
the  auditor  should  determine  if  the  con¬ 
tractor’s  actions  were  reasonable.  For 
example,  if  the  contractor  terminates  less 
employees  than  the  minimum  required 
for  application  of  the  WARN  Act,  any 
payments  made  for  unproductive  effort 
should  generally  be  questioned  as  not 
meeting  the  test  of  payments  for  work 
accomplished  in  the  current  year.  How¬ 
ever,  such  payments  would  be  allowable 
to  the  extent  that  the  contractor  can 
demonstrate  that,  given  the  circum¬ 
stances  at  the  time,  it  was  reasonable  to 
give  the  WARN  Act  notices  and  make  the 
associated  payments  to  the  affected  em¬ 
ployees. 

f.  In  some  instances,  contractors  may 
place  WARN  Act  status  employees  who 
are  in  sensitive  positions  on  paid  absence 
because  of  fear  that  those  employees,  if 
allowed  to  work  during  the  60-day  peri¬ 
od,  might  use  their  positions  to  harm  the 
contractor's  assets  or  records  in  retalia¬ 
tion  for  losing  their  jobs.  There  is  no 
existing  regulation  or  policy  which  specif¬ 
ically  prohibits  payments  for  such  paid 
absence.  The  paid  absence  during  the  60- 
day  notice  period  could  be  considered 
additional  severance  pay.  However,  the 
contractor  may  claim  the  costs  as  some 
other  category  of  cost  associated  with  the 
reduction  in  force.  FAR  31.205-6(b)  re¬ 
quires  that  the  contractor  demonstrate 
reasonableness  of  compensation  items 
and  FAR  31.201-3  requires  the  contrac¬ 
tor  demonstrate  the  reasonableness  of  all 


costs  claimed.  Therefore,  it  is  incumbent 
upon  the  contractor  to  demonstrate  why 
it  believes  the  employees  are  a  high  risk 
and  should  not  be  working  during  the 
notice  period.  The  contractor  must  also 
explain  why  these  employees  cannot  be 
reassigned  to  perform  nonsensitive  work 
elsewhere  in  the  plant  and  what  the 
contractor’s  policy  and  procedures  are  in 
this  situation.  Without  acceptable  justifi¬ 
cation  from  the  contractor,  any  claimed 
costs  for  paid  absence  during  the  60-day 
notice  period  would  be  considered  unrea¬ 
sonable  and  should  be  questioned. 

7-1908  Industrial  Security/Plant 
Protection  Costs 

a.  The  provisions  of  FAR  31.205-29, 
Plant  Protection  Costs,  state  that  costs  of 
protecting  the  contractor’s  plant  and  oth¬ 
er  property  are  allowable.  The  costs  of 
items  such  as  (I)  wages,  uniforms  and 
equipment  of  personnel  engaged  in  plant 
protection,  (2)  depreciation  on  plant  pro¬ 
tection  capital  assets,  and  (3)  necessary 
expenses  to  comply  with  military  require¬ 
ments,  are  allowable  provided  they  are 
reasonable  and  allocable. 

b.  There  are  now  a  number  of  commer¬ 
cial  companies  that  provide  plant  securi¬ 
ty  protection  services,  including  well- 
trained  uniformed  guards.  These  security 
service  companies  often  provide  efficient 
plant  protection  services  for  less  than  the 
cost  of  such  services  performed  by  the 
contractor’s  own  security  employees.  Ac¬ 
cordingly,  evaluation  of  costs  of  security 
guards  at  the  contractor’s  facilities  should 
include  a  comparison  between  the  cost  of 
the  in-house  services  and  the  cost  of 
engaging  an  outside  security  service  firm. 
When  excessive  or  unreasonable  costs  are 
questioned  as  a  result  of  the  above  cost 
comparison,  it  is  the  contractor’s  respon¬ 
sibility  to  demonstrate  the  reasonable¬ 
ness  and  to  justify  the  costs  (see  FAR 
31.205-6(bKl)). 

7-1909  Costs  of  Correction  of 
Internal  Control  Deficiencies 

An  internal  control  system  comprises 
the  plan  of  organization  and  all  of  the 
coordinated  methods  and  measures 
adopted  within  a  business  to  safeguard  its 
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assets,  check  the  accuracy  and  reliability 
of  its  accounting  data,  promote  opera¬ 
tional  efficiency,  and  encourage  adher¬ 
ence  to  prescribed  managerial  policies. 
Internal  controls  extend  to  functions  oth¬ 
er  than  those  relating  to  accounting  con¬ 
trols;  e.g.,  performance  reports,  employee 
training  programs,  and  quality  controls 
(see  5-105).  This  subsection  provides 
guidance  relating  to  the  costs  of  correct¬ 
ing  deficiencies  in  internal  control  sys¬ 
tems  or  excessive  costs  that  result  from 
the  tack  of  effective  internal  controls. 

7-1909.1  Costs  of  Correcting  Quality 
Control  Program  Deficiencies 

a.  Purpose  of  Quality  Control.  Effec¬ 
tive  contractor  quality  control  or  product 
assurance  systems  provide  systematic 
control  of  quality  and  reliability  in  all 
phases  of  the  operation  including  design, 
procurement,  production,  testing,  stor¬ 
age,  and  handling  of  materials.  Quality 
assurance  systems  consist  of  both  quality 
control  and  inspection.  The  quality  con¬ 
trol  system  is  responsible  for  maintaining 
the  quality  of  the  product  within  estab¬ 
lished  standards.  Inspection  is  a  sorting 
process  that  classifies  material,  parts,  or 
products  as  acceptable  or  unacceptable. 
As  quality  control  becomes  increasingly 
effective,  the  need  for  inspection  corres¬ 
pondingly  decreases.  Weaknesses  in  or 
lack  of  effective  control  can  result  in: 

(1)  Inadequate  products  or  services; 

(2)  Unnecessary  and  ineffective  use  of 
resources,  including  labor,  material,  and 
equipment; 

(3)  Unreliable  and  inadequate  analysis 
of  quality  assurance  requirements  and 
inspection  results; 

(4)  Unnecessary  inspections  and  work 
stoppages; 

(5)  Unreliable  management  reporting 
systems; 

(6)  Unnecessary  administrative  effort; 
and 

(7)  Unreliable  test  equipment. 

b.  Allowability  of  Costs. 

( 1 )  The  cost  of  maintaining  an  accept¬ 
able  quality  control  system  is  allowable, 
if  reasonable.  Where  minor  deficiencies 
are  cited  by  the  government,  making 
corrections  to  the  system  should  be  con¬ 
sidered  to  be  part  of  maintaining  an 
acceptable  quality  control  system  and 


related  costs  are  allowable.  However, 
where  significant  corrections  to  the  quali¬ 
ty  control  system  are  needed  because  of 
the  contractor’s  earlier  negligence  in  es¬ 
tablishing  and/or  maintaining  acceptable 
controls,  an  unreasonable  amount  of  in¬ 
creased  costs  to  the  government  would 
result  through  duplicative  efforts  to 
reinstitute  a  quality  control  program. 
These  costs  should  be  disallowed  on  a 
basis  of  reasonableness  (FAR  31.201-3). 

(2)  FAR  46.311  requires  certain  con¬ 
tracts  to  contain  the  contract  clause  at 
FAR  52.246-11,  Higher-Level  Contract 
Quality  Requirement  (Government  Spec¬ 
ification).  This  clause  requires  contrac¬ 
tors’  compliance  with  the  specified  gov¬ 
ernment  quality  control  specification  re¬ 
quirements.  l\^ere  this  clause  is  con¬ 
tained  in  a  contract,  the  contractor  has  a 
contractual  obligation  to  establish  and 
maintain  a  quality  control  program  to 
assure  adequate  quality  throughout  all 
areas  of  contract  performance,  including 
design,  development,  fabrication,  pro¬ 
cessing,  assembly,  inspection,  test,  main¬ 
tenance,  packaging,  shipping,  storage, 
and  site  installation.  In  these  situations, 
the  contract  clause  provides  a  contractual 
mechanism  for  requiring  contractor  cor¬ 
rective  actions  at  no  increased  cost  to  the 
government.  Where  a  contractor  is  in 
violation  of  the  government  quality  re¬ 
quirements  specified  in  a  solicitation,  a 
comment  should  be  included  in  DCAA 
audit  reports  indicating  that  contract 
award  should  not  be  made  until  the 
deficiencies  are  corrected  by  the  contrac¬ 
tor.  In  addition,  where  contractor  defi¬ 
ciencies  are  cited  on  existing  contracts, 
the  auditor  should  recommend  the  use  of 
advance  ureements  for  limiting  govern¬ 
ment  liability  and  segregation  of  the  costs 
of  correcting  quality  control  system  defi¬ 
ciencies  (to  allow  audit  visibility).  If  the 
contractor  refuses  to  segregate  these 
costs,  recommend  suspension  of  payment 
until  proper  accounting  and  segr^tion 
of  costs  are  made. 

7-1909.2  Coats  Related  ti  Extraordinary 
Reviews  of  Unsettled  Ovorbead  Costs 

a.  All  contractors  doiue,  business  with 
the  government  are  required  by  FAR 
3 1. 20 1 -6  to  have  adequate  internal  con¬ 
trols  to  assure  that  unallowable  costs  are 
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not  included  in  billings  and  claims  sub¬ 
mitted  to  the  government.  Some  contrac¬ 
tors  may  undertake  large-scale  reviews  of 
unsettled  overhead  costs  to  identify  unal¬ 
lowable  costs  that  may  have  not  been 
segregated  and  removed  from  overhead 
claims  during  the  original  processing  of 
the  transactions  and/or  the  initial  prepa¬ 
ration  of  the  billings  or  claims.  This 
extraordinary  effort  is  often  the  result  of 
the  contractor’s  earlier  negligence  in  es¬ 
tablishing,  maintaining,  and/or  imple¬ 
menting  an  adequate  system  of  internal 
control. 

b.  When  the  circumstances  cited  in 
paragraph  a.  above  are  encountered  and 
the  contractor  is  incurring  or  is  expected 
to  incur  si^ificant  costs,  the  auditor 
should  notify  the  contractor  that  the  costs 
associated  with  such  extraordinary  re¬ 
views  of  unsettled  overhead  costs  are 
considered  to  be  unreasonable  and  will 
be  questioned  under  FAR  31.201-3,  De¬ 
termining  Reasonableness.  The  reasons 
to  be  cited  are; 

(1)  Tile  costs  are  not  of  a  type  generally 
recognized  as  ordinary  and  necessary  for 
the  conduct  of  the  contractor’s  business 
or  the  performance  of  a  contract.  The 
costs  are  duplicative  of  costs  incurred  for 
the  same  purpose  in  prior  periods.  The 
government  has  already  reimbursed  the 
contractor  for  the  costs  of  preparing 
billings  and  claims  for  reimbursement. 
The  fact  that  this  task  was  not  adequately 
accomplished  does  not  entitle  the  con¬ 
tractor  to  additional  reimbursement. 

(2)  The  costs  are  the  result  of  the 
contractor’s  failure  to  follow  the  require¬ 
ments  of  generally  accepted  sound  busi¬ 
ness  practices  and  contract  terms. 

(3)  The  costs  result  from  actions  taken 
which  were  not  those  of  a  prudent  busi¬ 
nessman  in  the  circumstances,  consider¬ 
ing  his  responsibilities  to  the  owners  of 
the  business,  his  employees,  his  custom¬ 
ers,  the  government,  and  the  public  at 
large. 

7-1909J  Costs  Related  to  Coatractor 
Self  Governance  Programs 

Contractor  activities  under  self  gover¬ 
nance  programs  such  as  CRAG  (see  3- 
104.4e)  are  to  be  encouraged  as  a  matter 
of  DoD  policy.  Costs  of  such  activities 
are  allowable  if  reasonable  in  amount. 


7-1910  Bank  Fees 

a.  Some  banks,  in  an  attempt  to  obtain 
government  contractors  as  clients,  have 
offered  financial  agreements  which  grant 
lines  of  credit  at  less  than  the  prime 
interest  rate.  Under  these  agreements,  the 
difference  between  the  rate  granted  by 
the  bank  and  the  prime  rate  (or  the  rate 
the  bank  wishes  to  obtain)  would  be 
classified  as  a  bank  fee  which  the  contrac¬ 
tor  may  be  claiming  as  an  allowable  cost 
under  government  contracts. 

b.  FAR  31.205-20,  Interest  and  Other 
Financial  Costs,  specifically  disallows  in¬ 
terest  on  borrowings,  however  represent¬ 
ed.  Accordingly,  bank  fees  claimed  by 
contractors  should  be  carefully  reviewed 
to  determine  whether  they  are,  in  fact, 
interest  costs. 

c.  Where  contractors  have  entered  into 
agreements  similar  to  that  discussed  in 
paragraph  a.  above,  and  claim  the  costs 
under  government  contracts,  the  proce¬ 
dures  in  4-702  should  be  followed  as 
applicable. 

7-1911  No  Cost  Storage  Contracts 
7-1911.1  Definition 

No  Cost  Storage  Contracts  are  con¬ 
tracts  for  which  the  contractor  is  to 
provide  the  government  with  storage  or 
warehousing  services,  but  payment  of  the 
costs  associated  with  these  services  is  not 
provided  for  in  the  contracts.  Some  of 
these  contracts  specify  that  storage  or 
warehousing  costs  are  to  be  charged  as  an 
indirect  expense.  Other  such  contracts, 
while  not  specifically  stating  that  the 
storage  or  warehousing  costs  are  to  be 
charged  indirect,  make  no  provision  for 
reimbursement  of  such  costs  under  the 
contract.  The  likely  result  is  that  the  costs 
associated  with  the  storage  or  warehous¬ 
ing  are  allocated  to  and  reimbursed  under 
other  non-benefiting  government  con¬ 
tracts. 

7-1911.2  Aadit  Consideratioin 

a.  Allocability  of  Costs.  The  provisions 
of  FAR  31.201-4,  Determining  Allocabil¬ 
ity,  and  CAb  418  set  forth  criteria  for 
determining  the  proper  allocation  of  ex¬ 
penses  to  final  cost  objectives.  Irrespec- 
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live  of  whether  a  contract  provides  for 
reimbursement  of  costs  of  particular 
items,  the  allocability  of  costs  must  be 
determined  by  the  casual  or  beneficial 
relationship  of  the  cost  to  the  final  cost 
objectives.  Other  contracts  cannot  bear 
the  storage  or  warehousing  costs  that  are 
properly  allocable  to  the  No  Cost  Storage 
Contracts  (see  6-606  and  8-418). 

b.  Consistency  in  Accounting  Treat¬ 
ment  of  Costs.  FAR  3 1 .202,  Direct  Costs, 
and  CAS  402  state  that  all  costs  incurred 
for  the  same  purpose  in  like  circum¬ 
stances,  are  either  direct  costs  only  or 
indirect  costs  only  with  respect  to  final 
cost  objectives.  A  noncompliance  with 
FAR  31.202  and  CAS  402  arises  when 
some  contracts  are  charged  directly  for 
storage  costs,  as  well  as  indirectly  for  the 
storage  costs  that  should  have  been 
charged  to  the  No  Cost  Storage  Con¬ 
tracts.  Inconsistent  accounting  treatment 
of  storage  or  warehousing  expense  should 
be  reported  as  a  noncompliance  with 
these  requirements  (see  6-608.3  and  8- 
402). 

c.  Anticipated  Awards  of  No  Cost 
Storage  Contracts.  When  an  ACO,  PCO, 
or  commercial  customer  has  requested 
the  contractor  to  store  property  at  no 
cost,  the  auditor  should  place  the  ACO 
and/or  PCO,  and  the  contractor  on  notice 
that  the  cost  associated  with  the  storage 
or  warehousing  should  be  allocated  in 
accordance  with  the  contractor's  normal 
accounting  practices  and  the  criteria  dis¬ 
cussed  in  paragraphs  a.  and  b.  above.  If 
necessary,  discuss  the  issues  with  the 
cognizant  ACO  so  that  a  written  notice  of 
intent  to  disallow  costs  on  impacted 
contracts  may  be  issued  in  accordance 
with  FAR  42.8. 

d.  Active  No  Cost  Storage  Contracts. 
Where  auditors  identify  No  Cost  Storage 
Contracts,  any  inappropriate  allocation 
of  costs  should  be  questioned.  If  not 
already  issued,  appropriate  CAS  and/or 
FAR  noncompliance  reports  and  DCAA 
Forms  1,  if  applicable,  should  be  issued. 
In  these  situations,  the  contractor  may 
assert  that  the  audit  position  would  in¬ 
volve  prejudicial  retroactivity  and  may 
introduce  estoppel  as  a  defense.  The 
validity  of  an  asserted  estoppel  claim  is  a 
legal  issue  and  the  auditor  should  not 
attempt  to  resolve  such  arguments.  Es¬ 


toppel  is  a  matter  which  normally  should 
be  considered  by  contracting  officers  and 
procurement  counsel  subsequent  to  the 
issuance  of  the  audit  results.  However,  if 
an  auditor  perceives  that  an  estoppel 
issue  may  affect  an  audit,  the  matter 
should  be  referred  to  the  Regional  Direc¬ 
tor  for  appropriate  legal  consultation. 

7-1912  Banked  Vacations 

7-1912.1  General 

a.  The  term  “banked  vacations”  refers 
to  a  situation  where  contractors  have 
policies  that  allow  employees  to  carry 
forward  and  accumulate  (bank)  all  or  a 
portion  of  vacation  time  not  taken  within 
the  year  in  which  entitlement  is  earned. 
The  banked  vacation  can  be  taken  at  a 
later  date  or  not  taken  at  all,  in  which 
case  payment  for  the  amount  of  banked 
vacation  time  is  usually  made  when  the 
employee  terminates  employment.  Some¬ 
times  contractors  write  up  the  vacation 
liability  on  the  books  to  reflect  employ¬ 
ees’  pay  raises  received  subsequent  to  the 
periods  in  which  vacation  was  earned. 

b.  CAS  408  does  not  address  the  prac¬ 
tice  of  banking  vacations,  nor  does  CAS 
415  specifically  apply  to  compensated 
absences.  Therefore,  auditors  should  not 
issue  CAS  408  or  CAS  415  noncompli¬ 
ances  because  of  problems  with  the  con¬ 
tractors’  policies/practices  regarding 
banked  vacations. 

7-1912.2  Audit  Considerations 

a.  Many  contractors  have  ceased  the 
practice  of  banking  vacations,  (i.e.,  have 
adopted  a  use-or-lose  policy),  or  now 
allow  deferral  for  only  one  accounting 
period  following  the  year  in  which  the 
vacation  was  earned.  Nevertheless,  if  the 
situation  of  banked  vacations  exists,  the 
auditor  must  first  determine  if  tl  e  con¬ 
tractor’s  method  of  accounting  for 
banked  vacation  accruals  is  proper,  and 
then  look  at  the  reasonableness  of  the 
vacation  policy  and  costs  as  a  component 
of  total  compensation. 

b.  A  contractor  normally  accrues  vaca¬ 
tion  liability  as  each  employee  earns 
vacation.  It  is  appropriate  for  a  contrac¬ 
tor’s  books  to  reflect  the  liability  that  will 
have  to  eventually  be  paid.  Therefore  the 
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contractor,  for  financial  accounting  pur¬ 
poses,  may  decide  to  write  up  the  vaca¬ 
tion  accruals;  otherwise  the  accruals  on 
the  books  may  be  understated.  If  banked 
vacation  deferrals  extend  beyond  one 
year  and  related  write-ups  are  significant, 
the  auditor  should  recommend  that  the 
ACO  seek  an  advance  agreement  with  the 
contractor  establishing  mutually  agree¬ 
able  criteria  for  calculating  banked  vaca¬ 
tion  accruals  including  consideration  of 
present  value  methodology. 

7-1913  Payments  to  Contractors 
Under  the  Job  Training  Partnership 
Act 

a.  The  Job  Training  Partnership  Act 
was  passed  by  Congress  to  help  turn  the 
hard-core  unemployed  into  productive 
wage  earners.  As  part  of  that  effort,  local 
Private  Industry  Councils  (PIC)  were 
created  to  identify,  counsel,  train,  and 
place  unemployed  people.  One  incentive 
to  indust^  to  participate  in  the  program 
is  a  partial  subsidization  of  these  new 
workers’  wages,  up  to  50  percent,  for  the 
first  weeks  or  months  of  their  employ¬ 
ment.  The  law  further  specifies  that  these 
PIC  reimbursements  are  intended  to 
compensate  employers  for  the  increased 
training  costs  and  reduced  productivity 
associated  with  hiring  the  hard-core  un¬ 
employed. 

b.  Contractors  receiving  PIC  payments 
as  part  of  this  program  should  not  receive 
duplicate  reimbursements  under  govern¬ 
ment  contracts.  If  the  contractor  includes 
costs  in  its  proposals  or  billings  that  are 
subject  to  PIC  reimbursement,  an  appro¬ 
priate  credit  should  be  given  to  the 
government.  Conversely,  if  the  contrac¬ 
tor  can  and  in  fact  does  exclude  from  its 
proposals  or  billings  increased  costs  re¬ 
sulting  from  its  participation  in  the  PIC 
program,  then  no  credit  or  offset  is 
required.  Such  increased  costs  often  re¬ 
sult  from  additional  training  and  supervi¬ 
sion  that  are  associated  with  hiring  the 
hard-core  unemployed  as  well  as  reduced 
productivity  in  the  form  of  additional 
hours  and  materials  required  by  these 
employees. 


7-1914  Employee  Stock  Ownership 
Plans  (ESOPs) 

7-1914.1  General 

a.  An  Employee  Stock  Ownership  Plan 
(ESOP)  is  an  individual  stock  bonus  plan 
designed  specifically  to  invest  in  the 
stock  of  the  employer  corporation.  An 
ESOP  may  be  either  nonleveraged  or 
leveraged. 

b.  An  Employee  Stock  Ownership 
Trust  (ESOT)  is  the  entity  responsible  for 
administering  the  ESOP.  The  contrac¬ 
tor’s  contributions  to  the  ESOT  may  be 
in  the  form  of  cash,  stock,  or  property. 

c.  Under  a  nonleveraged  ESOP,  annual 
contributions  are  made  by  the  corpora¬ 
tion  to  the  ESOT  in  the  form  of  stock, 
property,  or  cash.  If  the  contribution  is  in 
the  form  of  cash,  the  ESOT  uses  this  cash 
to  acquire  company  stock.  The  ESOT 
holds  the  stock  for  the  employees  and 
periodically  notifies  them  of  how  much 
they  own  and  how  much  it  is  worth.  The 
employees  receive  the  stock  (or  the  cash 
equivalent)  when  they  retire  or  otherwise 
leave  the  company  (depending  upon  the 
provisions  of  the  ESOP). 

d.  Under  a  leveraged  ESOP,  the  ESOT 
borrows  money  from  the  bank  and  then 
uses  these  funds  to  make  a  large  purchase 
of  company  stock,  either  from  the  share¬ 
holders  or  from  the  company,  e.g.,  trea¬ 
sury  stock.  This  stock  then  becomes 
collateral  for  the  bank  loan.  Each  year  the 
company  makes  a  contribution  to  the 
ESOT  equal  to  the  total  amount  of  the 
principal  and  interest  on  the  loan.  Tlie 
ESOT  then  uses  this  money  to  make  its 
annual  payment  to  the  bank.  Upon  re¬ 
ceipt  of  the  ESOT  loan  payment  the  bank 
releases  an  amount  of  stock  in  proportion 
to  the  loan  principal  paid  by  the  ESOT. 
The  released  stock  is  then  distributed  by 
the  ESOT  to  the  accounts  of  the  plan 
participants  in  accordance  with  the  pro¬ 
visions  of  the  plan.  The  employees  re¬ 
ceive  the  stock  (or  the  cash  equivalent) 
when  they  retire  or  otherwise  leave  the 
company  (depending  upon  the  provisions 
of  the  ESOP). 

7-1914.2  Peasioa  Veraas  Defemd 
CoBpeantioa  ESOPs 
a.  For  a  plan  to  be  a  pension  ESOP,  the 
official  plan  documents  must  offer  the 
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plan  participants  (1)  benefit  payments  for 
life  or  (2)  benefits  that  are  payable  for  life 
at  the  option  of  the  participants.  Some 
contractors  may  contend  that  a  pension 
ESOP  exists  where  there  is  no  official 
plan  provision  for  life  payments,  because 
the  contractor  has  made  some  informal 
provisions  to  cash  in  the  employer’s  stock 
and  purchase  an  annuity  for  the  employ¬ 
ee.  Such  informal  provisions  are  not 
enough  to  meet  the  “payable  for  life” 
requirement  for  pension  plans,  nor  are 
these  informal  provisions  enforceable  by 
the  employee. 

b.  Plans  that  provide  future  payments 
for  current  work,  and  that  are  not  pen¬ 
sions,  are  deferred  compensation  ESOPs. 

7-1914.3  Applicable  FAR/CAS 

a.  The  reasonableness  of  all  ESOP  costs 
must  be  supported  in  accordance  with 
FAR  31.205-6(a)  nd  (b).  In  assessing  the 
reasonableness,  the  auditor  should  re¬ 
view  the  terms  of  the  ESOP  to  determine 
if  the  plan  design  provides  unreasonable 
compensation  to  certain  employees  or 
groups  of  employees.  In  addition,  the 
reasonableness  of  the  amount  of  stock 
distributed  to  employees  should  be  re¬ 
viewed  in  conjunction  with  a  review  of 
the  employees’  total  compensation  (see  5- 
1000). 

b.  Under  leveraged  ESOPs,  for  any 
given  period  the  shares  released  from 
collateral  under  the  terms  of  the  loan  may 
exceed  the  number  of  shares  to  be  allocat¬ 
ed  under  the  terms  of  the  plan.  The 
auditor  should  be  alert  to  excess  shares 
that  might  be  awarded  to  ESOP  partici¬ 
pants  and  claimed  by  the  contractor.  In 
the  absence  of  the  Contracting  Officer’s 
prior  approval,  the  award  of  excess  shares 
to  ESOP  participants  should  be  ques¬ 
tioned,  since  the  excess  shares  are  not 
awarded  according  to  the  established 
compensation  plan. 

c.  Contractor  contributions  to  a  pen¬ 
sion  ESOP  must  meet  the  requirements 
of  CAS  412  and  FAR  31.203-6(i),  while 
contributions  to  a  deferred  compensation 
ESOP  are  subject  to  the  requirements  of 
CAS  415  and  FAR  31.205-6(k). 

d.  CAS  41S.5(KeKl)  requires  that  the 
cost  of  deferred  compensation  awards, 
when  such  awards  are  made  in  the  stock 
of  the  contractor,  shall  be  based  on  the 


market  value  of  the  stock  on  the  measure¬ 
ment  date,  i.e.,  the  first  date  the  number 
of  shares  are  known.  For  deferred  com¬ 
pensation  ESOPs,  the  date  the  contractor 
transfers  the  stock  to  the  ESOP  trust  or 
pledges  the  stock  as  loan  collateral  on 
behalf  of  the  ESOP  trust  is  the  first  date 
that  the  number  of  shares  awarded  is 
known.  Thus,  for  leveraged  ESOPs,  costs 
assignable  to  a  cost  accounting  period 
will  be  the  fair  market  value  of  the  stock 
on  the  date  the  contractor  transfers  the 
stock  to  the  ESOP  trust  or  pledges  the 
stock  as  loan  collateral  on  behalf  of  the 
ESOP  trust,  multiplied  by  the  total  num¬ 
ber  of  shares  actually  earned  for  that 
period. 

7-1914.4  Stock  Valuations 

a.  The  auditor  should  perform  audit 
tests  to  determine  that  the  contractor  is 
not  reimbursed  an  amount  exceeding  the 
fair  market  value  of  the  stock  on  the 
measurement  date.  Where  a  leveraged 
buyout  is  involved,  the  price  per  share 
immediately  after  the  buyout  represents 
the  value  of  the  stock  to  be  distributed  to 
contractor  employees.  As  such,  the  fair 
market  value  of  the  stock  should  be  based 
on  the  contractor’s  debt/equity  structure 
immediately  after  the  buyout. 

b.  For  stock  that  is  publicly  traded  in 
substantial  quantities,  the  published  trad¬ 
ing  price  on  the  measurement  date 
should  reflect  the  fair  market  value  of  the 
stock.  For  companies  where  the  stock  is 
not  publicly  traded  in  substantial  quanti¬ 
ties,  a  valuation  is  required.  The  annual 
appraisal  of  the  ESOP  stock  should  serve 
as  the  baseline  for  the  auditor’s  review. 

c.  Valuation  of  stock  for  a  company 
that  is  not  publicly  traded  in  substantial 
quantities  is  a  complex  process.  While 
there  is  no  formula  that  can  be  applied  to 
all  circumstances,  the  auditor  should  de¬ 
termine  if  the  data  used  in  making  the 
valuation  is  current,  accurate,  and  com¬ 
plete,  and  if  the  assumptions  underlying 
the  valuation  are  reasonable.  In  addition, 
the  auditor  should  determine  if  appropri¬ 
ate  adjustments  have  been  made  to  re¬ 
flect  minority  interests  and/or  lack  of 
marketability. 

d.  Discount  for  Minority  Interest — 
The  fair  market  value  of  the  ESOP  stock 
should  include  a  discount  to  reflect  a 
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minority  interest  whenever  the  voting 
rights  of  the  ESOP  stock  are  held  by  an 
individual,  group,  or  entity  whose  mem¬ 
bers  are  selected  and/or  otherwise  con¬ 
trolled  by  the  contractor  (e.g.  the  ESOT). 
The  discount  for  minority  interest  repre¬ 
sents  the  additional  cost  per  share  needed 
to  obtain  a  majority  (control)  interest 
divided  by  the  majority  cost  per  share. 

(1)  Where  the  ESOP  stock  has  been 
obtained  as  part  of  a  buyout,  the  addi¬ 
tional  cost  can  generally  be  computed  by 
taking  the  difference  between  the  actual 
cost  paid  per  share  and  the  value  of  the 
stock  prior  to  any  knowledge  or  specula¬ 
tion  (e.g.,  leaks  or  rumors)  of  the  upcom¬ 
ing  buyout.  This  value  must  be  close 
enough  in  time  to  be  relevant  to  the 
buyout  (preferably  one  or  two  months) 
but  should  not  be  a  time  period  in  which 
there  were  significant  events  that  led  to 
changing  market  conditions  (e.g.,  stock 
market  crash  or  product  boycott). 

(2)  Where  a  leveraged  buyout  is  not 
involved,  the  discount  should  be  based 
on  historical  data  regarding  similar  com¬ 
panies  that  have  been  bought  or  sold 
within  a  relevant  time  period.  If  no  such 
data  exists,  then  overall  market  informa¬ 
tion  may  be  used. 

e.  Discount  for  Lack  of  Marketabili¬ 
ty — Where  the  stock  is  not  publicly  trad¬ 
ed,  it  should  generally  be  discounted  to 
reflect  its  lack  of  marketability.  A  mark¬ 
etability  discount  reflects  the  fact  that  the 
stock  of  a  closely  held  company  is  gener¬ 
ally  less  attractive  to  potential  investors 
than  publicly  traded  stock. 

(1)  Even  when  the  company  has  always 
exercised  its  option  to  repurchase  the 
stock,  or  where  the  plan  requires  the 
company  to  repurchase  the  stock  (called 
“put”  rights),  some  discount  will  usually 
apply.  While  the  amount  of  the  marketa¬ 
bility  discount  will  differ  depending  upon 
the  specific  circumstances  involved,  such 
discounts  have  generally  ranged  from  5  to 
20  percent. 

(2)  Factors  that  influence  the  amount  of 
the  marketability  discount  include  the 
extent  to  which  “put”  ri^ts  are  enforcea¬ 
ble,  the  company’s  ability  to  meet  its 
obligations  with  respect  to  these  “put” 
rights  (taking  into  account  the  company’s 
financial  strength  and  liquidity),  the  com¬ 
pany’s  history  of  redeeming  its  ESOP 
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shares  for  cash  when  tendered,  and  the 
establishment  of  a  funding  program  for 
the  repurchase  liability. 

7-1915  Cooperative  Research 
Consortium  Costs 

7-1915.1  Introduction 

This  section  provides  guidance  for  per¬ 
forming  audits  of  cooperative  research 
consortiums.  This  guidance  is  specifically 
targeted  at  partnerships,  joint  ventures, 
or  corporations  (referred  to  in  this  sec¬ 
tion  as  consortiums)  formed  pursuant  to 
the  National  Cooperative  Research  Act. 
Guidance  on  other  organizational  struc¬ 
tures  chosen  by  a  contractor  to  carry  on 
its  business  or  to  bid  on  government 
contracts  is  provided  in  7-1800. 

7-1915.2  General 

In  1 984,  Congress  passed  the  National 
Cooperative  Research  Act.  This  act  eased 
antitrust  laws  to  allow  companies  in  the 
same  industry  to  jointly  develop  new 
technology.  Under  the  Act,  research  and 
development  is  usually  funded  coopera¬ 
tively  to  develop  base  technology  for  use 
by  member  firms  individually  in  propri¬ 
etary  applications.  The  Act  covers  re¬ 
search  and  development  activities  up  to 
the  prototype  stage.  Cooperative  research 
consortiums  are  usually  formed  to  ex¬ 
plore  specific  research  areas. 

7-1915.3  Accounting  Considentions 

a.  While  the  terms  and  conditions  of 
these  agreements  may  suggest  th^  are 
contracts,  they  are  not  the  type  of  con¬ 
tract  contemplated  under  FAR  31.205- 
18(a)  that  would  preclude  the  recovery  of 
IR&D  costs.  R&D  costs  incurred  by  a 
defense  contractor  pursuant  to  a  coopera¬ 
tive  agreement  may  be  considered  as 
allowable  IR&D  costs  if  the  work  per¬ 
formed  would  have  resulted  in  allowable 
IR&D  costs  had  there  been  no  coopera¬ 
tive  agreement. 

b.  Consortium  costs  will  most  likely  be 
charged  to  indirect  cost  pools,  primarily 
as  Manufacturing  and  Production  Engi¬ 
neering  (MPE)  or  IR&D.  The  audit  re¬ 
view  of  consortium  costs  must  consider 
the  different  accounting  treatment  af¬ 
forded  MPE  costs  versus  IR&D  costs.  As 
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MPE,  the  costs  are  not  subject  to  ceiling 
limitations  imposed  by  IR&D/B&P  ad¬ 
vance  agreements  and  are  charged  to  the 
government  through  G&A  and  overhead 
allocations.  Because  the  cost  limitations 
of  IR&D  and  B&P  advance  agreements 
are  often  exceeded,  the  proper  classifica¬ 
tion  of  consortium  costs  is  particularly 
important,  and  depends  on  the  nature 
and  purpose  of  the  work  being  conducted 
at  the  consortium. 

c.  MPE  (FAR  31.20J-25)  does  not 
cover  basic  and  applied  research  effort 
related  to  new  technology,  materials,  sys¬ 
tems,  processes,  methods,  equipment, 
tools,  and  techniques.  These  are  all  cov¬ 
ered  by  the  IR&D/B&P  cost  principle, 
FAR  31.205-18.  Nor  does  MPE  cover 
any  development  effort  for  manufactur¬ 
ing  or  production  materials,  systems, 
process,  methods,  equipment,  tools  and 
techniques,  that  are  intended  for  sale. 
These  costs  are  also  covered  by  the 
IR&D/B&P  cost  principle.  MPE  covers 
only  developing  and  deploying  new  or 
improved  methods  of  producing  a  prod¬ 
uct  or  service  when  such  new  or  im¬ 
proved  technology  is  to  be  used  in  the 
contractor’s  own  productive  facilities. 

7-1915.4  Classification  of  Costs  and 
Audit  Considerations 

a.  To  properly  classify  consortium 
costs,  the  nature  and  purpose  of  the 
projects  involved  must  be  determined. 
Although  FAR  clearly  delineates  between 
IR&D  and  MPE  costs,  the  technical 
nature  of  this  work  may  make  it  difficult 
to  distinguish  between  independent  re¬ 
search  and  development  and  develop¬ 
ment  effort  not  intended  for  sale.  To 
assist  the  auditor  in  making  these  deci¬ 
sions,  government  technical  specialist  as¬ 
sistance  should  be  sought.  Procedures  for 
identifying  and  obtaining  technical  spe¬ 
cialist  assistance  are  outhned  in  Appen¬ 
dix  D. 

b.  The  contractor  should  be  able  to 
provide  documentation  to  support  the 
nature  and  purpose  of  consortium 
projects.  The  contractor  should  also  pro¬ 
vide  all  legal  documents  (e.g.,  partnership 

Kments,  shareholder  agreements,  cer- 
tes  of  incorporation,  technology 
agreements)  which  pertain  to  the  creation 
of  the  consortium.  These  documents  of¬ 


ten  contain  valuable  information  regard¬ 
ing  the  purpose  of  the  consortium  as  well 
as  information  on  other  accounting  issues 
such  as  income/loss  distribution,  pay¬ 
ment  schedules,  and  ownership  of  prod¬ 
ucts  or  technology  developed  by  the 
consortium. 

c.  When  reviewing  the  nature  and 
purpose  of  specific  projects  engaged  in  by 
a  consortium,  the  following  additional 
sources  of  information  may  prove  help¬ 
ful;  (1)  contractor  interoffice  memos  dis¬ 
cussing  the  project,  (2)  articles  in  compa¬ 
ny  newsletters  or  journals,  (3) 
slides/charts/minutes  from  company 
briefings  or  conferences,  (4)  pai^rs  or 
speeches  to  professional  organizations  or 
conferences,  and  (S)  newspaper  articles. 

d.  In  addition  to  the  distinction  be¬ 
tween  MPE  costs  and  IR&D  costs,  there 
are  other  important  audit  considerations 
pertaining  to  consortiums. 

(1)  C(»ts  for  consortiums  may  be 
chiuged  to  an  account  for  trade  and 
professional  organizations.  Included  in 
these  costs  may  be  both  basic  member¬ 
ship  fees  and  sponsorship  fees  for  special¬ 
ized  research  and  development  proems. 
The  classification  and  allowability  of 
these  sponsorship  fees  will  depend  upon 
the  nature  and  purpose  of  the  research 
programs  and  the  company’s  intended 
use  of  the  resulting  technology. 

(2)  An  important  consideration  is  the 
accounting  treatment  given  any  in¬ 
come/loss  of  the  consortium.  Usually,  the 
consortium  agreement  provides  for  dis¬ 
tribution  of  net  incom^oss  to  the  indi¬ 
vidual  member  complies.  The  applica¬ 
ble  portion  of  any  income  relating  to 
allowable  cost  should  be  credited  to  the 
government  in  accordance  with  FAR 
31.201-5. 

(3)  The'e  may  be  significant  related 
party  transactions  between  the  consorti¬ 
um  and  its  members.  A  consortium  may 
hire  one  or  more  member  companies  to 
provide  a  variety  of  services.  For  exam¬ 
ple,  a  member  company  may  provide  a 
consortium  with  executive  search  ser¬ 
vices  or  legal  support.  The  applicable 
portion  of  any  payment  relating  to  an 
allowable  cost  should  be  credited  to  the 
government  in  accordance  with  FAR 
31.201-5. 
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(4)  The  employees  of  a  member  com¬ 
pany  may  be  temporarily  assigned  to  the 
consortium.  The  consortium  may  reim¬ 
burse  the  company  for  employees’  salary 
and  relocation  expenses,  llie  accounting 
for  the  employee’s  salary  and  any  reim¬ 
bursement  a  member  company  receives 
for  the  loan  of  its  employee  should  be 
determined. 

7-1916  Lobbying  Costs 

Lobbying  costs  represent  amounts  in¬ 
curred  to  influence  the  outcome  of  elec¬ 
tions,  referendums,  legislation,  and  other 
governmental  actions  at  all  levels  of 
government. 

7-1916.1  Lobbying  Cost  Principles 

a.  FAR  31.205-22  disallows  most  costs 
incurred  to  influence  elections,  public 
votes  on  issues,  political  parties,  and 
legislation.  FAR  31.205-50  dis^lows 
costs  incurred  to  induce  or  tend  to  in¬ 
duce,  either  directly  or  indirectly,  execu¬ 
tive  branch  employees  to  give  consider¬ 
ation  or  to  act  remrding  a  government 
contract  on  any  basis  other  than  the 
merits  of  the  matter.  FAR  31.205-22(b) 
states  that  the  following  lobbying  costs 
are  allowable: 

(1)  Costs  that  result  from  requests  1^  a 
legislative  body  for  certain  types  of  infor¬ 
mation. 

(2)  Costs  for  influencing  state  l^sla- 
tion  in  order  to  directly  reduce  contract 
cost  or  to  avoid  material  impairment  of 
the  contractor’s  authority  to  perform  the 
contract. 

(3)  Costs  for  performing  any  activity 
specificaliy  authorized  by  statute  to  be 
undertaken  with  contract  funds. 

b.  FAR  31.205-22  sets  forth  require¬ 
ments  for  supporting  and  claiming  allow¬ 
able  costs  and  for  disclosing  unallowable 
costs  that  are  not  claimed.  The  contractor 
specifically  certifies,  as  part  of  the  indi¬ 
rect  final  cost  settlement  proposal  certifi¬ 
cation,  that  the  requirements  of  the  cost 
principle  and  the  contract  clause  (see  7- 
1916.2)  are  met.  Unallowable  lobbying 
costs  must  be  separately  and  specifically 
disclosed  in  the  submission  as  voluntary 
deletions  from  the  contractor’s  final  costs 
for  the  period.  Lobbying  costs  may  not  be 
remov^  from  the  submission  as  part  of 


an  undifferentiated  total  which  includes 
other  types  of  costs.  Likewise,  a  contrac¬ 
tor  may  not  simply  exclude  the  costs 
without  identifying  that  the  costs  were 
incurred  and  removed. 

7-1916.2  Lobbying  in  Connection  with 
Federal  Contracts  and  Other  Federal 
Actions  -  Byrd  Amendment 

a.  FAR  Subpart  3.8  implements  31 
U.S.C.  1352,  entitled  “Limitation  on  Use 
of  Appropriated  Funds  to  Influence  Cer¬ 
tain  Federal  Contracting  and  Financial 
Transactions.’’  This  legislation,  which 
was  signed  into  law  on  23  October  1989, 
is  commonly  referred  to  as  the  Byrd 
Amendment.  The  legislation  has  been 
implemented  by  contract  clause,  as  op- 
p(^d  to  a  change  in  the  FAR  cost 
principles.  Effective  23  December  1989, 
solicitations  exceeding  Sl(X),000  are  re¬ 
quired  to  include  the  clauses  at  FAR 
52.203-11  (Certification  and  Disclosure 
Regarding  Payments  to  Influence  Certain 
Federal  Transactions).  Effective  23  De¬ 
cember  1989,  both  solicitations  and  con¬ 
tracts  are  required  to  include  the  clause  at 
FAR  52.203-12  (Limitation  on  Payments 
to  Influence  Certain  Federal  Transac¬ 
tions). 

b.  FAR  clause  52.203-12  makes  the 
cost  of  certain  lobbying  activity  unallow¬ 
able.  The  activity  covered  is  influencing 
or  attempting  to  influence  an  officer  or 
employee  of  an  agency,  a  Member  of 
Congress,  an  officer  or  employee  of 
Congreso,  or  an  employee  of  a  Member  of 
Congress  in  connection  with  any  covered 
Federal  action.  A  covered  Federal  action 
is  defined  as  (1)  the  awarding  of  any 
Federal  contract,  (2)  the  making  of  any 
Federal  grant, 

(3)  the  making  of  any  Federal  loan,  (4) 
the  entering  into  of  any  cooperative 
agreement,  or  (5)  the  modification  of  any 
Federal  contract,  grant,  loan,  or  coopera¬ 
tive  agreement. 

c.  The  Act  does  not  apply  to  the 
following  activities: 

(1)  Providing  information  specifically 
requested  by  a  Member  of  Congress,  an 
employee  of  Congress,  an  empirwee  of  a 
Member  of  Congress,  or  an  officer  or 
employee  of  a  Federal  agency. 

(2)  Agency  and  l^slative  liaison  by  a 
contractor’s  regularly  employed  employ- 
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ee,  provided  the  activity  is  prior  to  or  not 
directly  related  to  a  specific  solicitation. 

(3)  Selling  activities  by  independent 
sales  representatives,  provided  such  ac¬ 
tivities  are  prior  to  formal  solicitation 
and  limited  to  the  merits  of  the  matter. 

(4)  Professional  or  technical  services 
rendered  directly  in  the  preparation,  sub¬ 
mission,  or  negotiation  of  a  bid  or  pro¬ 
posal,  provided  such  services  are  limited 
to  providing  advice  and  analysis  which 
directly  applies  a  professional  or  techni¬ 
cal  discipline  and  are  further  limited  to 
the  merits  of  the  matter. 

7-1917  Costs  Associated  With 
Military  Operations 

7-1917.1  War  Haza>-d  Pay 

a.  Contractors  will  sometimes  offer 
hazardous  duty  pay  as  an  incentive  to 
employees  performing  work  under  un¬ 
usually  dangerous  situations.  These  in¬ 
centives  vary  among  contractors  and  may 
reflect  differences  m  individual  circum¬ 
stances.  Such  incentives  are  to  be  evalu¬ 
ated  for  reasonableness  on  a  case-by-case 
basis.  Each  contractor  should  support  the 
reasonableness  of  the  incentives  by  pre¬ 
senting  evidence  that  may  be  relevant  to 
the  particular  circumstances.  War  hazard 
differentials  may  well  be  justified  in 
order  to  ensure  that  critical  functions  are 
maintained  in  support  of  our  troops. 

b.  The  amount  of  war  hazard  pay 
necessary  in  a  given  situation  will  depend 
on  many  factors,  such  as: 

(1)  Country  and  city  where  assigned, 

(2)  Distance  of  work  site  from  actual 
battlelines  and  surrounding  areas  of  im¬ 
minent  danger, 

(3)  War  hazard  differentials  being  of¬ 
fered  by  other  defense  contractors  in  the 
same  location, 

(4)  Employee  response  to  any  lower 
war  hazard  differential  pay  offers  made 
by  the  contractor, 

(5)  Availability  of  alternate  workers  at 
appropriate  skill  level,  and 

(6)  Other  compensation  offered,  such 
as  bonuses  and  insurance  coverage. 

c.  Auditors  should  review  the  reason¬ 
ableness  of  the  process  by  which  the  war 
hazard  differentials  are  set  without  any 
preconceived  idea  of  what  percentage  or 


dollar  amount  is  to  be  accepted  as  reason¬ 
able.  Whatever  policy  the  contractor  sets 
should  be  consistent  to  ensure  that  the 
contractor  is  not  paying  the  war  hazard 
differential  only  where  it  can  be  reim¬ 
bursed  on  government  contracts  (e.g., 
flexibly  priced  contracts).  Contractors 
should  also  be  encouraged  to  set  forth 
their  policy  in  writing  to  the  cognizant 
ACO  and  enter  into  an  advance  agree¬ 
ment  to  avoid  misunderstandings. 

7-1917.2  Supplemental  Reservist 
Payments 

a.  In  accordance  with  a  4  October  1990 
memorandum  issued  by  the  Director  of 
Dei^nse  Procurement,  supplemental  re¬ 
servist  payments  are  allowable  when  paid 
to  employees  who  served  on  active  mili¬ 
tary  duty  in  conjunction  with  Operation 
Desert  Shield  and  Operation  Desert 
Storm. 

b.  Allowable  amounts  are  limited  to  the 
lesser  of  (a)  the  contractor’s  extended 
military  leave  benefits  plus  active  duty 
pay,  or  (b)  the  total  compensation  of  an 
employee  at  the  time  of  entry  into  active 
military  duty.  For  purposes  of  computing 
this  limitation,  active  duty  pay  includes 
basic  pay,  all  specialty  pay,  and  all  allow¬ 
ances,  except  for  subsistence,  travel,  and 
uniform  allowances. 

7-1917.3  Operation  Desert  Storm 
Homecoming  Celebration  Expenses 

a.  In  accordance  with  a  3  June  1991 
memorandum  issued  by  the  Director  of 
Defense  Procurement,  Operation  Desert 
Storm  homecoming  activities  are  consid¬ 
ered  to  be  a  national  celebration.  If  costs 
are  incurred  for  participating  in  honoring 
the  Desert  Storm  troops  and  celebrating 
the  operation’s  success,  this  section  ap¬ 
plies. 

b.  As  a  general  rule,  the  costs  of 
participation  are  allowable  because  par¬ 
ticipation  costs  are  considered  as  being 
incurred  in  different  circumstances  than 
public  relations  or  advertising  costs. 
However,  costs  which  would  otherwise  be 
specifically  unallowable  are  still  unallow¬ 
able  (see  7-1917. 3e). 

c.  Allowable  contractor  participation 
costs  include  labor,  material,  and  other 
direct  costs  of  the  celebration.  Employee 
time  to  participate  in  the  activities  could 
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include  time  to  march  in  a  parade  or 
fabricate  a  parade  float.  Contractors 
should  be  allowed  material  and  other 
direct  costs  of  floats,  displays,  or  exhibits 
appropriate  to  the  celebration  activity. 
Generally,  the  allowability  of  such  costs 
is  linked  to  employee  morale  and  will 
normally  involve  celebrations  in  the  lo¬ 
cality  of  the  contractor  facility.  While 
there  is  no  specific  limit  on  the  number 
or  location  of  celebration  activities  that 
would  be  allowable  for  a  contractor,  there 
should  be  a  clear  linkage  to  employee 
morale. 

d.  Employee  absence  from  the  work¬ 
place  to  attend  the  celebrations  is  allow¬ 
able  if  the  associated  costs  are  reason¬ 
able.  Most  celebration  activities  were 
scheduled  for  holidays  or  weekends  when 
there  would  be  little  or  no  contractor 
costs  for  employee  attendance.  When 
activities  were  scheduled  for  normal 
work  time,  reasonable  personal  absence 
costs  are  allowable. 

e.  Certain  costs  remain  unallowable 
even  if  associated  with  such  celebrations. 
Any  advertisement  to  the  public  of  any 
nature  is  subject  to  FAR  31.205-1,  al¬ 
though  the  contractor  is  allowed  to  in¬ 
clude  its  name  and  logo  on  a  banner,  si^, 
and/or  float  used  in  the  celebration  activ¬ 
ity.  Costs  of  souvenirs,  models,  imprint¬ 
ed  clothing,  buttons,  and  other  mementos 
distributed  during  the  celebration  are 
unallowable  under  FAR  3I.20S-l(fX6). 
Contributions  to  local  governments  or 
other  third  parties  to  pay  for  celebration 
activities  are  unallowable  contributions 
under  FAR  31.205-8. 

7-1918  Costs  Related  to  Le^  and 
Other  Proceedings 

a.  The  speciflc  conditions  for  allowa¬ 
bility  of  costs  associated  with  le^  and 
other  proceedings  are  addressed  in  FAR 
31.205-47.  The  cost  principle  applies  to 
the  total  costs  incurred  for  the  subject 
purpose  including  all  costs  directly  asso¬ 
ciated  with  legal  and  other  proceedings. 

b.  The  costs  of  legal  services  as  ad¬ 
dressed  in  the  cost  principle  encompass 
both  (1)  services  rendered  by  attorneys 
who  are  not  officers  or  employees  of  the 
contractor  and  (2)  legal  work  performed 
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in-house  (usually  in  a  legal  department) 
(FAR  31.205-47|;a]). 

c.  Cost  of  outside  legal  services  should 
be  supported  by  invoices  or  billings 
which  itemize  such  items  as  amounts 
applicable  to  retainer  agreements,  fees  for 
services  not  covered  by  a  retainer,  expen¬ 
ditures  for  investigative  and  other  ser¬ 
vices,  and  travel  and  miscellaneous  ex¬ 
penses  (FAR  31.205-33[q). 

d.  In-house  legal  costs  include  salaries 
and  related  fringe  benefits  as  well  as  the 
costs  of  secretarial  and  other  support 
services,  space,  utilities,  and  library  ser¬ 
vices.  if  a  contractor  maintains  a  legal 
capability  in-house,  the  use  of  outside 
counsel  should  be  limited  to  matters 
beyond  the  competence  or  workload  ca¬ 
pacity  of  the  contractor’s  own  legal  de¬ 
partment. 

7-1918.1  Genera)  Considerations  on 
Legal  Services 

a.  Outside  legal  services  and  outside 
support  for  legal  services  are  generally 
considered  as  specific  kinds  of  profes¬ 
sional  or  consultant  services  subject  to 
the  provisions  of  FAR  31.205-33,  as 
discussed  in  7-1905. 

b.  Costs  of  in-house  legal  services  ordi¬ 
narily  cover  a  variety  of  legal  activities 
related  to  the  overall  administration  and 
management  of  the  contractor’s  business. 
They  are  usually  accounted  for  without 
further  identification  as  part  of  in-house 
general  and  administrative  expenses.  Au¬ 
dit  determinations  on  allowability  will 
generally  be  made  in  consideration  of  the 
overall  amounts  involved.  The  auditor 
should  not  undertake,  or  request  the 
contractor  to  undertake,  a  detailed  analy¬ 
sis  to  classify  costs  by  function  or  spline 
activity  unless  an  overall  review  indicates 
that  the  amount  is  obviously  excessive  or 
that  a  significant  portion  of  the  effort  of 
legal  personnel  was  devoted  to  activities 
designated  in  FAR  31.205  as  unallowable 
or  not  allocable  to  government  business 
(but  see  7-1918.9). 

7-1918.2  Definitions 

a.  “Cost,”  as  used  in  FAR  31.205-47, 
includes  all  costs  which  would  not  have 
been  incurred  but  for  the  proceeding. 
This  includes  costs  incurred  before,  dur¬ 
ing,  and  after  the  proceeding.  The  con- 
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cept  of  “before  the  proceeding”  should  be 
interpreted  to  cover  the  following:  (1) 
when  a  contractor  anticipates  and  begins 
to  prepare  for  a  proceeding  before  it  has 
been  ofHcially  notified  that  a  governmen¬ 
tal  unit  has  initiated  a  proceeding  and  (2) 
when  the  contractor  is  conducting  its  own 
investigation  or  inquiry  preparatory  to 
initiating  a  proceeding. 

b.  A  proceeding  includes  any  investiga¬ 
tion,  administrative  process,  inquiry, 
hearing,  or  trial  conducted  by  a  local, 
state.  Federal,  or  foreign  governmental 
unit  and  appeals  from  such  proceedings. 
Note  that  for  the  purposes  of  this  cost 
principle,  the  term  proceeding  includes, 
but  is  not  limited  to,  those  related  to 
actions  which  in  nature  are  criminal, 
non-criminal,  fraud,  non-fraud,  contract- 
related,  or  non-contract-related.  The  defi¬ 
nition  is  very  broad. 

c.  A  penalty  does  not  include  a  pay¬ 
ment  to  make  a  unit  of  government 
whole  for  damages  or  the  interest  accrued 
on  the  damages.  A  penalty  is  in  the 
nature  of  a  punitive  award  or  fine. 

7-1918.3  Allowability  of  Costs 

Costs  of  some  proceedings  are  allow¬ 
able  subject  to  a  ceiling  if  the  contractor 
prevails  in  an  action,  some  are  always 
unallowable,  and  others  are  completely 
allowable  if  the  contractor  prevails  in  an 
action.  Costs  associated  with  routine  pro¬ 
ceedings,  not  specifically  addressed  in  the 
FAR  cost  principle,  are  generally  allow¬ 
able. 

7-1918.4  Allowable  Cost  Ceiling  for 
Certain  Proceedings 

a.  If  the  outcome  of  a  proceeding 
described  in  FAR  31.205-47(b)  deter¬ 
mines  costs  to  be  allowable,  the  maxi¬ 
mum  amount  allowable  is  still  limited  to 
the  extent  that  the  costs; 

(1)  are  reasonable  considering  the  re¬ 
quirements  and  underlying  cause  of  the 
proceeding; 

(2)  have  not  been  otherwise  recovered 
from  any  source;  and 

(3)  do  not  exceed  80  percent  of  the 
total  otherwise  allowable  cost.  A  percent¬ 
age  less  than  80  percent  could  be  appro¬ 
priate  considering  the  circumstances  of 
the  case  and  the  legal  work  involved. 


b.  The  “80  percent  or  appropriate 
amount”  ceiling  limitation  is  waived  for 
a  Federal  government  proceeding  if  the 
proceeding  is  resolved  by  a  settlement 
which  explicitly  states  that  the  settlement 
amount  has  considered  the  80  percent 
limitation  and  sets  a  specific  dollar 
amount  of  allowable  costs  related  to  the 
proceedings  (FAR  31.205-47[e]).  That 
specific  amount  would  be  the  maximum 
allowable  amount.  The  ceiling  cannot  be 
waived  for  proceedings  settled  with  a  unit 
of  government  at  any  level  other  than  the 
Federal  government  (but  see  7-1918.5c). 

c.  The  unallowable  portion  (amount 
over  the  ceiling)  is  considered  to  be  a  co¬ 
payment  to  encourage  contractors  to  in¬ 
cur  proceedings  costs  responsibly  even  in 
a  winning  case. 

7-1918.5  Proceedings  Allowable  Subject 
to  a  Ceiling  if  the  Contractor  Prevails 

a.  Costs  of  proceedings  commenced  by 
a  governmental  unit  (Federal,  state,  local, 
or  foreign)  for  violation  of,  or  a  failure  to 
comply  with,  law  or  regulation  are  unal¬ 
lowable  if  the  following  proceedings  re¬ 
sult  in  the  indicated  outcomes;  otherwise, 
costs  are  allowable  subject  to  the  ceiling 
(FAR  31.205-47[b]): 

(1)  A  criminal  proceeding;  a  convic¬ 
tion. 

(2)  A  civil  or  administrative  proceed¬ 
ing  involving  an  allegation  of  fraud  or 
similar  misconduct;  a  finding  of  liability. 

(3)  A  civil  or  administrative  proceed¬ 
ing  not  involving  an  allegation  of  fraud  or 
similar  misconduct;  an  assessment  of  a 
monetary  penalty. 

(4)  A  proceeding  held  by  an  appropri¬ 
ate  official  of  an  executive  agency  for 

(a)  debarment  or  suspension  of  the 
contractor; 

(b)  rescission  or  voiding  of  a  contract; 
or 

(c)  termination  of  a  contract  for  default 
because  of  violation  of  or  noncompliance 
with  a  law  or  regulation. 

In  each  case  in  (4),  the  controlling 
outcome  is  a  final  decision  unfavorable 
to  the  contractor. 

(5)  Any  proceeding  shown  in  (1) 
through  (4)  which  could  have  led  to  the 
associated  outcome;  outcome  is  settle¬ 
ment  by  consent  or  compromise.  If  the 
contractor,  its  agent,  or  its  employees 
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were  at  risk  of  one  of  the  stated  outcomes 
of  the  above  proceedings  and  the  pro¬ 
ceeding  is  settled  by  consent  or  compro¬ 
mise,  the  settlement  is  treated  as  a  loss 
for  purposes  of  allowability  of  the  costs. 

b.  Any  costs  of  a  proceeding  involving 
the  same  underlying  alleged  contractor 
misconduct  addressed  in  another  pro¬ 
ceeding  whose  outcome  determined  the 
costs  to  be  unallowable  (see  a.  above)  are 
also  unallowable  (FAR  31.205-47[b][5]). 
If  a  contractor  loses,  settles,  or  compro¬ 
mises  one  proceedings  associated  with 
alleged  contractor  misconduct,  all  litiga¬ 
tion  costs  for  all  other  proceedings  relat¬ 
ed  to  the  same  misconduct  are  also 
unallowable. 

c.  Unallowability  of  costs  under  FAR 

31.205- 47(b)  or  (e)  for  a  non-Federal 
government  proceeding  may  be  waived 
when  an  araropriate  cognizant  U.S.  Gov¬ 
ernment  official  determines  that  the  costs 
were  incurred  either  (FAR  31.205-47[d]); 

(1)  as  a  direct  result  of  a  specific  term 
or  condition  of  a  Federal  contract;  or 

(2)  as  a  result  of  compliance  with 
specific  written  direction  of  the  cognizant 
contracting  ofHcer. 

7-1918.6  Proceedings  Which  Are  Always 
Unallowable 

a.  Defense  or  prosecution  of  claims  or 
appeals  against  the  Federal  government 
(FAR  31.205-47[f][l]).  TTiis  includes  the 
cost  of  preparing  and  presenting  an  ap¬ 
peal  before  a  board  of  contract  appeals 
(see  Lear  Siegler,  Inc.  ( 1 979]  ASBCA  No. 
20040,  79-1). 

b.  Organization,  reorganization,  merg¬ 
ers,  or  acquisitions,  or  resistance  to  merg¬ 
er  or  acquisition  (FAR  31.205-47[f][2] 
and  FAR  31.205-27). 

c.  Defense  of  antitrust  suits  (FAR 

31.205- 47[fl[3]). 

d.  Defense  or  prosecution  of  lawsuits 
or  appeals  between  contractors  arising 
from  such  agreements  as  teaming  ar¬ 
rangement,  dual  sourcing,  co-production, 
or  similar  programs.  However,  these 
costs  are  allowable  if  incurred  as  a  result 
of  compliance  with  specific  terms  and 
conditions  of  the  contract  or  written 
instructions  or  approval  from  the  con¬ 
tracting  officer  (FAR  3I.205^7[f](5]). 

e.  Patent  proceedings  if  not  required  by 
the  contract.  This  does  not  include  gener¬ 


al  counseling  services  such  as  advice  on 
patent  laws  and  regulations.  (FAR 

31.205- 30,  FAR  31.205-47[f][6]).  Also 
see  7-702. 

7-1918.7  Proceedings  Allowable  Withont 
Cost  Ceiling  if  the  Contractor  Prevails 

Costs  of  the  following  proceedings  are 
unallowable  with  the  stated  outcome; 
otherwise,  the  costs  are  allowable  without 
the  80  percent  ceiling; 

a.  Defense  of  suits  brought  by  employ¬ 
ees  or  ex-employees  of  the  contractor 
under  Section  2  of  the  Major  Fraud  Act 
of  1988  when  the  contractor  was  found 
liable  or  the  case  was  settled  (FAR 

31.205- 47[fl[4]). 

b.  Representation  of,  or  assistance  to, 
individuals,  groups,  or  legal  entities  that 
the  contractor  is  not  “legally  bound”  to 
provide,  arising  from  an  action  where  the 
party  being  represented  or  assisted  was 
convicted  of  a  violation  of  law  or  regula¬ 
tion  or  was  found  liable. 

7-1918J  Proceedings  Related  to  Bid 
Protests 

Costs  of  bid  protest  proceedings  may 
be  claimed  by  both  the  protestor  and  the 
contractor.  There  are  many  factors  as 
discussed  in  this  section  that  need  to  be 
considered  when  reviewing  the  allowabil¬ 
ity  of  bid  protest  costs. 

a.  The  ASBCA  has  ruled  that  bid 
protest  costs  are  not  unallowable  under 
FAR  31.205-47(0.  In  Bos’n  Towing  and 
Salvage  Company,  ASBCA  41356,  the 
Board  ruled  that  “claim”  as  used  in  FAR 

31.205- 47(0  is  “term  of  art”  which  refers 
to  a  contract  disputes  claim  and  bid 
protests  do  not  fall  within  that  definition. 
Therefore,  FAR  31.205-47(0  should  not 
be  cited  as  the  basis  to  question  bid 
protest  costs. 

b.  Whether  a  protestor  is  successful  or 
unsuccessful  in  its  bid  protest,  the  costs 
of  the  protest  are  allowable  if  reasonable. 
For  a  successful  protest,  the  protestor 
may  receive,  as  part  of  the  proceeding, 
the  reasonable  costs  of  the  bid  protest. 
Auditors  should  assure  any  funds  award¬ 
ed  are  credited  to  the  account  where  the 
protest  costs  had  been  charged. 

c.  A  contractor  who  received  the  con¬ 
tract  award  being  protested,  may  incur 
legal  expenses  in  defending  against  a  bid 
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protest  as  an  “interested  party”.  In  Jana, 
ASBCA  32447,  the  Board  ruled  that  bid 
protest  costs  may  be  charged  directly  to 
the  contract  if  the  costs  fit  the  FAR 
31.202  definition  of  a  direct  cost.  How¬ 
ever,  the  Board  disallowed  direct  bid 
protest  costs  which  were  incurred  before 
the  contract  award  date  because  they  did 
not  meet  the  precontract  costs  require¬ 
ment  that  the  costs  must  be  necessary  to 
comply  with  the  proposed  contract  deliv- 
ei^  schedule  (FAR  31.205-32).  Therefore, 
bid  protest  costs  incurred  before  the 
contract  award  date  are  not  allowable 
direct  costs. 

d.  The  Jana  decision  discussed  above 
would  not  preclude  the  contractor  from 
adopting  an  accounting  practice  to  chaise 
all  legal  expenses  indirectly,  including  bid 
protest  costs.  However,  the  contractor’s 
practice  must  result  in  an  equitable  dis¬ 
tribution  of  the  cost  and  the  contractor 
must  follow  its  disclosed  accounting 
practice  consistently. 

7-1918.9  Segregation  and  Withholding  of 
Proceedings^  Costs 

a.  FAR  3 1 .205-47(g)  requires  that  costs 
of  a  proceeding  whose  outcome  deter¬ 
mines  cost  allowability  be  segregated  by 
the  contractor  and  p^ment  be  withheld 
by  the  contracting  officer  until  the  out¬ 
come  is  determined.  Thus  costs  described 
in  7-1918.5  and  7-1918.7  should  be  segre¬ 
gated  as  incurred  and  not  billed  to  the 
government  until  the  outcome  is  deter¬ 
mined. 

b.  The  contracting  officer  may  enter 
into  an  advance  agreement  to  make  con¬ 
ditional  pa};ments  to  the  contractor  for 
such  potentially  unallowable  costs  if  the 
contractor  agrees  to  repay  the  govern¬ 
ment  with  interest  if  the  ultimate  out¬ 
come  of  the  proceeding  makes  the  cost 
unallowable.  In  advising  the  contracting 
officer  about  such  agreements,  it  should 
be  noted  that  most  such  proceedings’ 
costs  are  subject  to  the  80  percent  ceiling 
even  when  the  contractor  wins.  There¬ 
fore,  the  20  percent  over-ceiling  amounts 
are  not  billable  even  with  an  advance 
agreement. 

c.  Costs  related  to  proceedings  which 
are  unallowable  regardless  of  the  out¬ 
come  (7-1918.6)  are  required  to  be  segre¬ 
gated  and  removed  from  government 
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billings  in  accordance  with  CAS  405  and 
FAR  31.201-6. 

d.  Costs  incurred  using  outside  counsel 
or  other  outside  resources  should  be 
easily  identified  and  segregated.  For  costs 
incurred  in-house,  the  contractor  will 
need  to  have  internal  controls  in  place  to 
identify  costs  as  they  are  being  incurred 
pursuant  to  the  proceedings  described  in 
7-1918.5,  7-1918.6,  and  7-1918.7. 

e.  The  contractor  is  not  r^uired  to 
anticipate  whether  a  routine  inquiry  or 
action  will  result  in  a  potentially  unallow¬ 
able  cost  proceeding.  Cost  identification 
to  (or  incurrence  for)  a  particular  pro¬ 
ceeding  cannot  begin  before  the  contrac¬ 
tor  has  notice  of  the  proceeding,  unless 
the  contractor  anticipates  such  a  proceed¬ 
ing  and  on  its  own  begins  to  incur  costs. 
Anticipatory  costs  incurred  by  a  contrac¬ 
tor  are  considered  to  be  related  to  a 
proceeding  even  if  the  unit  of  govern¬ 
ment  has  not  notified  the  contractor  of 
the  proceeding,  or  even  if  the  contractor 
stops  its  preparations  for  a  proceeding 
without  notifying  the  government.  A  spe¬ 
cific  notifying  event  or  a  contractor  antic¬ 
ipatory  decision,  accompanied  by  incur¬ 
rence  of  significant  costs,  triggers  the 
segregation  and  withholding. 

7-1918.10  Audit  Considerations 

a.  The  regulatory  history  for  FAR 
3 1 .205-47  includes  the  following  guiding 
principles  which  should  be  considered  in 
applying  the  cost  principle  to  specific 
cases: 

(1)  The  government  should  not  pay  for 
wrongdoing,  the  defense  of  wrongdoing, 
or  the  results  or  consequences  of  wrong¬ 
doing  by  contractors. 

(2)  The  government  should  not  encour¬ 
age  litigation  by  contractors. 

(3)  Government  contractors  should  not 
be  put  in  a  better  position  than  contrac¬ 
tors  in  the  commercial  area. 

(4)  The  government  should  not  dis¬ 
courage  contractors  from  enforcing  the 
government's  rights  and  protecting  the 
government’s  interests. 

b.  The  auditor  should  review  costs 
s^regated  by  the  contractor  to  determine 
that  ^1  known  unallowable  and  potential¬ 
ly  unallowable  proceedings  costs  have 
l^n  included. 
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c.  Legal  services  cost  billings  and  other 
documents  related  to  unallowable  pro¬ 
ceeding  should  be  carefully  reviewed  to 
identi^  other  unallowable  proceedings 
and  professional  service  costs  which 
should  also  be  segregated.  Any  in-house 
support  costs  (particularly  in  the  legal 
and  accounting  departments)  incurred 
for  unallowable  types  of  proceedings 
should  also  be  segr^ted. 

d.  The  review  of  internal  controls  over 
legal  costs  should  determine  if  the  con¬ 
tractor  has  ad^uately  trained  its  employ¬ 
ees  to  reco^ize  proceedings  subject  to 
the  cost  principle.  Particular  attention 
should  be  given  to  non-contract  proceed¬ 
ings  which  might  not  be  obvious  and 
could  be  handled  by  attorneys  not  nor¬ 
mally  involved  in  Federal  contract  law. 
For  example,  disputes  over  a  municipal 
ordinance  or  an  IRS  inquiry  could  all  be 
subject  to  penalty  ind  as  such  could  be 
unallowable  depending  on  the  outcome. 

e.  In-house  legal  staff  handles  routine 
inquiries  from  government  agencies.  Re¬ 
plies  to  such  inquiries  are  not  considered 
to  be  related  to  proceedings  triggering 
segregation  and  withholding  unless  the 
contractor  has  specific  knowledge  that 
the  intiuiry  is  pursuant  to  a  proceeding 
type  listed  in  the  cost  principle  or  the 
contractor  for  its  own  reasons  chooses  to 
treat  the  inquiry  as  preparatory  to  an 
anticipated  proceeding.  A  contractor 
might  make  such  a  choice  because  of 
other  knowledge  it  has  of  the  subject  of 
the  inquiry  or  any  other  reason  to  believe 
that  it  may  be  at  risk. 

f.  If  the  contractor’s  internal  controls 
for  its  in-house  legal  services  are  ade¬ 
quate,  segregation  of  insignificant  in- 
house  costs  related  to  minor  proceedings 
(five-minute  telephone  calls  and  routine 
reply  letters)  should  not  be  required. 
Aggr^sive  defense  or  prosecution  of  pro¬ 
ceedings  listed  in  the  cost  principle  can¬ 
not  be  considered  insignificant,  i.e., 
pleading  not  guilty,  or  appearing  in  court 
to  make  arguments,  extensive  in-house 
investigation,  or  other  support  activities. 

g.  Contractor  responses  to  or  support 
of  audits  by  DCAA  are  not  proceedings 
subject  to  disallowance  within  the  mean¬ 
ing  of  the  cost  principle.  Although  crimi¬ 
nal  and  civil  proceedings  have  sometimes 
started  as  the  result  of  DCAA  audits. 


there  is  no  presumption  of  a  proceeding 
subject  to  the  cost  principle  until  an 
agency  with  sufficient  authority  opens 
such  a  proceeding  and  the  contractor  is 
notified.  If  a  contractor  chooses  to  treat 
the  audit  as  a  covered  proceeding  or  to 
begin  preparations  for  an  appeal  before  a 
final  decision  is  made,  then  the  contrac¬ 
tor  cost  associated  with  such  preparations 
for  a  proceeding  would  be  subject  to 
segregation.  The  level  and  nature  of  the 
contractor’s  response  would  determine 
its  treatment. 

Questioning  costs  in  such  a  circum¬ 
stance  would  be  a  sensitive  matter.  Any 
action  which  discouraged  a  full  response 
from  the  contractor  at  the  earliest  point 
in  the  audit  and  negotiation  process 
would  be  counter-productive  to  the 
speedy  resolution  of  issues.  Nevertheless, 
if  the  contractor  b^ns  extensive  or  spe¬ 
cific  activities  obviously  aimed  at  appeal 
of  a  contracting  officer’s  decision  or  any 
other  listed  proceeding  before  an  official 
decision  or  proceeding,  the  costs  must  be 
identified  and  segregated  for  billing  with¬ 
holding. 

h.  Contractor  response  to  the  assess¬ 
ment  of  a  penalty  by  the  ACO  for  inclu¬ 
sion  of  unallowable  costs  in  a  certified 
overhead  cost  submission  pursuant  to 
DFARS  231.7000  is  a  proceeding  as 
described  in  7-1918.Sa.  The  penalty  pro¬ 
ceeding  is  separate  from  the  indirect  rate 
resolution  process  and  proceedings.  Con¬ 
tractors  should  segregate  and  withhold 
the  legal  and  accounting  costs  associated 
with  the  penalty  proceeding. 

i.  If  the  contractor  is  not  segr^ting 
and  withholding  costs  of  proceedings  as 
required  by  the  cost  principle,  the  auditor 
should  attempt  to  persuade  the  contrac¬ 
tor  to  comply.  The  ACO  should  be  noti¬ 
fied  of  such  instances  concerning  prog¬ 
ress  payments  and  a  DCAA  Form  1 
(Notice  of  Costs  Suspended  and/or  Dis¬ 
approved)  should  be  prepared  for  disallo¬ 
wance  or  suspension  of  such  costs  includ¬ 
ed  in  public  vouchers.  The  auditor  should 
take  care  in  the  oversight  of  this  cost  area 
so  as  not  to  prematurely  disclose  the 
existence  of  a  government  proceeding  to 
the  contractor. 
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7-1919  Accoanting  for  Lump-Sum 
Wages  Resulting  from  Union 
Contracts 

7-1919.1  Geaetal 

This  section  provides  audit  guidance 
on  the  proper  accounting  for  lump-sum 
wage  payments  resulting  from  union  con¬ 
tracts.  Union  contracts  may  provide  that 
union  member  employees  receive  a 
lump-sum  payment  in  lieu  of  or  in  addi¬ 
tion  to  an  increase  in  their  base  wage 
rate.  The  speciflc  terms  of  lump-sum 
payments  may  vary,  but  ordinarily  the 
employee  is  not  required  to  refund  to  the 
company  any  portion  of  the  payment  if 
the  employee  terminates  employinent 
prior  to  the  end  of  the  contract  period. 

7-1919.2  Future  Benefit  of  Lump-Sum 
Payments 

a.  Neither  the  FAR,  CAS,  or  State¬ 
ments  of  Financial  Accounting  Standards 
(FAS)  provide  specific  guidance  on  the 
accounting  of  lump-sum  wages.  The 
Emerging  Issues  Task  Force  (EITF)  of  the 
Financial  Accounting  Standards  Board 
(FASB)  released  Issue  Summary  (EITFIS) 
No.  88-23  dated  December  1988, 
“Lump-Sum  Payments  Under  Union 
Contracts”  which  provides  specific  guid¬ 
ance  regarding  the  accounting  for  lump¬ 
sum  payments.  In  the  absence  of  specific 
guidance  in  the  FAR,  CAS,  or  FAS,  the 
EITFIS  which  interprets  GAAP  is  the 
appropriate  accounting  guidance  to  fol¬ 
low. 

b.  EITFIS  88-23  concludes  that  lumiv 
sum  payments  are  similar  to  an  intangi¬ 
ble  asset  in  that  the  payments  provided  to 
the  individuals  in  the  current  period  will 
benefit  future  periods  in  the  form  of 
reduced  payroll  expense.  In  addition,  the 
EITFIS  88-23  notes  that  Accounting 
Principles  Board  (APB)  Opinion  No.  12 
requires  that  amounts  estimated  to  be 
paid  under  deferred  compensation  con¬ 
tracts  with  employees  be  accrued  in  a 
systematic  and  rational  manner  over  the 
period  of  active  employment  banning 
at  the  time  the  union  contract  is  entered 
into.  Although  the  lump-sum  payments 
are  generally  made  at  the  beginning  of 
each  year,  th<w  should  receive  similar 
treatment  so  that  the  expense  is  recog- 
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nized  in  a  systematic  and  rational  man¬ 
ner.  EITFIS  88-23  concludes  that  since 
the  current  lump-sum  payments  clearly 
benefit  future  periods,  the  matching  con¬ 
cept  r^uires  that  they  be  deferred  and 
amortized  over  the  period  benefited;  e.g., 
the  period  covered  by  the  union  contract. 

7-19193  Mnltiple  Lamp-Sum  Payments 

EITFIS  88-23  addresses  a  single  lump¬ 
sum  payment.  What  happens  when  the 
union  contract  requires  multiple  lump¬ 
sum  payments  to  be  made  over  the 
period  of  the  union  contract?  Discussions 
with  the  FASB  staff  led  to  the  conclusion 
that  each  payment  should  be  amortized 
from  the  scheduled  date  of  payment  to 
the  date  of  the  next  scheduled  payment. 
For  example,  if  the  union  contract  re¬ 
quires  three  lump-sum  payments  to  be 
made  on  1  October  1990,  1991,  and 
1992,  with  the  contract  expiring  on  30 
September  1993,  then  the  costs  of  the  1 
October  1990  payment  should  be  amor¬ 
tized  from  1  October  1990  to  30  Septem¬ 
ber  1991,  the  1  October  1991  payment 
from  1  October  1991  to  30  September 

1992,  and  the  1  October  1992  payment 
from  1  October  1992  to  30  September 

1993. 

7-1919.4  Effect  of  Delay  in  Union 
Contnct  Execution 

a.  A  union  contract  may  not  be  signed 
until  some  time  after  the  previous  con¬ 
tract  has  expired.  Generally,  the  new 
contract  will  be  retroactive,  with  an  effec¬ 
tive  date  coinciding  with  the  expiration 
date  of  the  prior  contract.  In  such  cases, 
the  employees  will  usually  receive  a 
lump-;sum  payment  on  the  date  the  con¬ 
tract  is  siraed,  although  the  period  cov¬ 
ered  by  the  contract  b^ns  some  time 
earlier.  The  matching  principles  dis¬ 
cussed  in  the  previous  paragraphs  should 
also  apply  here;  i.e.,  the  lumpsum  pay¬ 
ments  should  be  amortized  over  the 
period  of  the  union  contract.  The  ques¬ 
tion  is  whether  the  amortization  period 
b^ns  at  the  time  the  contract  is  execut¬ 
ed  or  at  the  time  it  is  effective.  The  key  to 
answering  this  question  is  determining 
the  time  at  which  the  liability  construc¬ 
tively  exists. 

b.  Statement  of  Financial  Accounting 
Concepts  (SFAC)  No.  6  defines  liabilities 
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as  “probable  future  sacrifices  of  econom¬ 
ic  benefits  arising  from  present  obli^- 
tions  of  a  particular  entity  to  transfer 
assets  or  provide  services  to  other  entities 
in  the  future  as  a  result  of  past  transac¬ 
tions  or  events.”  When  employees  con¬ 
tinue  to  work  after  the  old  union  contract 
expires  in  anticipation  of  a  new  contract, 
the  act  of  continuing  to  work  may  consti¬ 
tute  the  past  event  referenced  in  the 
SFAC.  In  some  circumstances,  by  contin¬ 
uing  to  work,  the  employees  are  showing 
that  they  anticipate  receiving  some  future 
benefit.  Under  these  circumstances,  it 
would  be  difficult  for  the  contractor  to 
avoid  making  payments  (a  future  transfer 
of  assets)  to  these  employees,  either  in  the 
form  of  lump-sum  payments,  cost  of 
living  adjustments,  or  other  benefits.  Fi¬ 
nally,  the  probable  future  sacrifice  of 
benefits  would  be  the  lump-sum  pay¬ 
ments,  provided  it  can  be  reasonably 
forecasted  that  these  payments  will  be 
included  in  the  new  union  contract. 
Therefore,  if  it  can  be  reasonably  fore¬ 
casted  that  the  payments  will  be  made, 
then  the  costs  should  be  amortized  over 
the  union  contract  period  beginning  on 
the  effective  date  of  the  contract.  Con¬ 
versely,  if  it  can  be  shown  that  future 
payments  are  not  probable  (e.g.,  lump¬ 
sum  payments  are  not  included  in  the 
union  labor  package,  lump-sum  pay¬ 
ments  are  in  dispute,  or  the  union  negoti¬ 
ating  position  includes  elimination  of  the 
lump-sum  payments),  then  a  liability 
does  not  exist  until  the  union  contract  is 
signed.  Thus,  if  these  conditions  have 
bran  met,  the  lump-sum  payments 
should  be  amortized  over  the  period 
covering  the  date  of  contract  execution 
through  the  date  of  contract  expiration 
(or  the  date  of  the  next  scheduled  pay¬ 
ment  in  the  case  of  multiple  payments). 
The  key  factor  is  to  determine  if  there 
was  a  prior  expectation  that  the  lump¬ 
sum  payments  would  be  included  in  the 
new  union  contract. 

7-1919.5  AcconntiBg  Change 
For  those  contractors  whose  account¬ 
ing  practice  is  to  accrue  the  payments  in 
advance  or  to  expense  the  lump-sum 
when  paid,  a  change  from  the  current 
method  to  amortization  over  the  union 
contract  period  constitutes  a  change  in 


the  method  of  assigning  costs  to  cost 
accounting  periods.  The  contractor  is 
subject  to  the  requirements  of  FAR 
52.230-5,  Administration  of  Cost  Ac¬ 
counting  Standards,  including  the  prepa¬ 
ration  of  a  cost  impact  propt^  for  those 
contracts  that  contain  this  clause. 

7-1920  EDviromnental  Costs 

7-1920.1  Summary 

Environmental  costs  are  normal  costs 
of  doing  business  and  are  generally  allow¬ 
able  costs  if  reasonable  and  allocable. 
Some  environmental  costs  must  be  capi¬ 
talized  when  the  incurrence  of  such  costs 
improves  the  property  beyond  its  a^uisi- 
tion  condition  or  under  certain  circum¬ 
stances  when  the  costs  are  part  of  the 
preparation  of  the  property  for  sale.  If 
environmental  clean-up  efforts  resulted 
from  contamination  caused  by  contractor 
wrongdoing,  the  clean-up  costs  are  not 
allowable.  Environmental  costs  may  be 
subject  to  future  recoveries  from  insur¬ 
ance  companies  and  other  sources,  which 
may  not  be  reasonably  predictable  at  the 
time  the  environmental  clean-up  costs 
are  paid.  Some  of  the  sources  of  recovery 
may  be  unknown  when  the  contractor 
pays  for  environmental  clean-up  costs.  As 
such,  clean-up  costs  claimed  or  forecast¬ 
ed  are  usually  not  reflective  of  the  con¬ 
tractor’s  ultimate  liability  for  the  costs. 
Therefore,  the  forecasted  costs  should  be 
treated  as  contingent  costs  subject  to 
FAR  31.205-7,  Contingencies.  Also,  any 
otherwise  allowable  incurred  environ¬ 
mental  clean-up  costs  should  be  accepted 
contingent  upon  the  government  shwng 
in  any  future  recoveries  from  insurance 
policies  or  other  sources.  Advance  agree¬ 
ments  should  be  recommended  to  protect 
the  government’s  interests  in  any  future 
recoveries  of  clean-up  costs  reimbursed 
by  the  government. 

7-1920.2  Types  of  EaviroBmental  Costs 

Environmental  costs  include  costs  to 
prevent  environmental  contamination, 
costs  to  clean  up  prior  contamination, 
and  costs  directly  associated  with  the  first 
two  cat^ories  including  legal  costs.  Costs 
associate  with  fault-based  liabilities  to 
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third  parties  are  notenvironmental  costs 
(see  7-1920.12). 

7-1920 J  Cost  Principles  Applicable  to 
Environmental  Costs 

The  costs  incurred  to  clean  up  environ¬ 
mental  contamination  are  considered  to 
be  normal  business  expenses.  The  pri¬ 
mary  cost  principles  applicable  to  envi¬ 
ronmental  costs  are  FAR  Subsections; 
31.201-2,  Allowability;  31.201-3,  Rea¬ 
sonableness;  and  31.2()l-4,  Allocability. 
Other  cost  principles  applicable  in  specif¬ 
ic  circumstances  include  FAR  Subsec¬ 
tions:  31.201-5,  Credits;  31.205-3,  Bad 
Debts;  31.205-7,  Contingencies;  31.205- 
15,  Fines,  Penalties,  and  Mischarging 
Costs;  and  31.205-47,  Costs  Related  to 
Legal  and  Other  Proceedings. 

7-1920.4  Nonnal  Business  Expense 

Normal  business  expenses  are  those 
expenses  that  an  ordinary,  reasonable, 
prudent  businessperson  would  incur  in 
the  course  of  conducting  a  competitive 
for-proflt  enterprise.  In  the  context  of 
environmental  costs,  nonnal  business  ex¬ 
penses  are  measured  by  the  actual  costs 
incurred  in  the  period.  Not  all  normal 
business  expenses  are  allowable  for  gov¬ 
ernment  contract  costing  purposes.  To  be 
allowable,  costs  must  alk>  be  reasonable 
in  amount,  allocable  to  government  con¬ 
tracts,  and  not  be  specifically  unallowable 
under  government  cost  pnnciple  provi¬ 
sions. 

7-19203  Reasonabieiiess  of 
Enviroamental  Costs 

a.  The  key  concept  for  reasonableness 
of  environmental  costs  (both  preventive 
and  remedial)  is  that  the  methods  em¬ 
ployed  and  the  magnitude  of  the  costs 
incurred  must  be  consistent  with  the 
actions  expected  of  an  ordinary,  reason¬ 
able,  prudent  businessperson  performing 
non-government  contracts  in  a  competi¬ 
tive  marketplace.  A  government  contrac¬ 
tor  should  take  measures  to  prevent  or 
reduce  contamination  which  a  prudent 
businessperson  would  pursue  to  reduce 
its  environmental  costs. 

b.  Determination  of  reasonableness  of 
clean-up  costs  also  requires  an  examina¬ 
tion  of  the  circumstances  of  the  contami¬ 
nating  events.  Contractors  should  not  be 


reimbursed  for  increased  costs  incurred 
in  the  clean-up  of  contamination  which 
they  should  have  avoided.  In  order  to  be 
allowable,  contamination  must  have  oc¬ 
curred  despite  due  care  to  avoid  the 
contamination,  and  despite  the  contrac¬ 
tor’s  compliance  with  the  law.  Increased 
costs  due  to  contractor  delay  in  taking 
action  afler  discovery  of  the  contamina¬ 
tion  are  not  allowable.  For  forward  pric¬ 
ing  purposes,  the  costs  should  be  net  of 
reasonably  available  recoveries  from 
insurance  which  would  offset  the  clean¬ 
up  costs. 

7-1920.6  Allocability  of  Environmental 
Costs 

Costs  incurred  to  prevent  environmen¬ 
tal  contamination  will  generally  be  allo¬ 
cated  as  an  indirect  expense  using  a 
causal  or  beneficial  base.  Costs  to  clean 
up  environmental  contamination  caused 
in  prior  years  will  generally  be  period 
costs  allocated  throu^  a  company’s 
G&A  expense  pool.  (Tlean-up  costs  in¬ 
curred  at  a  home-office,  group-office,  or 
other  corporate-office  level  should  be 
allocated  to  the  segment(s)  associated 
with  the  contamination  for  inclusion  as 
part  of  the  segment’s  G&A  cost.  Clean-up 
costs  incurred  by  a  segment  should  be 
allocated  through  its  G&A  expense  pool 
if  no  other  segments  were  associated  with 
the  contamination.  If  other  segments 
participated  in  the  contamination,  a  fair 
share  of  the  clean-up  costs  should  be 
allocated  to  the  other  segments  for  inclu¬ 
sion  in  their  G&A  expense  pool.  This  is 
in  accordance  with  CAS  403  and  410  for 
CAS-covered  contractors. 

7-1920.7  EnviroDmenta]  Costs  Related  to 
Previoos  Sites  and  Closed  Segments 

a.  If  costs  arise  from  a  site  the  contrac¬ 
tor  segment  previously  occupied,  the 
costs  for  clean-up  would  usually  be  allo¬ 
cated  to  the  segment's  site  where  the 
work  was  transferred.  However,  if  the 
segment  is  closed  with  none  of  its  former 
work  remaining  within  the  company,  the 
cost  would  generally  not  be  directly  allo¬ 
cable  to  other  segments  of  the  business. 
There  are  many  possible  variations  for 
the  cost  accounting  treatment  of  environ¬ 
mental  costs  for  a  closed  segment,  de¬ 
pending  on  the  facts  of  the  particular 
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situation.  Information  auditors  should 
consider  includes: 

(1)  Are  any  aspects  of  the  closed  seg¬ 
ment’s  business  being  continued  by  the 
remaining  segments? 

(2)  Is  the  site  still  owned  by  the  con¬ 
tractor?  If  it  is,  what  is  its  current  use? 

(3)  If  the  site  is  not  currently  owned  by 
the  contractor,  what  were  the  terms  of  the 
sale  in  relation  to  environmental  costs? 
The  contractor  may  have  retained  envi¬ 
ronmental  clean-up  liability  in  exchange 
for  a  higher  sale  price  or  the  buyer  may 
have  accepted  full  liability  in  exchange 
for  a  lower  purchase  price. 

b.  Each  closed  segment  case  must  be 
reviewed  based  on  its  own  facts  to  deter¬ 
mine  if  the  costs  incurred  for  the  closed 
segment  should  be  directly  allocated  to 
other  segments,  be  allocated  as  residual 
home  oftlce  costs,  or  be  treated  as  an 
adjustment  of  costs  associated  with  the 
closing  of  the  segment. 

7-1920.8  Capitalization  of  Environmental 
Costs 

a.  Generally  Accepted  Accounting 
Principles  as  expressed  in  the  Emerging 
Issues  Task  Force  (EITF)  Issue  No.  90-8 
indicate  that  environmental  costs  would 
normally  be  expensed  in  the  period  in¬ 
curred  unless  the  costs  constitute  a  bet¬ 
terment  or  an  improvement,  or  were  for 
fixing  up  property  held  for  sale.  Better¬ 
ments  and  improvements  which  exceed 
the  contractor’s  capitalization  threshold 
must  be  capitalized.  Costs  of  fixing  up  a 
property  for  sale  are  generally  considered 
to  be  part  of  the  sales  transaction,  if 
realizable  from  the  sale. 

b.  It  would  be  unreasonable  for  the 
government  to  accept  as  current  period 
costs  expenditures  which  increase  the 
value  of  contractor  assets;  accordin^y, 
these  costs  should  be  capitalized  for 
government  contract  costing  purposes. 

c.  The  EITF  discusses  the  following 
situations  where  capitalization  of  the 
expenditures  may  be  appropriate: 

(1)  Cost  incurred  to  clean-up  a  site. 
These  costs  should  be  capitalized  if  the 
clean-up  effort  improves  the  property 
beyond  the  original  condition  of  the 
property  at  acquisition.  The  costs  in¬ 
curred  to  restore  a  property  to  its  acquisi¬ 
tion  condition  arc  generally  expensed 
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unless  they  extend  the  property’s  useful 
life. 

(2)  Costs  incurred  to  fix  up  property 
held  for  sale.  These  costs  are  to  be 
capitalized,  if  they  are  realizable  from  the 
sale.  A  contractor  may  be  required  to 
incur  contamination  clean-up  costs  far  in 
excess  of  any  amount  reasonably  realiza¬ 
ble  upon  sale.  In  the  case  of  costs  in 
excess  of  realizable  costs,  the  excess 
amounts  are  expensed  or  capitalized  de¬ 
pending  on  whether  they  improved  the 
property  beyond  the  property’s  condition 
at  acquisition. 

(3)  Costs  incurred  to  prevent  future 
contamination.  These  costs  would  have 
an  economic  value  in  more  than  one 
period  and  should  be  amortized  over 
their  useful  life.  Capital  assets  purchased 
or  constructed  to  prevent  future  contami¬ 
nation  must  be  capitalized  consistent 
with  CAS  404  and  GAAP. 

d.  Examples  of  capitalization  of  envi¬ 
ronmental  costs: 

(1)  A  contractor  acquires  property 
which  was  contaminated  by  a  previous 
owner.  Clean-up  costs  are  capitalized  as 
an  improvement.  Costs  of  ground  and 
water  clean-ups  are  increases  to  the  book 
value  of  the  land. 

(2)  A  contractor  cleans  up  contamina¬ 
tion  from  its  own  operations  since  ac¬ 
quiring  the  property.  If  the  property  is 
being  held  for  continuing  use,  the  costs 
are  expensed  as  period  costs. 

(3)  A  contractor  incurs  $80  million  to 
clean  up  contamination  it  caused  at  a  site 
which  has  a  book  value  of  $100  million 
and  which  is  being  held  for  sale  at  a  price 
of  $500  million.  The  $80  million  is 
realizable  from  the  sale  and  therefore, 
should  be  capitalized.  If  the  sales  price 
were  $100  million  instead,  none  of  the 
$80  million  would  be  realizable  and  it 
should  be  expensed  in  the  period. 

(4)  The  clean-up  in  example  (3)  is 
related  to  contamination  existing  at  ac¬ 
quisition.  In  this  situation,  the  $80  mil¬ 
lion  would  be  capitalized  even  for  the 
sale  at  a  price  of  $100  million  and  would 
produce  an  $80  million  loss  on  the  sale. 
In  effect,  this  would  recognize  that  the 
contractor  ove^aid  for  the  land  at  the 
time  of  acquisition. 
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7-1920.9  Potentially  Responsible  Party 
(PRP)  for  Environmental  Clean-Up 

a.  The  environmental  laws  usually  re¬ 
quire  each  Potentially  Responsible  Party 
(PRP)  for  Contamination  at  a  site  to  be 
individually  liable  lor  the  complete  clean¬ 
up  of  the  site.  The  ahowable  environmen¬ 
tal  cost  should  only  include  the  contrac¬ 
tor’s  share  of  the  clean-up  costs  based  on 
the  actual  percentage  of  the  contamina¬ 
tion  attributable  to  the  contractor. 

b.  Contractors  with  the  ability  to  pay 
will  be  required  to  fund  clean-up  efforts 
for  sites  where  they  are  named  as  PRPs. 
If  the  government  accepted  contractor 
costs  on  an  ability  to  make  payment 
basis,  a  government  contractor  could  end 
up  billing  a  disproportionate  share  of  a 
site’s  clean-up  costs  to  government  con¬ 
tracts  instead  of  recovering  the  excess 
payments  from  other  PRPs. 

7-1920.10  Environmental  Bad  Debts  of 
Other  PRPs 

a.  When  a  contractor  pays  for  more 
than  its  share  of  the  site  clean-up,  the 
contractor  receives  a  right  of  contribu¬ 
tion  (or  subrogation)  against  the  other 
PRPs  who  did  not  make  an  appropriate 
contribution  to  the  clean-up  effort.  If  a 
contractor  pays  out  more  than  its  share  of 
clean-up  costs,  it  is  up  to  that  contractor 
to  exercise  its  contribution  rights  to  col¬ 
lect  the  amount  over  its  share  from  the 
other  PRPs  who  did  not  pay  their  share. 

b.  If  a  contractor  cannot  collect  contri¬ 
bution  or  subrogation  claims  from  other 
PRPs,  the  uncollected  amounts  are,  in 
their  essential  nature,  bad  debts.  Bad 
debts  and  associated  collection  costs, 
including  legal  fees,  are  unallowable  costs 
(Mr  31.205-3  and  31.204(c)).  However, 
see  c.  below  for  the  exception  to  this 
guidance. 

c.  The  guidance  under  a.  and  b.  above 
does  not  apply  in  situations  when  all  of 
the  following  three  conditions  are  met: 
(1)  a  contractor  is  legally  required  to  pay 
another  PRP’s  share  of  the  clean-up 
costs,  (2)  that  PRP  is  out  of  business,  and 
(3)  there  is  no  successor  company  having 
assumed  that  PRP’s  liabilities.  When 
these  three  conditions  are  met,  the  clean¬ 
up  costs  which  are  attributable  to  the 
other  PRP’s  contamination  should  not  be 


disallowed  as  bad  debt  type  expenses 
since  there  is  no  one  against  whom  the 
contractor  can  take  recovery  action. 

7-1920.11  Insurance  Recovery  for 
Environmental  Costs 

a.  The  insurance  industry  does  not 
currently  consider  environmental  con¬ 
tamination  an  insurable  risk  (at  a  reason¬ 
able  cost)  in  most  circumstances.  The 
major  exception  is  a  sudden  accidental 
contamination,  such  as  an  oil  tanker  spill 
resulting  from  a  collision.  If  such  insur¬ 
ance  is  available  and  reasonably  priced, 
its  cost  would  be  allowable. 

b.  Some  courts  have  found  that  policies 
written  before  the  insurance  industry 
began  to  specifically  exclude  environ¬ 
mental  coverage  do  afford  coverage  for 
environmental  damages.  Any  insurance 
recoveries  for  a  contamination  clean-up 
will  be  applied  as  credits  against  any 
costs  which  were  or  would  be  otherwise 
allowable  for  that  clean-up  effort. 

c.  Many  environmental  contamination 
events  now  generating  costs  were  insured, 
either  under  specific  environmental  im¬ 
pairment  or  comprehensive  general  lia¬ 
bility  coverages,  before  the  insurance 
industry  developed  its  current  underwrit¬ 
ing  exclusions.  It  is  the  earlier  insurance 
policies  which  are  the  source  of  the 
potential  claims.  Most  insurance  compa¬ 
nies  are  contesting  the  claims  and  when 
payments  are  made,  they  are  based  on 
partial  settlements  or  are  made  after 
lengthy  legal  battles.  When  a  claim  is 
possible  and  economically  feasible,  the 
contractor  should  pursue  it. 

d.  The  auditor  should  inquire  about 
the  existence  of  environment  contamina¬ 
tion  policies  and  comprehensive  general 
liability  policies  which  do  not  contain 
environmental  clean-up  cost  exclusions. 
The  kind  and  amount  of  policies  in  effect 
from  the  time  of  the  contamination  to  the 
current  date  are  significant  for  the  pur¬ 
poses  of  negotiating  costs  and  prices  for 
government  contracts. 

e.  The  contractor’s  support  for  pro¬ 
posed  clean-im  costs  should  include  a 
description  of  any  insurance  claim  the 
contractor  may  have  which  could  reduce 
the  ultimate  liability.  The  amount  and 
timing  of  these  claims  for  contract  cost¬ 
ing  is  a  potential  subject  for  negotiation 
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which  should  be  addressed  by  the  auditor 
and  ACO  (see  7- 1920. 15b). 

7-1920.12  Fault-Based  Liabilities  to 
Third  Parties 

a.  Examples  of  liabilities  to  third  par¬ 
ties  include  health  impairment,  property 
damage,  or  property  devaluation  for  resi¬ 
dents  or  property  owners  near  a  contami¬ 
nated  site.  These  third-party  claims  arise 
from  legal  theories  of  tort  and  trespass, 
and  losses  from  such  claims  would  be 
unreasonable  in  nature  for  payment  on  a 
government  contract.  Such  costs  are  not 
environmental  costs. 

b.  In  the  absence  of  a  specific  court 
finding  of  tort  or  trespass  by  the  contrac¬ 
tor,  the  facts  of  each  case  should  be 
carefully  examined  to  determine  if  any 
contractor  payments  are  nonetheless 
based  on  those  or  other  fault-based  legal 
theories. 

7-1920.13  Environmental  Wrongdoing 

a.  If  environmental  clean-up  costs  are 
the  result  of  contractor  violation  of  laws, 
regulations,  orders  or  permits,  or  disre¬ 
gard  of  warnings  for  potential  contamina¬ 
tion,  the  clean-up  costs  including  any 
associated  costs,  such  as  legal  costs, 
would  be  unreasonable  and  thus  unallow¬ 
able. 

b.  Fines  or  penalties  are  expressly 
unallowable  under  FAR  31.205-15  and 
any  costs  of  legal  proceedings  where  a 
fine  or  penalty  could  be  imposed  are 
covered  by  FAR  3 1 .205-47.  However,  the 
incurrence  of  clean-up  costs  to  correct 
environmental  contamination  is  not  a 
penalty;  it  is  a  legal  obligation. 

c.  Most  environmental  laws  do  not 
require  the  contractor  to  be  guilty  of  a 
violation  to  enforce  contractor  payment 
for  clean-up  costs.  Therefore,  it  is  rare  for 
government  agencies  to  bring  criminal,  or 
even  administrative,  charges  for  contami¬ 
nation.  Auditors  should  request  the  con¬ 
tractors  to  provide  documents  sufficient 
to  allow  a  determination  as  to  how  the 
contamination  occurred.  The  Environ¬ 
mental  Protection  Agency,  in  designating 
a  company  as  a  Potentially  Responsible 
Party  (PRP),  will  normally  provide  a 
written  rationale  as  to  how  the  company 
contributed  to  the  contamination  at  a 
site. 


d.  For  purposes  of  disallowing  the 
costs,  the  government  must  show  that  the 
preponderance  of  the  evidence  supports 
the  position  that  the  contractor  violated 
the  law,  regulation,  order  or  permit,  or 
the  contractor  disregarded  warnings  for 
potential  contamination.  That  is,  it  must 
be  more  likely  that  the  government’s 
allegation  of  wrongdoing  is  correct  than 
that  it  is  not. 

e.  The  contractor  should  not  be  denied 
recovery  of  clean-up  costs,  if  it  complied 
with  the  laws,  regulations,  and  permits  in 
effect  at  the  time  of  the  contamination. 

7-1920.14  Contingent  Nature  of 
Environmental  Costs 

a.  Ideally,  the  government  wants  to 
negotiate  contract  prices  based  on  the  net 
environmental  costs  after  recovery  of 
insurance  claims  and  any  amounts  owed 
by  later-discovered  PRPs.  At  the  time 
that  environmental  costs  are  being  in¬ 
curred,  it  may  not  be  possible  to  reason¬ 
ably  estimate  what  the  net  costs  will 
ultimately  be.  Even  where  it  is  settled 
that  a  contractor  will  be  required  to  clean 
up  a  prior  contamination,  it  is  rare  that 
projections  of  the  costs  necessary  to  com¬ 
plete  the  project  can  be  made  with  a 
reasonable  degree  of  certainty. 

b.  Because  of  the  uncertainty  of  the 
cost  projections  and  of  future  recoveries 
from  the  insurance  companies,  as  well  as 
the  difficulty  in  identifying  all  the  other 
PRPs,  both  forecasted  and  incurred  envi¬ 
ronmental  clean-up  costs  and  related 
legal  costs  that  are  allowable  should  be 
accepted  contingent  upon  the  govern¬ 
ment  participating  in  any  insurance  re¬ 
coveries  or  the  identification  of  other 
PRPs  at  a  later  date.  See  7-1920.15. 

7-1920.15  Advance  Agreements  for 
Environmental  Costs 

a.  There  are  many  areas  of  judgment 
involved  in  the  determination  of  allowa¬ 
bility  for  environmental  costs.  It  is  neces¬ 
sary  for  the  auditor  and  the  ACO  to 
coordinate  closely  during  the  review. 
Advance  a^eements  should  be  consid¬ 
ered  to  facilitate  negotiations  with  the 
contractor. 

b.  Acceptance  of  the  costs  may  require 
some  form  of  agreement  to  protect  the 
government’s  interest.  Any  agreement  to 
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accept  costs  for  clean-ups  or  for  the  costs 
of  pursuing  insurance  recoveries  should 
also  provide  expressly  for  government 
participation  in  any  insurance  claim  re¬ 
coveries  and  any  reductions  resulting 
from  later-discovered  PRPs.  Consider¬ 
ation  should  also  be  given  to  requiring 
contractor  diligence  in  pursuing  insur¬ 
ance  recoveries  and  identifying  contami¬ 
nation  attributable  to  other  PRPs.  Ad¬ 
vance  agreements  should  provide  for 
recovery  of  expenses  priced  into  fixed 
price  contracts  if  those  expenses  are  later 
reduced  based  on  subsequent  identifica¬ 
tion  of  additional  PRPs  or  insurance 
coverage  after  the  agreement  on  price. 

7-1920.16  Environmental  Clean-Up  Trust 
Funds 

a.  Making  payments  for  clean-up  ef¬ 
forts  through  a  trust  fund  is  a  device  for 
the  administrative  and  the  financing  con¬ 
venience  of  the  PRPs  named  at  a  given 
site.  The  allowability  of  costs  on  govern¬ 
ment  contracts  should  be  based  on  the 
contractor’s  allocable  share  of  the  actual 
clean-up  obliptions.  Contractor  pay¬ 
ments  into  a  fund  before  clean-up  costs 
are  incurred  are  not  an  expense  to  the 
contractor  until  actual  costs  have  been 
incurred  for  the  site  clean-up  work.  The 
excess  or  early  payments  are  prepaid 
expenses. 

b.  It  is  the  contractor's  responsibility  to 
support  its  claimed  costs  as  allowable 
contract  costs.  Before  accepting  the  con¬ 
tributions  made  to  a  trust  fund  as  con¬ 
tract  costs,  auditors  should  obtain  and 
evaluate  sufficient  supporting  data  to 
determine  the  allowability  and  the  actual 
payment  of  the  claimed  costs.  When  the 
claimed  “trust  fund”  costs  are  signifi¬ 
cant,  the  contractor  should  be  requested, 
as  part  of  its  cost  support,  to  arrange  for 
government  audit  access  to  the  account¬ 
ing  records  of  the  trust  fund. 

7-1921  Domestic  and  Foreign  Tax 
Differential  Allowances 

Tax  differential  allowances  represent 
employee  compensation  for  additional 
Federal,  state,  local,  or  foreign  income 
taxes  resulting  from  domestic  or  foreign 
assignments. 


7-1921.1  FAR  Applicability 

a.  Under  FAR  31.205-6(e),  differential 
tax  allowances  for  foreign  assignments 
are  unallowable  if  calculated  directly  on 
the  basis  of  an  employee’s  specific  in¬ 
crease  in  income  taxes.  A  specific  in¬ 
crease  is  evidenced  by  any  calculation 
that  considers  the  employee’s  specific 
income  tax  liability,  regardless  of  wheth¬ 
er  the  calculation  is  made  before  or  after 
the  employee’s  actual  taxes  are  known. 

b.  FAR  31.205-6(e)  disallows  any  dif¬ 
ferential  tax  allowances  for  domestic  as¬ 
signments. 

7-1921.2  Allowable  Foreign  Tax 
Differential  Allowances 

a.  A  foreign  tax  differential  complies 
with  the  FAR  provision  if  it  is  a  fixed 
payment  to  all  employees  on  foreign 
assignment,  such  as  a  $3,000  annual 
payment,  or  if  it  is  computed  based  on  a 
percentage,  such  as  1 5  percent  of  all  other 
foreign  differential  pay  allowances. 

b.  Separate  foreign  tax  differentials 
based  on  marital  status  and/or  number  of 
dependents  comply  with  the  FAR  provi¬ 
sion.  An  example  would  be  a  payment  of 
1 5  percent  of  the  total  amount  of  differ¬ 
ential  pay  for  all  married  employees  and 
10  percent  for  all  single  employees.  An¬ 
other  example  would  be  a  differential  of 
$3,000  for  all  employees,  with  an  addi¬ 
tional  $500  for  each  dependent. 

7-1921.3  Unallowable  Foreign  Tax 
Differential  Allowances 

a.  Foreign  tax  differentials  based  on 
the  specific  tax  liability  of  a  specific 
employee  do  not  comply  with  the  FAR 
provision.  For  example,  assume  an  em¬ 
ployee  has  an  estimated  (or  actual)  tax 
liability  of  $5,000.  Further  assume  that  it 
is  estimated  that  the  tax  liability  would 
have  been  $3,000  had  the  employee  re¬ 
mained  on  domestic  assignment.  As  a 
result,  the  employee  receives  a  tax  differ¬ 
ential  of  $2,000.  This  amount  was  com¬ 
puted  based  on  the  employee’s  specific 
tax  liability  and  is  therefore  unallowable. 

b.  Foreign  tax  differentials  based  on 
the  increase  in  the  tax  rate  for  a  specific 
employee  or  employees  do  not  comply 
with  the  FAR  provision.  For  example, 
assume  that  there  are  three  employees. 
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each  of  whom  is  single  with  no  depen¬ 
dents.  However,  because  of  differing  in¬ 
vestment  income  and/or  itemized  deduc¬ 
tions,  each  employee  has  a  different 
increase  in  his/her  tax  rate  as  a  result  of 
the  foreign  assignment.  If  the  contractor 
computes  the  tax  differential  payments 
using  10  percent  for  Employee  A,  12 
percent  for  Employee  B,  and  14  percent 
for  Employee  C,  the  payments  would  be 
unallowable,  since  they  are  computed 
based  on  specific  tax  liabilities  of  specific 
employees. 

7-1922  Mentor-Protege  Program 
Costs 

7-1922.1  General 

a.  The  Mentor-Protege  Program  is  a 
socio-economic  pri^am  to  aid  small, 
disadvantaged  businesses.  It  teams  a 
well-established  DoD  contractor  with  one 
of  its  small,  disadvantaged  subcontrac¬ 
tors  to  provide  the  small  business  with 
training  and  guidance  in  the  art  of  run¬ 
ning  a  successful  business.  DoD  contrac¬ 
tors  may  participate  in  the  program  dur¬ 
ing  the  ^riod  from  1  October  1991  to  30 
September  1999. 

b.  Mentor-Protege  Program  costs  are 
generally  costs  for  developmental  assis¬ 
tance  that  are  in  excess  of  the  costs  the 
prime  contractor  would  normally  incur  in 
the  administration  of  its  subcontracts 
with  small  businesses.  The  costs  can  be 
internal  costs  of  the  mentor  firm  incurred 
to  provide  assistance  using  its  own  per¬ 
sonnel  or  costs  paid  to  third-party  assis¬ 
tance  providers  that  qualify  under 
DEARS  219.7104(aX2). 

7-1922.2  Mentor-Protege  Program  Cost 
Classificntion 

a.  Depending  upon  the  circumstances, 
Mentor-Protege  Program  costs  may  be 
classified  as  either  direct  or  indirect 
costs. 

b.  Mentor-Protege  Program  costs  will 
be  classified  as  direct  contract  costs  when 
the  mentor-protege  arrangement  is  in¬ 
cluded  as  a  separately  priced  line  item  of 
a  contract  or  when  DoD  has  awarded  a 
separate  contract  solely  for  the  mentor- 
protege  arrangement. 


c.  Mentor-Protege  Program  costs  will 
be  classified  as  indirect  costs  if  there  is  no 
specific  contractual  requirement  provid¬ 
ed.  Such  costs  should  be  allocated  using 
the  method  normally  used  by  the  contrac¬ 
tor  to  allocate  indirect  subcontract  ad¬ 
ministration  expenses. 

7-1922.3  Allowability  of  Mentor-Protege 
Costs 

a.  Normal  subcontract  administration 
costs  are  allowable  in  accordance  with 
the  prime  contractor’s  disclosed  or  estab¬ 
lished  practices.  Costs  incurred  in  excess 
of  normal  subcontract  administration 
costs,  for  the  purposes  set  forth  in 
DEARS  219.71,  are  allowable  if  the  costs 
are: 

( 1 )  incurred  in  accordance  with  a  DoD- 
approved  mentor-protege  arrangement; 

(2)  incurred  prior  to  1  October  1996 
(costs  incurred  from  1  October  1 996  until 
30  September  1999  are  only  eligible  for 
the  credits  discussed  in  7-1922.S); 

(3)  incurred  by  using  mentor  firm 
personnel  to  provide  direct  assistance  to 
the  protege  firm  or  by  the  mentor  firm 
paying  an  approved  outside  provider  of 
assistance;  and 

(4)  otherwise  reasonable,  allocable,  and 
allowable. 

b.  Mentor  firms  are  urged  to  reach 
advance  agreements  with  ACOs  on  the 
allowability  of  costs  under  an  approved 
Mentor-Protege  Program  arrangement. 

7-1922.4  Mentor-Protege  Program 
Impact  on  Subcontract  Awards 

The  mentor  firm  may  award  subcon¬ 
tracts  noncompetitively  to  the  protege 
firm  as  part  of  an  approved  arrangement. 
The  Office  of  Small  and  Disadvantaged 
Business  Utilization,  Office  of  the  Under 
Scretary  of  Defense  for  Acquisition 
(OUSI>(A)SADBU)  is  responsible  for  ap¬ 
proving  mentor-protege  agreements. 
Also,  special  advance  payment  and  prog¬ 
ress  payment  methods  are  available  to 
pay  the  protege  subcontractor  under 
DEARS  219.7105. 

7-I922.S  Mentor-ProteK  Program 
Credits  Against  Small,  Disadvantaged 
Business  Subcontracting  Goais 

a.  The  Mentor-Protege  Program  pro¬ 
vides  another  incentive  to  mentor  firms 
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for  participation  in  the  program.  Besides 
reimbursement  of  costs  as  previously 
discussed,  the  program  also  provides  for 
credits  toward  sul^ntracting  goals.  The 
cost  of  any  developmental  assistance 
which  is  not  reimbursed  to  the  mentor 
firm  as  a  direct  or  indirect  contract  cost  is 
administratively  applied  toward  the  at¬ 
tainment  of  the  mentor  firm’s  Small  and 
Disadvantaged  Business  Subcontracting 
Goals  negotiated  pursuant  to  FAR  Sut^ 
part  19.7.  Such  costs  are  credited  toward 
the  subcontracting  goals  at  the  following 
multiples  of  the  costs  incurred: 


(1)  Four  times  the  total  amount  of 
developmental  assistance  costs  defined  in 
DFARS  219.7104{aX2); 

(2)  Three  times  the  total  amount  of 
developmental  assistance  costs  defined  in 
DFARS  219.7104{aXlXi)  through  (vi); 
and 

(3)  Two  times  the  total  amount  of 
other  developmental  assistance  costs,  as 
defined  in  DFARS  219.7104(aXlXvii). 

b.  When  requested  by  the  contracting 
officer,  the  auditor  should  verify  that 
amounts  claimed  as  subcontracting  plan 
credits  represent  eligible  costs  and  are 
properly  classified  for  purposes  of  the 
credit  calculations. 
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CHAPTER  8 

8-000  COST  ACCOUNTING  STANDARDS 

8-001  Scope  of  Chapter  connection  with  the  Cost  Accounting 

Standards  Board’s  (CASB)  Rules,  Regula- 
This  chapter  presents  guidance  for  im-  tions,  and  Standards, 
plementing  DCAA  responsibilities  in 

8-100  Section  1  —  Overview  of  Cost  Accounting  Standards  and  Rules  and 

Regnlations 


8-101  Introdnction 

This  section  provides  the  legal  back¬ 
ground  and  purposes  of  implementing 
the  Cost  Accounting  Standards,  including 
the  rules  and  relations,  and  audit  re¬ 
sponsibilities  in  implementing  Section  26 
of  the  Federal  Procurement  Policy  Act, 
Public  Uw  100-679  (41  U.S.C.  422). 

8-102  Background 

8-102.1  EstabUshment  of  Cost 
Accounting  Standards  Board  (CASB) 

The  CASB  was  established  in  1970  as 
an  agen<^  of  Congr^  in  accordance  with 
a  provision  of  Public  Law  91-  379.  It  was 
authorized  to  (1)  promulgate  cost  ac¬ 
counting  standards  designed  to  achieve 
uniformity  and  consistency  in  the  cost 
accounting  principles  followed  by  de¬ 
fense  contractors  and  subcontractors  un¬ 
der  Federal  contracts  in  excess  of 
$100,000  and  (2)  establish  relations  to 
require  defense  contractors  and  subcon¬ 
tractors,  as  a  condition  of  contracting,  to 
disclose  in  writing  their  cost  accounting 
practices,  to  follow  the  disclosed  prac¬ 
tices  consistently  and  to  comply  with 
duly  promulgated  cost  accounting  stan¬ 
dards. 

8-102.2  Pnblk  Law  91-379 

Public  Law  91-379  provided  that  the 
official  rules,  regulations,  and  standards 
issued  by  the  CASB  are  binding  on  all 
relevant  Federal  agencies,  defense  con¬ 
tractor  and  subcontractors.  Therefore, 
in  prking,  administering,  and  settling 
contracts  covered  by  this  legislation, 
CASB  promulgations  must  be  used  to 


estimate,  accumulate,  and  report  the  as¬ 
sociated  costs.  As  a  matter  of  general 
poli(^,  the  CASB  assigned  to  the  con¬ 
tracting  agencies  the  responsibilities  of 
applying  and  implementing  its  rules,  reg¬ 
ulations,  and  standards.  A  “relevant  Fed¬ 
eral  agracy,”  as  defined  by  the  CASB,  is 
“any  Federal  agency  making  a  national 
defense  procurement  and  any  agency 
whose  responsibilities  include  the  review, 
approval,  or  other  action  affecting  such  a 
procurement.”  The  Board  defines  “na¬ 
tional  defense”  as  “any  program  for 
military  and  atomic  energy  production  or 
construction,  military  assistance  to  any 
foreign  nation,  stockpiling,  space,  and 
directly  related  activity.” 

8-102  J  Relevaot  Federal  Agencies 

In  response  to  the  CASB’s  implementa¬ 
tion  policy,  the  three  principal  relevant 
Federal  agencies.  Department  of  Defense 
(I^D),  Department  of  Energy  (DOE)  and 
National  Aeronautics  and  Space  Admin¬ 
istration  (NASA),  issued  uniform  regula¬ 
tions  implementing  the  requirements  of 
the  CASB  for  applicable  negotiated  de¬ 
fense  contracts.  The  General  Services 
Administration  (GSA)  amended  the  Fed¬ 
eral  Procurement  Relations  (FPR)  to 
extend  the  applicability  of  the  CASB’s 
rules,  regulations,  and  standards  to  most 
n^tiated  nondefense  as  well  as  defense 
contracts. 

8-102A  CASB’s  Establishamt  of  Rules 
aad  Rcgulstioas 

a.  The  CASE’S  first  m^^r  promulga¬ 
tions,  which  became  effective  on  1  July 
1972,  established  (1)  the  rules  and  regula- 
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tions  to  be  followed  by  the  acquisition 
^encies,  (2)  the  contract  clause  to  be 
included  in  all  covered  contracts,  (3)  the 
Disclosure  Statement  format  to  be  used 
by  contractors  and  subcontractors,  (4) 
definitions  of  various  terms  used  in  the 
CASB’s  promulgation,  and  (S)  two  stan¬ 
dards. 

b.  The  CASB  promulgated  17  more 
standards  before  going  out  of  existence  in 
late  1980. 

8-102.5  CAS  Working  Group 

a.  To  interpret  the  CASB  rules  and 
r^ulations  for  implementing  in  DoD 
procurement  practices,  DoD  established 
in  1976  a  CAS  Steering  Committee  and 
Working  Group.  During  its  existence,  the 
CAS  Working  Group  issued  a  number  of 
Interim  Guidance  Papers  on  a  variety  of 
suMects,  most  of  which  are  still  effective 
and  have  been  incorporated  into  this 
chapter.  The  Interim  Guidance  Piqiers 
were  approved  by  the  Office  of  the  Seore- 
tary  of  Defense  (R&E)  and  given  wide 
distribution. 

b.  The  papers  issued  by  the  CAS  Work¬ 
ing  Gn^  that  are  stiU  effective  are  listed 
below.  The  full  text  of  the  papers  can  be 
found  in  the  CCH  CAS  Guide: 

No.  Subject 

76-2  Administration  of  Cost  Account¬ 

ing  Standards 

76-3  Policy  for  Application  of  CAS  to 
Subcontracts 

76-4  Determining  Increased  Costs  to 
the  Government  for  CAS  Cov¬ 
ered  FFP  Contracts 
76-5  Treatment  of  Implementation 
Costs  Related  to  Clumges  in  Cost 
Accounting  Practices 
76-6  Application  of  C^  Clause  to 
Changes  in  Contractor’s  Estab¬ 
lished  Practices  when  a  Disclo¬ 
sure  Statement  has  been  Submit¬ 
ted 

76-7  Significance  of  **Efrective”  and 
“Applicability”  Dates  Included 
in  CAS 

76-8  Use  of  the  Off^  Principle  in 
Contract  Price  Adju^mits  Re¬ 
sulting  from  Accounting  Changes 
76-9  Measurement  of  Cost  Impact  on 
FFP  Contracts 
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77-10  Retroactive  Implementation  of 
CAS  When  Timely  Compliance  is 
Not  Feasible 

77-13  Applicability  of  CAS  405  to 
Costs  Determined  to  be  Unallow¬ 
able  on  the  Basis  of  AUocability 

77-1 5  Influence  of  CAS  R^ulations  on 
Contract  Terminations 
77-16  Applicability  of  CAS  to  Letter 
Cbntracts 

77-17  Identification  of  CAS  Contract 
Universe  at  a  Contractor’s  Plant 
77-18  Implementation  of  CAS  414  - 
Cost  of  Money  as  an  Bement  of 
the  Cost  of  Facilities  Capital;  and 
DPC  76-3 

77-19  Administration  of  Leased  Facili¬ 
ties  Under  CAS  414 

77- 20  Policy  for  Withdrawing  Adequa¬ 

cy  Determination  of  Disclosure 
Statement 

78- 21  Implementation  of  CAS  410,  Al¬ 

location  of  Business  Unit  G&A 
Expenses  to  Final  Cost  Objec¬ 
tives 

78-22  CAS  409  and  the  Development  of 
Asset  Service  Lives 

78- 23  Administration  of  Equitable  Ad¬ 

justments  for  Accounting 
Changes  not  Required  by  New 
Cost  Accounting  Standard 

79- 24  Allocation  of  Business  Unit  G&A 

Expense  to  Facilities  Contracts 
81-25  Change  in  Cost  Accounting  Prac¬ 
tice  for  State  Income  and  Fran¬ 
chise  Taxes  as  a  Result  of  Change 
in  Method  of  Reporting  Income 
from  Long  Term  Contracts 

8-102.6  Ouncai  SMn  of  CAS 

a.  The  CASB  went  out  of  existence  on 
30  September  1980  as  a  result  of 
Congim’  decision  not  to  provide  addi¬ 
tional  funding.  However,  the  rules,  regu¬ 
lations,  and  standards  issued  by  the 
CASB  duriitt  its  tenure  continue  to  have 
the  effect  of  law. 

b.  In  December  1988,  Congress  passed 
legislation  to  reestablish  the  CASB.  The 
new  CASB  is  located  in  the  Of^  of 
Federal  Procurement  Policy  (OFPP) 
which  is  under  the  Office  of  Management 
and  Budget  (OMB).  The  CASB  consists 
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of  five  members:  the  Administrator  of 
OFPP  who  is  the  Chairman  and  one 
member  each  from  DoD,  GSA,  industry 
and  the  private  sector  (gmerally  expected 
to  be  from  the  accounting  profession). 

c.  Cost  accounting  standards  promul¬ 
gated  by  the  CASB  will  be  anDlicable  to 
all  n^tiated  prime  contract  and  subcon¬ 
tract  procurements  within  the  United 
States  in  excess  of  $500,000.  Exemptions 
in  the  current  CAS  for  established  catalog 
or  market  prices  and  prices  set  by  law  or 
relation  continue.  The  legislation  also 
states  that  the  CASB  will  have  the  au¬ 
thority  to  exempt  classes  or  catemries  of 
contractors  and  subcontractors  from  the 
CAS  requirements  and  to  establish  proce¬ 
dures  for  waivers. 

d.  The  l^slation  continues  the  re¬ 
quirement  for  contractors  to  disclose  in 
writing  their  cost  accounting  practices 
and  to  agree  to  a  contract  pri(»  adjust¬ 
ment,  with  interest  in  accordance  with 
section  6621  of  the  Internal  Revenue 
Code  of  1986,  26  U.S.C.  6621,  for  any 
increased  costs  paid  by  the  United  States 
as  a  result  of  a  change  in  a  contractor’s  or 
subcontractor’s  cost  accounting  system  or 
a  failure  by  a  contractor  or  subcontractor 
to  comply  with  applicable  cost  account¬ 
ing  standards. 

e.  On  17  April  1992,  the  CASB  recodi¬ 
fied  at  48  Cro  Chapter  99,  the  CASB’s 
Rules  and  Regulations  previously  found 
at  both  FAR  Part  30  and  4  CFR  Parts 
331  throi^  420.  The  recodification, 
nhich  is  administrative  in  nature,  brings 
the  CAS  in  compliance  with  Public  Law 
100-769.  FAR  Part  30  was  revised  on  31 
Auguri  1992  (FAC  90-12)  to  d^ribe  the 
policies  and  procedures  tor  applying  the 
CASB  rules  and  regulations  at  48  CFR 
Chapter  99. 

f.  Contractors  performing  under  exist¬ 
ing  CAS  covered  contracts  shall  be  sub¬ 
ject  to  continuous  CAS  coverage.  Con¬ 
tractors  not  previously  suMect  to  CAS 
would  be  subject  to  modified  coverage 
(CAS  401  and  402)  after  receipt  a 
single  CAS  covered  contract  unless  the 
contract  award  exceeds  $10  miBkm.  In 
that  instance,  the  contractor  would  be 
subject  to  ftiU  CAS  coverage.  For  oontrae- 
tors  that  become  subject  to  full  CAS 
coverage,  CAS  401, 402, 405  and  414  are 
applicMile  after  receipt  of  the  first  con¬ 


tract  containing  the  full  CAS  covers^ 
clause.  CAS  418  and  420  are  applicable 
banning  with  the  second  full  fis^  year 
after  receipt  of  the  flrst  contract  contain¬ 
ing  the  full  CAS  covei^  clause.  The 
remaining  CAS  are  api^^le  beginning 
with  the  flrst  full  flsc^  year  after  receipt 
of  the  flrst  contract  containing  the  full 
CAS  coverage  clause. 

8-103  CAS  Coverage  Regadrearents 

The  FAR  implementing  guidance  and 
the  CAS  are  contained  in  48  CFR  9903 
and  9904  and  agency  supi^ements.  The 
following  subsections  contain  a  summary 
of  CAS  coverage  requirements. 

8-103.1  Exemptious 

The  following  cat^ories  of  contrm:ts 
and  subcontracts  are  exempt  from  all 
CAS  requirements  (48  CTFR  9903.201-1): 

a.  Sealed  bid  contracts. 

b.  Negotiated  contracts  and  subcon¬ 
tracts  not  in  excess  of  $100,000. 

c.  Contracts  and  subcontracts  with 
small  businesses.  FAR  Subpart  19.3  ad¬ 
dresses  determination  of  status  as  a  small 
business.  A  small  business  (ofTeror)  is  one 
which  represents,  through  a  written  self- 
certification,  that  it  is  a  small  business 
concern  in  connection  with  a  qieciflc 
solicitation  and  has  not  been  determined 
\>y  the  Small  Business  Administration 
(SBA)  to  be  other  than  a  small  business. 
The  contracting  offlcer  accepts  an  offe¬ 
ror’s  r^resentation  unless  that  represen¬ 
tation  is  challenged  or  questioned.  If  the 
status  is  challenged,  the  SBA  will  evalu¬ 
ate  the  status  of  the  concern  and  make  a 
determinatKHi.  (Specific  standards  ap¬ 
pear  in  Part  121  of  Title  13  of  the  Code 
of  Federal  Regulations.) 

d.  Contracts  and  subcontracts  with 
foreign  governments  or  their  agents  or 
instrumentalities  or,  insofar  as  the  re¬ 
quirements  of  CAS  other  than  CAS  401 
and  402  are  concerned,  any  contract  or 
subcontract  awarded  to  a  foreign  con¬ 
cern. 

e.  Contracts  and  subcontracts  in  a4iidi 
the  price  is  set  by  law  or  regubtion. 

f.  Contracts  and  subcontracts  in  which 
the  price  is  based  on  established  catalog 
or  market  prices. 
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g.  Contracts  and  subcontracts  of 
$500,000  or  less  if  the  business  unit  is  not 
currently  performing  any  national  de¬ 
fense  CAS-covered  contracts.  Once  a 
contract  in  excess  of  $500,000  is  award¬ 
ed,  subsequent  negotiated  awards  in  ex¬ 
cess  of  $100,000  will  be  CAS-covered. 

h.  Nondefense  contracts  awarded 
based  on  adequate  price  competition. 

i.  Nondefense  contracts  and  subcon¬ 
tracts  awarded  to  business  units  that  are 
not  currently  performing  any  CAS-cov¬ 
ered  national  defense  contracts. 

j.  Contracts  and  subcontracts  with  edu¬ 
cational  institutions  other  than  those  to 
be  performed  by  federally  funded  re¬ 
search  and  development  centers  operated 
by  such  institutions. 

k.  Contracts  awarded  to  labor  surplus 
area  concerns  pursuant  to  a  labor  surplus 
area  set-aside. 

l.  Contracts  and  subcontracts  awarded 
to  a  United  Kingdom  contractor  for 
performance  substantially  in  the  United 
Kingdom,  provided  that  the  contractor 
has  filed  with  the  United  Kingdom  Min¬ 
istry  of  Defense  a  completed  Disclosure 
Statement  which  shall  adequately  de¬ 
scribe  its  cost  accounting  practices. 

m.  Subcontracts  under  the  NATO 
PHM  Ship  program  to  be  performed 
outside  the  United  States  by  a  foreign 
concern. 

n.  Contracts  and  subcontracts  to  be 
executed  and  performed  entirely  outside 
the  United  States,  its  territories,  and 
possessions. 

o.  Firm  fixed  price  contracts  and  sub¬ 
contracts  awarded  without  submission  of 
any  cost  data;  provided,  that  the  failure 
to  submit  such  data  is  not  attributable  to 
a  waiver  of  the  requirement  for  certified 
cost  or  pricing  data. 

8-103.2  Types  of  Coverage 

a.  Full  coverage  r^uires  that  the  busi¬ 
ness  unit  comply  with  all  of  the  CAS  in 
effect  on  the  contract  award  date  and 
with  any  CAS  that  become  applicable 
because  of  new  standards  (CAS  clause  at 
FAR  52.230-2).  Full  coverage  applies  to 
contractor  business  units  that: 

(I)  Received  a  single  national  defense 
CAS<overed  contract  award  of  $10  mil¬ 
lion  or  more; 


(2)  Received  $10  million  or  more  in 
national  defense  CAS-covered  contract 
awards  during  its  preceding  cost  account¬ 
ing  period;  or 

(3)  Received  less  than  $10  million  in 
national  defense  CAS-covered  contract 
awards  during  its  preceding  cost  account¬ 
ing  period  but  such  awards  were  10 
percent  or  more  of  total  sales. 

b.  Modified  CAS  coverage  requires 
only  that  the  contractor  comply  with  CAS 
401  and  402  (CAS  clause  at  FAR  52.230- 
3).  Modified  CAS  applies  where  the  con¬ 
tractor  received  less  than  $10  million  in 
national  defense  CAS-covered  contract 
awards  during  its  preceding  cost  account¬ 
ing  period  and  such  awards  were  less  than 
10  percent  of  total  sales. 

c.  Nondefense  contracts  subject  to  CAS 
shall  have  the  same  CAS-coverage  as  the 
most  recently  awarded  national  defense 
contract  currently  being  performed. 

d.  Subcontract  awards  subject  to  CAS 
re9uire  the  same  CAS-coverage  as  would 
prime  contracts  awarded  to  the  same 
business  unit. 

8-103  J  Effect  of  Contract  Modifications 

Contract  modifications  made  under 
the  terms  and  conditions  of  the  contract 
do  not  affect  its  status  with  respect  to 
CAS  applicability.  Therefore,  if  CAS  was 
applicable  to  the  basic  contract,  it  will 
apply  to  the  modification.  Conversely,  if 
the  basic  contract  was  exempt  from  CAS, 
the  modification  will  also  be  exempt 
r^iardless  of  the  amount  of  the  modifica¬ 
tion.  However,  if  the  contract  modifica¬ 
tion  adds  new  work  it  must  be  treated  for 
CAS  purposes  as  if  it  were  a  new  con¬ 
tract.  In  this  case,  if  the  modification 
exceeds  the  threshold,  it  will  be  CAS- 
covered.  (See  CAS  Working  Group  Paper 
76-2.) 

8-103.4  Elfcct  of  Bask  Ordering 
Agreements 

Basic  agreements  and  basic  ordering 
agreements  (BOAs)  are  not  considered 
contracts  (FAR  16.702(a)  and  16-70^a)). 
Since  orders  must  be  considered  individ¬ 
ually  in  determining  CAS  applicability, 
only  orders  which  exceed  the  threshold 
will  be  CAS-covered.  (See  CAS  Working 
Group  Paper  76-2.) 
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8-103.5  Effect  of  Letter  Contracts 

CAS  is  applicable  to  letter  contracts 
exceeding  the  threshold  as  of  the  date  of 
the  award.  Elefinitizing  the  contract  will 
not  activate  any  new  standards  since 
definitization  is  a  contract  modification 
rather  than  a  new  contract.  (See  CAS 
Working  Group  Paper  77-16.) 

8-103.6  CAS  Flowdown  Clause  —  FAR 
52.230-2 

The  CAS  flowdown  clause  in  prime 
contracts  (and  upper-tier  subcontracts) 
requires  subcontractors  to  comply  with 
FAR  52.230-2(d),  that  is,  any  standards 
in  effect  at  the  time  the  subcontract  is 
awarded  plus  any  new  standards  which 
become  applicable  to  the  subcontractor. 
(See  CAS  Working  Group  Paper  76-3.) 

8-103.7  Submission  of  Disclosure 
Statement 

The  requirements  for  submission  of  a 
Disclosure  Statement  were  phased  in 
gradually  by  the  CASB  and  the  current 
requirements  (48  CFR  9903.202-1  (b)) 
are: 

a.  Any  business  unit  that  is  selected  to 
receive  a  CAS-covered  negotiated  nation¬ 
al  defense  contract  or  subcontract  of  $10 
million  or  more;  or 

b.  Any  company  which,  together  with 
its  segments,  received  net  awards  of  nego¬ 
tiated  national  defense  prime  contracts 
and  subcontracts  subject  to  CAS  totaling 
more  than  $10  million  in  its  most  recent 
cost  accounting  period. 

8-103.8  Additional  Exemptions  on  a 
Particular  Standard 

Subparagraph  .70  of  each  cost  account¬ 
ing  standard  will  provide  for  any  addi¬ 
tional  exemptions  associated  with  a  par¬ 
ticular  standard. 

8-104  Audit  Responsibility 

8-104.1  Basic  Functions 

FAR  30.202-6,  -7,  and  30.602  outlines 
the  basic  functions  of  the  contract  audi¬ 
tor  in  the  implementation  of  the  stan¬ 
dards.  It  provides  that  the  contract  audi¬ 
tor  shall  be  responsible  for  making  rec¬ 
ommendations  to  the  ACO  as  to  whether; 


a.  a  contractor’s  Disclosure  Statement, 
submitted  as  a  condition  of  contracting, 
adequately  describes  the  actual  or  pro¬ 
posed  cost  accounting  practices  as  re¬ 
quired  by  41  U.S.C.  422  as  implemented 
by  the  CASB; 

b.  a  contractor’s  disclosed  cost  ac¬ 
counting  practices  are  in  compliance  with 
FAR  Part  31/DFARS  Part  231  and  appli¬ 
cable  cost  accounting  standards; 

c.  a  contractor’s  or  subcontractor’s  fail¬ 
ure  to  comply  with  applicable  cost  ac¬ 
counting  standards  or  to  follow  consis¬ 
tently  its  disclosed  cost  accounting  prac¬ 
tices  has  resulted,  or  may  result,  in  any 
increased  cost  paid  by  the  government; 
and 

d.  a  contractor’s  or  subcontractor's 
proposed  price  changes,  submitted  as  a 
result  of  changes  made  to  previously 
disclosed  or  established  cost  accounting 
practices,  are  fair  and  reasonable. 

8-104.2  Auditor’s  Function  on 
Subcontracts  Subject  to  CAS 

As  specifically  related  to  subcontracts 
subject  to  CAS,  the  contract  auditor’s 
functions  tend  to  fall  into  the  following 
areas: 

a.  The  auditor  will  review  the  books 
and  records  of  prime  contractors  and 
higher  tier  subcontractors  to  determine 
that  they  are  including  the  CAS  clauses 
(FAR  52.230-2  or  52.230-3,  as  applica¬ 
ble,  and  FAR  52.230-5)  in  awarded  sub¬ 
contracts  and  that  either  subcontractor 
Disclosure  Statements  or  certificates  of 
monetary  exemption  have  been  obtained. 

b.  48  CFR  9903.202-8(a)  and  42.204(b) 
provide  that  the  company  awarding  the 
CAS-covered  subcontract  is  responsible, 
excep^t  as  noted  in  c.  and  d.  below,  for 
securing  subcontractor  compliance  with 
CASB  rules,  ^ulations,  and  standards. 
Notwithstanding  these  FAR  provisions, 
in  most  cases  compliance  reviews  of 
CAS-covered  subcontracts  will  be  per¬ 
formed  by  the  auditor  cognizant  of  the 
subcontractor  in  conjunction  with  the 
performance  of  other  regularly  scheduled 
audit  assignments.  Where  DCAA  audits  a 
prime  contractor  who  also  holds  covered 
subcontracts,  the  auditor  should  routine¬ 
ly  include  the  subcontracts  in  the  CAS- 
covered  reviews.  Even  though  the  audit 
responsibility  may  not  have  been  formal- 
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ly  assigned,  the  auditor,  to  protect  the 
government’s  interest,  must  consider  all 
covered  work  held  by  the  contractor 
when  making  CAS-related  reviews.  At 
locations  where  no  government  prime 
contracts  exist,  the  auditor  should  at¬ 
tempt  to  identify  the  existence  of  CA^ 
covered  subcontracts  either  during  the 
performance  of  regular  ongoing  audit 
reviews  or  through  routine  examinations 
of  existing  acquisition  records.  Once 
identified,  these  subcontracts  will  also  be 
subject  to  audit  tests  for  CAS  compli¬ 
ance. 

c.  Under  the  provisions  of  48  CFR 
9903.2G2-8(b)  a  subcontractor  may  satis¬ 
fy  disclosure  requirements  by  identifying 
to  the  prime  contractor  the  ACO  to 
whom  its  Disclosure  Statement  was  pre¬ 
viously  submitted.  48  CFR  9903.202- 
8(cKl)  provides  that  the  subcontractor 
may  submit  a  Disclosure  Statement  that 
contains  privileged  and  confidential  in¬ 
formation  directly  to  the  subcontractor’s 
cognizant  ACO.  In  this  case  a  preaward 
determination  of  adequacy  is  not  re¬ 
quired.  Instead,  the  cognizant  ACO  will 
advise  the  auditor  to  perform  postaward 
reviews  of  adequacy  and  compliance. 


d.  Subcontractors  not  subject  to  Dis¬ 
closure  Statement  requirements  may 
claim  that  other  reviews  by  prime  con¬ 
tractors  would  jeopardize  their  propri¬ 
etary  data  or  competitive  position.  In 
such  cases,  the  prime  contractor’s  cogni¬ 
zant  ACO  in  accordance  with  48  CFR 
9903.202-8(cK2)  will  determine  that  it  is 
impractical  for  the  prime  contractor  to 
perform  the  reviews. 

8-104.3  Contract  Audit  Coordinator 
(CAO 

The  CAC  will  be  responsible  for  assur¬ 
ing,  for  ail  organizational  units  of  the 
assigned  company,  that  consistent  and 
compatible  audit  conclusions  are  reached 
by  all  FAOs  involved.  Specific  responsi¬ 
bilities  for  all  auditors  in  the  coordina¬ 
tion  process  are  in  subsequent  sections  of 
this  chapter.  If  a  CAC  has  not  been 
assigned  to  a  multidivisional  contractor, 
the  regional  director  cognizant  of  the 
corporate  home  office  will  designate  a 
Corporate  Home  Office  Auditor  (CHOA) 
or  Group  Audit  Coordinator  (GAC),  as 
applicable.  (See  also  8-204  for  audit  coor¬ 
dination  within  multiorganizational  com¬ 
panies.) 
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8-200  Section  2  —  Audits  of  Disclosure  Statements  for  Adequacy 


8-201  Introduction 

This  section  contains  guidance  on  au¬ 
diting  Disclosure  Statements.  The  audit 
is  to  ascertain  whether  a  Disclosure  State¬ 
ment  adequately  describes  the  cost  ac¬ 
counting  practices  to  be  used  by  a  con¬ 
tractor  for  estimating,  accumulating  and 
reporting  contract  costs. 

8-202  General 

a.  Defense  contractors  and  subcontrac¬ 
tors  meeting  certain  criteria  are  required, 
as  a  condition  of  contracting,  to  disclose 
in  writing  their  cost  accounting  practices. 
The  Disclosure  Statement  has  been  de¬ 
signed  to  provide  an  authoritative  de¬ 
scription  of  the  contractor’s  cost  account¬ 
ing  practices  to  be  used  on  contracts 
subject  to  the  CASB  rules,  regulations, 
and  standards  for  those  contractors  re¬ 
quired  to  file.  The  more  important  objec¬ 
tives  of  the  disclosure  requirement  in¬ 
clude:  (1)  establishing  a  clear  understand¬ 
ing  of  the  cost  accounting  practices  the 
contractor  intends  to  follow,  (2)  defining 
costs  charged  directly  to  contracts  and 
disclosing  the  methods  used  to  make  such 
charges,  and  (3)  delineating  the  contrac¬ 
tor’s  methods  of  distinguishing  direct 
costs  from  indirect  costs  and  the  basis  for 
allocating  indirect  costs  to  contracts.  An 
adequate  Disclosure  Statement  should 
minimize  future  controversies  between 
contracting  parties  regarding  whether  the 
contractor  has  consistently  followed  the 
disclosed  practices. 

b.  FAR  30.202-7  states  that  the  auditor 
is  to  advise  the  AGO  on  the  adequacy  of 
the  contractor’s  Disclosure  Statement.  To 
meet  this  responsibility,  the  auditor  will 
audit  the  Disclosure  Statement  to  ascer¬ 
tain  if  it  adequately  describes  the  cost 
accounting  practices  to  be  used  for  con¬ 
tracts  containing  the  CAS  clause.  FAR 
30.202-  7(a)  states  that  a  Disclosure 
Statement  is  adequate  if  it  is  current, 
accurate,  and  conmlete. 

c.  When  an  AGO  determines  that  the 
contractor’s  Disclosure  Statement  is  ade¬ 
quate,  it  does  not  necessarily  indicate 
that  the  AGO  is  certifying  that  all  cost 


accounting  practices  have  been  disclosed. 
It  does  indicate  that  those  practices  dis¬ 
closed  have  been  adequately  described 
and  the  AGO  currently  is  not  aware  of 
any  additional  practices  that  should  have 
been  disclosed.  Subsequently,  it  may  be 
discovered  that  a  contractor  had  a  cost 
accounting  practice  that  was  not  required 
to  be  described  in  the  Disclosure  State¬ 
ment.  Such  a  practice  will  be  considered 
an  “established  cost  accounting  prac¬ 
tice,”  for  which  appropriate  guidance  in 
48  CFR  9903.302-2  on  changes  and  non- 
compliances  will  be  followed.  In  addi¬ 
tion,  AGOs  do  have  authority  to  with¬ 
draw  an  adequacy  determination  previ¬ 
ously  given  for  a  Disclosure  Statement. 
Action  to  withdraw  the  determination 
should  not  be  taken  unless  the  issue  is 
material  and  the  contractor  will  not  make 
the  revision.  Gontractors  should  be  im¬ 
mediately  advised  in  writing  when  a 
revision  to  the  Disclosure  Statement  is 
necessary,  (see  8-208g  and  GAS  Working 
Group  Papers  76-6  and  77-20.) 

d.  Unless  permission  is  granted  for  a 
postaward  submission,  FAR  30.202-6(b) 
requires  the  ^GO  to  determine  that  the 
offeror  has  made  an  adequate  disclosure 
before  a  covered  contract  can  be  awarded 
to  a  prime  contractor.  Gonsequently,  the 
auditor  shall  expedite  the  issuance  of  the 
reports  citing  inadequate  conditions.  To 
be  responsive  to  the  requirements  of  the 
acquisition  offices,  audit  report  due  dates 
should  be  coordinated  with  the  AGO. 
These  due  dates  should  allow  the  AGO 
enough  time  before  contract  award  to  (1) 
render  a  formal  determination,  (2)  re¬ 
quest  a  revised  Disclosure  Statement,  if 
required,  and  (3)  obtain  audit  assistance 
in  reviewing  the  revised  descriptions. 
When  unforeseen  circumstances  delay 
the  audit  report,  the  AGO  should  be 
advised  immediately  and  a  revised  mutu¬ 
ally  acceptable  due  date  established.  FAR 
30.202-8(e)  does  permit  postaward  ade¬ 
quacy  determinations  of  subcontractor 
Disclosure  Statements.  (See  8-104.2.) 

e.  The  auditor  should  expedite  the 
issuance  of  the  audit  report  even  when  a 
contractor  submits  a  Disclosure  State¬ 
ment  well  in  advance  of  an  award  of  a 
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covered  contract.  The  lack  of  an  immi¬ 
nent  procurement  action  should  not  be 
used  as  the  basis  for  extending  the  report 
due  date. 

f.  The  submission  of  a  Disclosure 
Statement  is  required  as  a  condition  of 
contracting  for  all  contractors  meeting 
certain  criteria.  48  CFR  9903.202- 1(b) 
specifies  the  thresholds  that  contractors 
and  subcontractors  must  meet  to  be  re¬ 
quired  to  file  a  Disclosure  Statement. 
(See  8-103.7)  FAR  52.230-1  Part  I(cK3) 
provides  for  the  submission  of  a  certifi¬ 
cate  of  monetary  exemption  for  those 
contractors  who  do  not  meet  the  current 
filing  thresholds. 

g.  Contractors  and  subcontractors  who 
are  required  to  file  Disclosure  Statements 
must  submit  them  for  each  organization¬ 
al  unit  that  meets  either  of  two  condi¬ 
tions:  ( 1 )  has  received  or  is  contemplating 
receiving  an  award  of  a  covered  contract 
or  subcontract,  or  (2)  has  had  cost  input 
or  is  contemplating  having  cost  input  to  a 
covered  contract  or  subcontract  at  anoth¬ 
er  organizational  unit  within  the  compa¬ 
ny  in  the  amount  as  prescribed  in  48 
CFR  9903.202-3.  A  single  Disclosure 
Statement  may  be  submitted  for  all  orga¬ 
nizational  units  within  a  company  that 
have  identical  cost  accounting  practices; 
however,  each  organizational  unit  includ¬ 
ed  in  the  Disclosure  Statement  must  be 
identified.  Corporate  or  group  offices  are 
required  to  complete  Part  VIII  of  the 
Disclosure  Statement  if  their  costs  are 
allocated  to  one  or  more  disclosing  seg¬ 
ments  performing  CAS-covered  contracts 
or  subcontracts  (48  CFR  9903.202-1  (d)). 

h.  Amendments  to  Disclosure  State¬ 
ments  are  required  whenever  the  contrac¬ 
tor  changes  any  of  its  disclosed  account¬ 
ing  practices  (48  CFR  9903.202-3).  For 
each  revision  of  the  Disclosure  Statement 
(addition,  change,  or  deletion),  only  the 
pages  containing  such  revision  shall  be 
resubmitted.  Detailed  procedures  for 
submitting  amended  Disclosure  State¬ 
ments  have  been  provided  in  the  CASB 
regulations.  These  regulations  also  allow 
agencies  to  prescribe  criteria  under  which 
submission  of  a  complete,  updated  Dis¬ 
closure  Statement  will  be  required.  It  is 
important  to  note  that  the  annual  revi¬ 
sion  to  Items  1.4.0.  through  1.7.0.  and 
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8.2.0  are  not  changes  to  accounting  prac¬ 
tices. 

i.  Contractors  are  required  to  submit 
the  Disclosure  Statement  and  any 
changes  directly  to  the  ACO  and  the 
cognizant  auditor  (48  CFR  9903.202-5). 
The  responsibility  of  obtaining  a  proper 
resubmission  rests  with  the  ACC).  The 
auditor  should  not  consider  a  statement 
inadequate  solely  on  questions  concern¬ 
ing  whether  an  amended  or  revised  state¬ 
ment  has  been  submitted  in  accordance 
with  the  requirements  cited  in  paragraph 
h.  above.  However,  the  auditor  should 
include  in  the  adequacy  report  specific 
recommendations  on  the  proper  filing 
procedure. 

j.  The  auditor  will  not  distribute  Dis¬ 
closure  Statements  outside  DCAA.  All 
requests  for  copies  of  Disclosure  State¬ 
ments  by  other  components  of  DoD  or 
other  government  agencies  should  be 
referred  to  the  ACO.  Strict  adherence  to 
this  requirement  is  critical  since  the 
CAJB  regulations  provide  that  a  Disclo¬ 
sure  Statement  will  not  be  made  public  if 
the  contractor  files  it  specifically  condi¬ 
tioned  on  the  government’s  agreement  to 
treat  its  contents  as  confidential  informa¬ 
tion.  Additionally,  a  subcontractor’s  Dis¬ 
closure  Statement  will  not  be  divulged  to 
its  prime  contractor  if  the  subcontractor 
makes  a  claim  of  privileged  and  confi¬ 
dential  information  and  the  prime  con¬ 
tractor  authorizes  filing  it  directly  with 
the  government. 

8-203  Proper  Filing 

a.  After  receiving  a  Disclosure  State¬ 
ment  or  an  amendment,  the  auditor 
should  ascertain  if  the  data  were  filed  in 
accordance  with  48  CFR  9903.202.  If  the 
contractor  has  filed  incorrectly  (e.g.,  a 
single  Disclosure  Statement  submitted 
for  more  than  one  organizational  unit 
when  the  accounting  practices  of  the 
organizational  units  are  not  identical)  the 
matter  should  be  reported  immediately 
to  the  ACO.  If  the  differences  in  the 
accounting  practices  among  the  organiza¬ 
tional  units  are  properly  identified,  the 
auditor  should  continue  the  adequacy 
review  while  the  ACO  obtains  the  proper 
submissions.  If  the  differences  are  not 
propcriv  identified,  the  auditor  should 
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submit  a  report  citing  the  inadequacy  to 
the  ACO. 

b.  Unless  si^ifically  requested  by  the 
ACO,  no  audit  effort  will  be  expended 
verifying  the  contractor’s  basis  for  filing  a 
certificate  of  monetary  exemption.  If 
such  a  request  is  received,  the  ACO 
should  be  asked  to  obtain  the  contractor’s 
documentation  or  working  papers  sup- 
{rarting  the  claim  for  a  monetary  exemp¬ 
tion. 

c.  Obvious  mistakes,  such  as  a  subsid¬ 
iary  filing  a  certificate  of  monetary 
exemption  when  the  parent  company  is 
required  to  file  a  Disclosure  Statement, 
should  be  reported  to  the  ACO  immedi¬ 
ately. 

8-204  Audit  Coordination  within 
Multiorganizationai  Companies 

The  specific  responsibilities  of  the 
CAC,  CHOA,  GAC  and  the  FA(^  within 
multiorganizationai  companies  are  as  fol¬ 
lows: 

a.  CAC/CHOA/GAC 

(1)  Determine  the  extent  of  the  CAC 
network  by  obtaining  a  list  from  the 
contractor  of  all  organizational  units 
which  will  be  submitting  Disclosure 
Statements. 

(2)  For  all  reporting  organizational 
units,  obtain  from  the  contractor  a  list  of 
the  Disclosure  Statement  items  which 
will  be  answered  by  the  corporate  office. 

(3)  Notify  the  auditors  in  the  network 
of  the  items  that  will  be  prepared  by  the 
corporate  office. 

(4)  Notify  the  auditors  in  the  network 
of  the  date  on  which  the  corporate  office 
Disclosure  Statement  is  expected  and 
establish  the  due  date  of  the  adequacy 
report. 

(5)  Obtain  copies  of  all  Disclosure 
Statements  and  review  and  compare  the 
applicable  items  to  assure  consistent  in 
the  items  answered  by  the  home  ofnce. 

(6)  Distribute  copies  of  the  corporate 
and  group  office  Disclosure  Statements 
to  the  FAOs  in  the  network.  Notify  the 
FAOs  when  changes  are  made  to  the 
coriwrate  Disclosure  Statement  and  es¬ 
tablish  the  due  date  for  the  audit  report 
on  the  revised  statement. 
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(7)  Establish  a  system  to  receive  and 
distribute  information  within  the  net¬ 
work  concerning  problem  areas. 

(8)  Conduct  CAS  workshops  involving 
network  auditors  to  assure  consistency 
and  uniformity  among  the  various  FAOs 
regarding  the  audit  position  for  common 
or  similar  descriptions. 

(9)  Obtain  copies  of  reports  on  all  the 
Disclosure  Statements  in  the  network 
and  make  comparisons  to  assure  that 
auditors  are  consistent  in  the  treatment 
of  common  disclosures.  This  action 
should  be  accomplished  before  reports 
are  issued. 

b.  FAOs 

(1)  Establish  a  target  date  for  the 
issuance  of  audit  report  covering  the 
review  of  the  Disclosure  Statements  sub¬ 
mitted  by  the  organizational  units. 

(2)  Inform  the  CAC,  CHOA,  or  GAC 
of  the  target  reporting  date  established  in 
(1)  above.  This  report  due  date  should 
provide  the  ACO  with  the  time  needed  to 
take  appropriate  action  before  the  award 
of  the  first  covered  contract.  The  earliest 
reiwrt  due  date  for  an  organizational 
unit’s  Disclosure  Statement  should  be¬ 
come  the  report  due  date  for  the  corpo¬ 
rate  and  group  office  Disclosure  State¬ 
ment  reports. 

(3)  Review  the  items  prepared  by  the 
corporate  office  to  ascertain  whether  the 
corixirate  office  items  are  compatible 
with  the  described  practices  of  the  report¬ 
ing  organizational  unit.  The  cognizant 
FAO  should  advise  the  CAC,  CHOA,  or 
GAC  of  any  significant  areas  of  incompa¬ 
tibility  between  the  data  reported  by  the 
corporate  office  (Part  8  of  the  Disclosure 
Statement)  and  the  data  provided  by  the 
organizational  unit  (Parts  1  through  7  of 
the  Disclosure  Statement). 

(4)  Attend  the  CAS  workshops.  (S)  Plan 
the  audit  so  that  the  audit  report  can  be 
furnished  to  the  CAC,  CHOA,  or  GAC 
before  it  is  issued  to  the  ACO. 

(6)  Request  assist  audits  of  the  coipo- 
rate  office  and  all  intermediate  organiza¬ 
tions  that  perform  home  office  functions 
on  behalf  of  the  operating  segment  in¬ 
volved.  The  assist  audits  should  include  a 
review  of  the  methods  used  by  the  home 
office  oiTOnization(s)  to  identify,  mea¬ 
sure,  and  allocate  costs  to  s^ments.  In 
most  instances  such  reviews  will  be  made 
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on  an  assist  audit  basis  because  the 
pertinent  data  are  normally  unavailable 
at  the  reporting  segment  level. 

8-205  Audit  Programs  and  Working 
Papers 

a.  The  auditor  should  observe  govern¬ 
ment  auditing  standards  in  preparing 
audit  programs  and  working  papers. 
Agency  standard  audit  programs  with 
appropriate  modifications  should  be  used 
where  available.  The  audit  program 
should  be  in  sufficient  detail  to  indicate 
the  purpose  of  the  audit  step,  the  manner 
in  which  the  work  will  be  done,  and  the 
extent  of  the  review.  Audit  programs 
prepared  for  contractors  who  are  subject 
to  fr^uent  or  continuous  audits  should 
require  a  review  of  data  in  existing  files 
(e.g.,  permanent  files,  functional  audits, 
estimating  system  surveys,  price  evalu¬ 
ations,  indirect  cost  audits,  etc.)  as  a 
major  step  in  verifying  the  describe  cost 
accounting  practices.  For  those  contrac¬ 
tors  with  whom  DCAA  has  had  limited 
or  no  audit  experience,  the  potential 
dollar  volume  of  covered  contracts 
should  be  a  major  consideration  in  estab¬ 
lishing  the  scope  of  the  adequacy  review. 

b.  Audit  working  papers  should  con¬ 
tain,  at  least,  (1)  the  basis  for  accepting  a 
description,  (2)  a  record  of  discussions 
and  written  communications  from  the 
ACO  and  contractor,  and  (3)  the  audi¬ 
tor’s  rationale  in  resolving  questionable 
items.  The  working  papers  should  identi¬ 
fy  those  descriptions  accepted  without 
audit  verification.  This  identification  is 
especially  imjxirtant  for  those  described 
practices  which  may  involve  significant 
cost.  In  this  way,  the  auditor  will  have  a 
basis  for  identifying  these  practices  and 
reviewing  such  items  for  compliance 
when  future  audits  are  performed. 

8-206  Criteria  for  Adequacy 
Determination 

a.  To  be  considered  adequate,  a  Disclo¬ 
sure  Statement  must  be  current,  accurate, 
and  complete. 

( I )  A  Disclosure  Statement  is  current  if 
it  describes  the  cost  accounting  practices 
which  the  contractor  intends  to  follow  for 
estimating,  accumulating  and  reporting 
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costs  associated  with  covered  contracts. 
The  Disclosure  Statement,  therefore, 
could  possibly  include  practices  that  are 
currently  in  use;  will  be  instituted  at 
some  future  date;  will  be  followed  with 
the  incurrence  of  a  new  cost;  or  a  combi¬ 
nation  of  these. 

(a)  Existing  audit  files  should  be  re¬ 
viewed  to  ascertain  whether  the  cost 
accounting  practices  identified  in  the 
Disclosure  Statement  are,  in  fact,  the 
contractor’s  current  practices.  For  exam¬ 
ple,  data  in  the  permanent  file  and  in 
recent  reports  on  pricing  proposals,  func¬ 
tional  audits,  indirect  cost  rate  proposals, 
and  accounting  system  surveys  cover 
many  features  of  the  contractor’s  cost 
accounting  practices.  When  the  adequacy 
review  discloses  a  difference  between  a 
described  practice  and  an  existing  prac¬ 
tice,  the  auditor  should  discuss  it  with  the 
contractor  to  assure  that  a  change  is 
intended.  Conversely,  if  the  auditor  is 
aware  of  an  intended  change  in  the 
contractor’s  practice  and  the  practice  has 
not  been  described,  she  or  he  should 
recommend  the  contractor  describe  the 
intended  practice  as  well  as  the  existing 
practice. 

(b)  Where  the  contractor  already  has 
covered  contracts,  but  was  not  previously 
required  to  file  a  Disclosure  Statement, 
th:  practices  subsequently  described 
should  be  the  same  as  those  used  to 
estimate  and  accumulate  costs  for  the 
contracts  entered  into  before  the  Disclo¬ 
sure  Statement  was  required.  If  there  are 
any  known  differences,  a  review  should 
be  scheduled  to  ascertain  if  the  contrac¬ 
tor  is  consistently  following  its  estab¬ 
lished  cost  accounting  practices  that  were 
effective  when  the  initial  covered  con¬ 
tract  was  awarded  or  has  made  a  change 
to  a  cost  accounting  practice  without 
notifying  the  ACO. 

(2)  A  Disclosure  Statement  is  accurate 
if  it  correctly,  clearly,  and  distinctly  de¬ 
scribes  the  actual  method  of  accounting 
the  prime  contractor  or  subcontractor 
uses  or  intends  to  use  on  contracts  sub¬ 
ject  to  41  U.S.C.  422.  Vas[ue,  ambiguous, 
and  contradictory  descriptions  of  the 
contractor’s  cost  accounting  practices 
may  hinder  subsequent  compliance  re¬ 
views,  cause  disputes  and  litigation  be¬ 
tween  contracting  parties,  and  ultimately 
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result  in  additional  cost  to  the  govern¬ 
ment.  Consequently,  the  auditor  should 
carefully  review  the  described  practices 
for  specificity  and  clarity.  Clerical  accu¬ 
racy  is  also  a  requirement  for  the  Disclo¬ 
sure  Statement.  Therefore,  the  auditor’s 
review  should  verify  whether  the  contrac¬ 
tor  has  checked  the  appropriate  boxes, 
inserted  the  applicable  code  letters,  omit¬ 
ted  any  questions,  etc. 

To  facilitate  the  auditor’s  review  for 
accuracy,  a  listing  of  interrelationships 
between  various  sections  of  the  Disclo¬ 
sure  Statement  is  presented  below: 

(a)  If  item  1 .8.0  is  marked  A  or  B,  item 

2.2.1  or  2.2.2  should  be  marked  A,  or 
item  2.3.0  should  be  coded  C  in  at  least 
one  column. 

(b)  A  response  in  section  2.4.0  is  re¬ 
quired  only  if  block  A  of  items  2.2.1  or 

2.2.2  is  marked. 

(c)  Section  2.6.0  should  be  completed 
only  if  one  or  more  labor  categories  in 
item  2.5.0  were  marked  C. 

(d)  If  item  2.2.2  is  marked  A,  B,  C,  D, 
or  Y,  item  3.2. 1  (0  must  be  marked  with 
a  code  other  than  Z. 

(e)  If  4.1.0(a)  is  marked  with  a  code 
other  than  Z,  no  other  items  in  4.1.0  are 
to  be  marked. 

(0  If  items  4.2.(Ka),  (b),  (c),  or  (d)  are 
marked  with  a  code  other  than  Z,  items 
(e)  through  (n)  are  not  to  be  marked. 

(g)  Item  3.2.3(s)  must  be  marked  other 
than  F  or  Z  if  item  4.7.0(a)  is  to  be 
marked  A,  B,  C,  or  D.  Item  3.2.3(k)  must 
be  marked  other  than  F  or  Z  if  item 
4.7.0(b)  is  to  be  marked  A,  B,  C,  or  D. 
Item  2.8.0  must  be  marked  A,  B,  C,  D,  or 
Y  in  at  least  one  column  if  item  4.7.()(d) 
is  marked  A,  B,  C,  or  D. 

(h)  If  item  4.2.0(i)  is  marked  with  a 
code  other  than  Z,  item  4.8.1  should  be 
marked  B  or  D. 

(i)  If  item  2.3.0  is  checked  for  A,  B,  C, 
and/or  Y  in  any  column,  at  least  column 
1  of  items  6.1.1  and  6.1.2  must  be 
completed. 

0)  Item  7.1.1  cannot  be  blank.  If  item 
3.2.2(d)  is  marked  other  than  Z,  item 
7.1.1  must  be  marked  A. 

(k)  Item  7.1.2  cannot  be  blank  or 
marked  Z  in  all  columns  if  item  7.1.1  is 
checked  A.  Under  ERISA,  item  7.1.2 
may  not  be  checked  B. 
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(l)  Items  7.1.3,  7.1.4,  7.1.7,  7.1.8,  and 
7.1.9  cannot  be  blank  in  any  column  for 
which  item  7.1.2  has  been  marked  other 
than  Z  in  the  same  column. 

(m)  If  item  7. 1 .2,  line  C,  is  marked  in 
any  column,  item  7. 1 .6  must  be  marked 
on  line  A,  B,  C,  or  Y  in  the  same  column. 

(n)  If  item  7.1.3  is  marked  B  in  any 
column,  item  7.1.2  must  be  marked  A, 
and  item  7. 1 .6  must  be  checked  Z  in  the 
same  column. 

(o)  If  item  7. 1 .7  is  marked  other  than  Z 
in  any  column,  item  7.1.8  must  be 
marked  on  line  A  or  B  in  the  same 
column. 

(p)  If  item  3.2.2(a)  is  marked  with  a 
code  other  than  Z,  item  7.3.1  must  be 
marked  A,  B,  or  C!. 

(q)  If  item  7.3.1  is  marked  A  or  C, 
items  7.3.2,  7.3.3,  7.3.4,  and  7.3.5  cannot 
be  blank. 

(r)  If  item  7.3. 1  is  marked  A,  item  7.4.0 
must  be  marked  Z. 

(s)  It  item  7.3. 1  is  marked  B  or  C,  item 
7.4.0  cannot  be  blank  or  marked  Z. 

(t)  At  least  one  of  items,  8.3.1,  8.3.2,  or 

8.3.3  should  have  an  entry  against  it  if 
this  part  is  being  completed  by  corporate, 
group,  or  home  oflice. 

(3)  To  be  complete  the  statement 
should  include  all  significant  cost  ac¬ 
counting  practices  the  contractor  intends 
to  use  and  must  give  enough  information 
for  the  government  to  fully  understand 
the  accounting  system  being  described. 
Accordingly,  auditors  should  be  alert  for 
vague,  incomplete  or  ambiguous  answers 
which  could  lead  to  alternative  account¬ 
ing  interpretations.  Where  such  re¬ 
sponses  are  noted,  the  auditor  should 
discuss  them  with  the  contractor  to  ascer¬ 
tain  the  specific  meaning.  Unless  the 
meaning  is  clarified,  the  auditor  should 
recommend  that  the  ACO  find  the  state¬ 
ment  inad^uate  if  the  item  is  material. 

b.  Materi^ity  should  be  a  major  factor 
in  deciding  the  level  of  detail  required  to 
be  disclosed.  A  prime  consideration 
should  be  whether  a  change  in  accounting 
procedure  at  the  level  of  detail  under 
consideration  would  have  a  material  ef¬ 
fect  on  the  flow  of  costs,  now  or  in  the 
near  future. 

c.  The  following  example  demonstrates 
the  attributes  a  description  must  have  to 
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be  considered  current,  accurate,  and 
complete: 

(1)  Assume  a  contractor  describes  on  a 
continuation  sheet  under  item  4.6.0  that 
the  cost  of  money  is  allocated  to  final  cost 
objectives  over  the  same  base  unit  of 
measure  as  is  used  to  allocate  the  other 
indirect  expenses  included  in  the  cost 
pool  to  which  the  cost  of  money  is 
related.  Items  4.1.0(n),  4.2.0(n),  and 
4.3.0(1)  are  marked  (Y)  and  the  following 
explanation  under  the  4.5.0  is  provided 
on  the  continuation  sheet: 

“The  cost  of  money  is  computed  in 
accordance  with  the  procedures  in  CAS 
414.  We  identify  assets,  calculate  net 
book  values,  assign  book  value  to  indirect 
cost  pools,  and  reallocate  undistributed 
net  book  values  to  indirect  cost  pcMls  by 
the  same  procedures  as  are  used  to  identi¬ 
fy  and  allocate  depreciation  to  final  cost 
objectives." 

(2)  The  contractor’s  last  historical  indi¬ 
rect  cost  rate  proposal  and  the  current 
projected  rates  show  that  the  cost  of 
money  rates  were  computed  on  the  same 
allocation  bases  used  to  allocate  expenses 
in  the  cost  pools  to  which  the  cost  of 
money  is  related.  Therefore  the  descrip¬ 
tion  is  current  and  accurate.  The  descrip¬ 
tion,  however,  is  incomplete.  The  con¬ 
tractor  did  not  indicate  whether  the  alter¬ 
native  method  is  intended  to  be  used 
when  the  contracting  parties  can  agree 
that  the  results  of  either  method  will  be 
substantially  the  same.  The  contractor 
has  also  failed  to  indicate  whether  the 
cost  of  money  is  included  in  the  G&A 
allocation  base.  To  be  complete  the  con¬ 
tractor  should  add  the  following  narra¬ 
tive  comments  to  the  continuation  sheets 
for  items  4.5.0  and  4.6.0  respectively: 

4.5.0  Continuation  Sheet 

"For  any  accounting  period  in  which  it 
can  be  demonstrated,  and  the  ACO 
agrees,  that  no  substantial  difference  will 
result,  we  will  estimate,  accumulate,  and 
report  by  using  the  alternative  method  as 
described  in  CAS  414." 

4.6.0  Continuation  Sheet 

“For  all  accounting  periods,  whether 
the  regular  or  alternative  method  is  used, 
we  estimate,  accumulate,  and  report  by 
including  the  cost  of  mon^  in  the  cost 
input  base  used  to  allocate  G&A  expense 
to  final  cost  objectives." 
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d.  The  auditor  need  not  review  or 
report  to  the  ACO  the  validity  of  the 
statistical  data  submitted  annually  by  the 
contractor  to  update  sales  and  r^ulated 
information. 

8-207  Discussion  with  the  Contractor 

Before  issuing  the  report  to  the  ACO, 
discuss  with  the  contractor  all  items 
considered  inadequate  (see  4-300). 

8-208  Reporting 

a.  Since  FAR  30.202-7(a)  assigns  the 
contract  auditor  responsibility  for  ascer¬ 
taining  the  adequacy  of  the  Disclosure 
Statement  and  its  amendments,  the  re¬ 
quired  audits  will  be  initiated  and  audit 
reports  will  be  issued  without  the  need 
for  a  request  for  audit  services. 

b.  Prepare  reports  on  initial  adequacy 
audits  in  accordance  with  10-800.  If  the 
report  identifies  inadequate  descriptions 
and  the  ACO  agrees  the  statement  is 
inadequate,  the  ACO  will  formally  notify 
the  contractor,  identify  the  inadequate 
items,  and  request  that  the  statement  be 
revised.  The  auditor  will  audit  the  re¬ 
vised  statement  to  ensure  that  the  con¬ 
tractor  has  taken  corrective  actions. 

c.  For  each  operating  segment  required 
to  submit  a  Disclosure  Statement,  the 
cognizant  auditor  will  be  responsible  for 
reporting  the  results  of  the  adequacy 
audit  of  Parts  1  through  7.  Even  though 
data  relating  to  Parts  1  through  7  may 
have  been  audited  by  other  auditors  who 
have  cognizance  over  home  office  organi¬ 
zations,  the  report  covering  the  operating 
segment  will  also  include  the  results  of 
the  assist  audits. 

d.  Except  as  described  in  e.  below,  all 
reports  on  the  adequacy  of  Disclosure 
Statements  will  be  submitted  separately. 
When  a  Disclosure  Statement  is  audited 
in  connection  with  a  pricing  proposal, 
two  reports  will  be  required:  one  on  the 
adequacy  audit  and  the  other  on  the 
evaluation  of  the  pricing  proposal.  The 
report  on  the  adequaty  audit  will  not 
include  recommendations  concerning 
any  actual  or  potential  noncompliances. 
Noncompliance  issues  will  be  reported 
separately  (see  10-806). 
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e.  When  a  company  submits  proposed 
amendments  to  the  Disclosure  Statement 
which  has  previously  been  determined  to 
be  adequate,  the  auditor  is  required  to 
follow  reporting  procedures  that  differ 
from  those  outlined  in  d.  above.  The 
auditor  will  audit  the  amendments  for 
adequacy  and  compliance  with  CAS  and 
FAR.  Tlie  results  of  this  audit  will  be 
included  in  a  single  report  to  the  ACO  if 
there  are  no  noncompliance  issues.  If 
there  are  noncompliance  issues,  there  will 
be  two  reports  b^use  noncompliances 
found  in  Disclosure  Statement  adequacy 
and  compliance  audits  will  be  treated  in 
the  same  manner  as  noncompliances 
found  in  other  types  of  audits.  That  is,  in 
addition  to  issuing  the  report  on  the 
adequacy  of  the  Disclosure  Statement,  a 
separate  noncompliance  report  will  also 
be  issued  (see  10-806). 

f.  The  auditor  should  always  be  aware 
of  the  importance  of  meeting  the  estab¬ 
lished  due  dates  for  adequacy  reports. 
When  unforeseen  circumstances  del^ 
the  issuance  of  the  report,  the  ACO 
should  be  notified  imm^iately  and  ar¬ 
rangements  made  for  a  new  report  due 
date.  The  ACO  is  responsible  for  deter¬ 
mining  the  adequacy  of  the  Disclosure 
Statement  and  a  delay  in  submitting  the 
audit  report  will  delay  the  ofllcial  notice 
to  the  contractor  concerning  the  accept¬ 
ability  of  the  statement. 

g.  If  subsequent  audits  indicate  that  a 
previously  accepted  disclosure  statement 
IS  inadequate,  the  contractor  should  be 


immediately  advised  in  writing  that  a 
revision  to  the  Disclosure  Statement  is 
necessary.  For  example,  the  contractor 
did  not  describe  cost  accounting  practices 
related  to  a  cost  because  it  did  not  have  a 
significant  impact  on  the  flow  of  costs  to 
government  contracts.  Subsequently  the 
cost  becomes  material  and  significantly 
effects  the  flow  of  costs.  The  contractor 
should  revise  its  disclosure  statement  to 
adequately  describe  the  practices  related 
to  the  previously  immaterial  cost.  If  the 
contractor  will  not  make  the  revision,  the 
auditor  should  issue  an  audit  report  rec¬ 
ommending  that  the  ACO  withdraw  the 
adequacy  determination  and  request  the 
contractor  to  submit  a  revised  disclosure 
statement  (see  8-202c). 

8-209  Maintenance  of  ACO  Letters 
of  Adequacy  Determination 

FAR  30.202-7(a)  requires  that  the 
ACO  generally  notify  the  contractor, 
within  30  days  after  the  receipt  of  the 
Disclosure  Statement,  whether  or  not  the 
statement  is  adequate,  and  provide  cop¬ 
ies  of  letters  of  adequacy  determination 
to  the  auditor  and  contracting  officer.  A 
copy  of  the  most  recent  ACO  letter  of 
adequacy  determination  should  be  in¬ 
cluded  in  FAO  files.  Auditors  should 
follow  up  with  ACOs  if  an  ACO  letter  of 
adequacy  determination  has  not  been 
received  within  60  days  after  an  adequa¬ 
cy  report  has  been  issued. 
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8-300  Section  3  —  Compliance  with  Cost  Accounting  Standards  Board  (CAS) 
Rules,  Regulations,  and  Standards  and  with  FAR 


8-301  Introduction 

a.  This  section  provides  audit  guidance 
for  the  review  of  the  contractor’s  Disclo¬ 
sure  Statement  and  the  practices  used  for 
estimating,  accumulating  and  reporting 
costs  on  contracts  subject  to  41  U.S.C. 
422.  The  purpose  of  the  review  is  to 
ascertain  whether  the  disclosed  or  estab¬ 
lished  practices  are  in  compliance  with 
both  the  CASB  rules,  regulations,  and 
standards  and  with  appropriate  acquisi¬ 
tion  regulations.  The  aspects  of  compli¬ 
ance  reviews  covered  in  this  section  are: 

(1)  General  requirements  including  au¬ 
dit  considerations  and  reporting  proce¬ 
dures. 

(2)  Audit  considerations  involved  in 
the  initial  review  of  the  Disclosure  State¬ 
ment  for  compliance. 

(3)  Audit  requirements  associated  with 
the  review  of  cost  accounting  practices 
for  compliance  during  the  proposal  eval¬ 
uation  and  contract  performance. 

b.  Not  only  should  the  auditor’s  review 
and  subsequent  reporting  cover  those 
conditions  that  constitute  actual  non- 
compliances  but  should  also  include  cir¬ 
cumstances  where  the  occurrence  of  a 
planned  or  pending  action  will  result  in  a 
violation  of  CASB  rules,  regulations,  or 
standards.  A  condition  of  potential  non- 
compliance  exists  when  (I)  a  contractor 
with  a  covered  contract  proposes  a  prac¬ 
tice  that  when  implemented  will  violate  a 
cost  accounting  standard,  or  FAR  cost 
principle  (see  8-302.70,  or  (2)  a  contrac¬ 
tor  who  does  not  have  a  covered  contract 
but  currently  has  or  proposes  to  imple¬ 
ment  a  practice  which,  with  the  award  of 
the  initial  covered  contract,  will  result  in 
a  violation  of  the  CASB  rules,  regula¬ 
tions,  and  standards  or  appropriate  ac¬ 
quisition  regulations.  It  is  important  to 
note  that  in  each  of  the  potential  non- 
compliance  conditions  described  above, 
some  future  action  is  r^uired  before  the 
contractor  is  in  violation  of  41  U.S.C. 
422.  For  example,  the  offeror  must  be 
awarded  a  CAS-covered  contract  before 
it  becomes  subject  to  the  rules  and  regula¬ 
tions  of  the  CASB.  Similarly,  a  covered 


contractor  must  implement  an  unaccept¬ 
able  practice  to  be  in  actual  noncompli- 
ance. 

c.  To  facilitate  the  implementation 
process,  each  promulgated  standard  con¬ 
tains  in  subparagraph  .80  an  effective 
date  and  an  applicability  date.  The  CASB 
defers  the  applicability  date  beyond  the 
effective  date  in  order  to  provide  contrac¬ 
tors  adequate  time  to  prepare  for  compli¬ 
ance  and  make  any  required  accounting 
changes.  Under  the  regulation,  a  contrac¬ 
tor  b^mes  subject  to  a  new  standard 
only  after  receiving  the  first  CAS-covered 
contract  following  the  effective  date.  The 
distinction  between  the  effective  and 
applicability  dates  is  important.  The  ef¬ 
fective  date  designates  when  the  pricing 
of  future  CAS-covered  contracts  must 
reflect  the  new  standard.  It  also  identifies 
those  CAS-covered  contracts  eligible  for 
an  equitable  adjustment,  since  only  con¬ 
tracts  in  existence  on  the  effective  date 
can  be  equitably  adjusted  to  reflect  the 
prospective  application  of  a  new  stan¬ 
dard.  The  applicability  date  marks  the 
beginning  of  the  period  when  the  contrac¬ 
tor’s  accounting  and  reporting  systems 
must  comply  with  a  new  standard.  Pro¬ 
posals  for  contracts  to  be  awarded  after 
the  effective  date  of  a  standard  should  be 
reviewed  carefully  for  compliance  with 
the  new  standard.  The  proposal  need 
only  reflect  compliance  with  the  standard 
from  the  applicability  date  forward.  Any 
changes  resulting  from  early  implementa¬ 
tion  may  result  in  an  equitable  adjust¬ 
ment  under  FAR  S2.23^2(a)(4Xiii)  for 
the  period  prior  to  the  applicability,  if  the 
parties  agree  to  such  early  implementa¬ 
tion.  In  unusual  situations,  the  short  lead 
time  between  the  effective  and  applica¬ 
bility  dates  may  create  a  difficult  situa¬ 
tion  for  the  contractor.  Where  a  contrac¬ 
tor  can  demonstrate  to  the  AGO  that  it 
would  be  virtually  impossible  to  comply 
with  the  effective  or  applicability  dates  of 
a  standard,  contracts  can  be  negotiated 
after  the  effective  date  of  the  standard 
based  on  the  accountiiw  system  used 
before  the  standard.  Contract  terms 
should  include  provisions  for  price  ad- 
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justments,  retroactive  to  the  applicability 
date,  for  significant  cost  impact  resulting 
from  the  change  in  accounting  practice  to 
comply  with  the  standard.  In  addition, 
the  AGO  should  establish  a  specific  date 
for  the  contractor  to  complete  the 
changes  to  its  estimating,  accounting,  and 
reporting  systems  and  Disclosure  State¬ 
ment  to  comply  with  the  standard.  When 
this  procedure  is  followed,  noncompli¬ 
ances  will  not  be  reported.  Equitable 
adjustments  computed  as  of  the  applica¬ 
bility  date  will  be  submitted  as  provided 
in  FAR  30.602-1.  (See  CAS  Working 
Group  Pajwrs  76-7  and  77-10.) 

d.  Questions  have  been  raised  regard¬ 
ing  the  CAS  compliance  of  termination 
claims  since: 

(1)  costs  in  termination  claims  may  be 
arranged  differently  than  the  cost  presen¬ 
tations  in  the  original  estimates,  and 

(2)  termination  claims  often  include  as 
direct  costs  such  items  as  settlement  costs 
or  unexpired  leases  which  would  have 
been  charged  indirect  if  the  contract  had 
been  completed.  Termination  costing 
procedures  as  detailed  in  FAR  31.205-42 
are  still  effective.  DoD  does  not  view 
these  procedures  as  violating  either  CAS 
401  or  402,  since  terminating  a  contract 
creates  a  situation  that  is  totally  unlike 
completing  a  contract.  Therefore,  these 
costs  would  not  be  considered  costs  in¬ 
curred  for  the  same  purpose  in  like 
circumstances.  Termination  contracting 
officers  should  assure  themselves  that 
within  the  context  of  termination  situa¬ 
tions,  consistency  is  honored  to  the  ex¬ 
tent  that  the  circumstances  are  similar. 
To  that  end,  it  would  be  advisable  for  a 
contractor  to  document  its  termination 
accounting  procedures  as  part  of  its  dis¬ 
closed  practices.  Indirect  cost  rates  used 
in  termination  claims  must  represent  full 
accounting  periods  as  required  by  CAS 
406.  (See  CAS  Working  Group  Paper  77- 
15.) 

8-302  NoncompUance 

8-302.1  Rcqaircneiits 

a.  FAR  30.602-2  states  that  when  the 
ACO  determines  a  disclosed  or  an  estab¬ 
lished  practice  is  not  in  compliance  the 
ACO  shall  notify  the  offeror  or  contrac¬ 


tor,  with  a  copy  to  the  auditor.  The  notice 
shall  require  the  recipient  to  advise  the 
ACO  and  the  auditor  of  the  corrective 
action  taken  or  to  be  taken  to  bring  the 
practices  into  compliance.  A  revised  Dis¬ 
closure  Statement  may  be  required.  In 
addition,  adjustment  of  the  prime  con¬ 
tract  price  or  cost  allowance  in  accor¬ 
dance  with  FAR  30.602-2  may  be  re¬ 
quired. 

b.  As  in  FAR  30.202-6  and  30.202-7, 
the  contract  auditor  shall  be  responsible 
for  conducting  audits  as  necessary  to 
advise  the  ACO  as  to  whether  the  con¬ 
tractor’s  disclosed  or  established  prac¬ 
tices  comply  with  CAS  and  FAR  Part  31. 
Because  the  audit  responsibility  is  a  con¬ 
tinuous  requirement,  instances  of  non- 
compliance  may  be  detected  and  report¬ 
ed  at  various  stages  of  the  procurement 
action. 

8-302.2  Types  of  Noncompliance 

a.  Ei^t  types  of  noncompliance  can  be 
identified  based  on  CASB  rules,  regula¬ 
tions,  and  standards  and  FAR  Part  31: 

(1)  Disclosed  practices  not  in  compli¬ 
ance  with  CAS. 

(2)  Disclosed  practices  not  in  compli¬ 
ance  with  FAR. 

(3)  Actual  practices  of  estimating  costs 
not  in  compliance  with  CAS. 

(4)  Actual  practices  of  estimating  costs 
not  in  compliance  with  FAR. 

(5)  Actual  practices  of  estimating  costs 
not  in  compliance  with  Disclosure  State¬ 
ment. 

(6)  Actual  practices  of  accumulating  or 
re^rting  costs  not  in  compliance  with 
CAS. 

(7)  Actual  practices  of  accumulating  or 
reining  costs  not  in  compliance  with 
FAR. 

(8)  Actual  practices  of  accumulating  or 
reporting  costs  not  in  compliance  with 
Disclosure  Statement. 

b.  The  first  two  noncompliance  situa¬ 
tions  may  be  detected  either  during  the 
initial  Disclosure  Statement  review,  dur¬ 
ing  normal  audits  such  as  price  propo^ 
evaluations,  or  durii^  reviews  of  in¬ 
curred  cost,  as  discussed  in  8-304.  Condi¬ 
tions  three  through  five  would  likely  be 
detected  during  a  proposal  evaliution  or 
an  estimating  system  survey.  Situations 
six  through  ei^t  would  generally  be 
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detected  during  normal  or  routine  audits 
of  actual  costs. 

c.  In  some  cases  multiple  noncompli¬ 
ance  conditions  may  exist.  For  example, 
a  contractor  normauy  allocates  the  costs 
of  preparing  initial  bid  proposals  to  cost 
objectives  on  the  basis  of  total  cost  input. 
This  practice,  which  conforms  with  FAR 
31.205-18,  and  CAS  420,  was  previously 
disclosed  to  the  government.  For  a  new 
proposal,  however,  the  assoi.  i>  ed  B&P 
expenses  were  charger  the  engineering 
oveihead  which  was  st  quently  allocat¬ 
ed  to  the  resulting  contr,^. '  on  the  basis  of 
direct  engineering  labor  dollars.  Under 
the  conditions  described  above,  noncom¬ 
pliance  types  (6),  (7),  and  (8)  would 
apply. 

d.  A  new  cost  accounting  standard 
could  also  result  in  instances  of  multiple 
noncompliance.  For  example,  with  the 
issuance  of  a  new  standard  a  disclosed 
practice  previously  considered  to  be  in 
compliance  could  be  rendered  unaccept¬ 
able  in  the  following  areas:  (1)  the  de¬ 
scribed  practice  could  be  in  noncompli¬ 
ance  with  CAS  or  FAR,  and  (2)  the 
practices  used  to  record  costs,  although  in 
conformance  with  the  Disclosure  State¬ 
ment,  could  be  in  noncompliance  with 

or  FAR. 

8-302 J  Compluuice  CouMenitions 

In  reviewing  the  contractor's  cost  ac¬ 
counting  practices  to  ascertain  whether 
they  are  in  compliance  with  the  cost 
accounting  standards  and  FAR  Part  31, 
the  auditor  should  follow  the  guidelines 
below: 

a.  In  evaluating  price  proposals  and 
performing  estimating  system  surveys, 
the  auditor  is  required  to  describe  incon¬ 
sistencies  between  the  contractor’s  esti¬ 
mating  and  cost  accumulating  practices. 
The  auditor  may,  therefore,  be  in  a 
position,  based  on  past  reviews,  to  ascer¬ 
tain  whether  the  contractor  complies 
with  the  standard  requiring  consistency 
in  estimating,  accumulating,  and  report¬ 
ing  costs. 

b.  The  standard  prohibiting  double 
counting  (CAS  402)  did  not  introduce  an 
entirely  new  gioundrule  since  acquisition 
regulations  contained  similar  provisions. 
The  prohibition  against  double  counting 
in  the  acquisition  regulations,  however. 
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was  narrower  in  scope  since  it  basically 
applied  to  individual  contracts.  CAS  402 
has  extended  the  scope  by  adding  the 
requirement  that  each  type  of  cost  in¬ 
curred  for  the  same  purpose,  in  like 
circumstances,  must  be  either  direct  or 
indirect  for  all  final  cost  objectives.  Prior 
audits  of  the  contractor's  incurred  costs 
may  provide  information  on  whether  the 
cost  accounting  practices  comply  with 
this  standard. 

c.  With  respect  to  noncompliance  with 
FAR  Part  31,  if  a  cost  accounting  prac¬ 
tice  has  been  questioned  by  the  auditor  in 
the  past  and  the  AGO  has  not  made  a 
final  determination,  the  practice  should 
be  questioned  again.  Once  the  AGO 
makes  a  determination  on  the  issue,  the 
decisions  will  be  followed.  If  the  FAR  is 
subsequently  changed  or  a  change  in 
circumstance  occurs,  a  practice  should 
again  be  evaluated  for  compliance. 

d.  If  a  cost  accounting  practice  has 
been  questioned  because  of  noncompli¬ 
ance  with  FAR  Part  31  and  the  AGO 
supported  the  auditor’s  position,  but  the 
ASBGA  or  Gourt  of  Glaims  ruled  ^inst 
the  government,  the  auditor  will  not 
question  the  practice  ^in  unless  there  is 
a  subsequent  change  in  FAR  or  the  cost 
accounting  standards  which  would  negate 
the  decision.  However,  if  the  ASBGA  or 
the  Gourt  of  Glaims  ruled  in  favor  of  the 
government,  the  practice  should  be  ques¬ 
tioned  at  ail  other  contractor  locations 
where  circumstances  are  substantially  the 
same. 

8-302.4  Discnssioiis  with  the  AGO  and 
the  Contractor 

a.  The  auditor  should  discuss  noncom¬ 
pliance  matters  with  the  AGO  at  the 
earliest  possible  opportuniw.  It  is  impor¬ 
tant  to  keep  the  AGO  informed  of  the 
auditor’s  actions  and  to  identify  areas 
where  the  auditor  may  need  to  provide 
further  information  regarding  his  or  her 
recommendations. 

b.  As  an  int^ral  p^  of  the  review, 
discuss  the  findings  with  the  contractor. 
(Sec  4-300.) 

8-3023  Coordination  fw  Consistent 
Trcataent 

a.  Because  of  the  consolidated  contract 
audit  function  and  the  relationship  of 
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CASB  rules,  regulations,  and  standards  to 
the  DCAA  mission,  DCAA  is  in  an 
advantageous  position  to  ascertain 
whether  the  promulgated  standards, 
rules,  and  regulations  are  applied  consis¬ 
tently.  To  fulfill  this  responsibility, 
DCAA  must  effectively  coordinate  all 
phases  of  audit  reviews  involving  CAS. 

b.  Consistency  in  implementing  CASB 
rules,  regulations,  and  standards  should 
be  one  of  the  auditor’s  primary  concerns. 
Contractors  are  justifiably  sensitive  to 
unwarranted  variations  in  the  audit  treat¬ 
ment  of  similar  situations.  To  assure  the 
provisions  of  41  U.S.C.  422  are  applied 
consistently,  audit  findings  that  are  sig¬ 
nificant  in  amount  or  nature  should 
ordinarily  be  coordinated  with  the  region 
before  the  reports  are  issued. 

c.  When  coordination  involves  other 
DCAA  regional  offices,  the  cognizant 
auditor  should  refer  to  his  or  her  region 
those  matters  that  cannot  be  resolved  by 
the  FAOs  involved.  The  region  may 
forward  the  matter  to  Headquarters,  At¬ 
tention  PCD  if  agreement  is  not  achiev¬ 
able  at  the  re^onal  level.  (See  4-900.) 

d.  Information  on  other  si^ificant 
problems  or  controversial  situations  will 
also  be  provided  to  Headquarters,  Atten¬ 
tion  PCD.  (See  4-900.)  This  information 
will  assist  in  developing  guidance  to 
improve  auditing  and  reporting  tech¬ 
niques  or  in  referring  matters  to  the 
Office  of  the  Secreta^  of  Defense  (OSD) 
when  E)oD-wide  guidance  is  needed  to 
achieve  uniform  and  consistent  imple¬ 
mentation  of  CAS. 

8-302.6  CAS  Coordination  in 
CAC/CHOA/GAC  Complexes 

a.  The  DCAA  CAC  program,  for  major 
multisegment  contractors  and  other  spe¬ 
cific  jp>ups  of  contractors,  is  described  in 
15-200.  For  multisegment  contractors 
outside  a  CAC  complex,  a  CHOA  or 
GAC  will  be  designated  in  accordance 
with  8-104.3.  The  CAC,  CHOA,  and 
GAC  complexes  play  a  significant  part  in 
promoting  consistent  treatment  of  CAS 
compliance  issues  among  related  or  simi¬ 
lar  contractor  segments. 

b.  Each  CAC/CHOA/GAC  will: 

(1)  Obtain  from  the  cognizant  FAOs 
the  necessary  data  to  compile  a  listing  of 
all  known  noncompliance  issues  at  each 
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of  the  segments  that  comprise  the  com¬ 
plex.  The  listing,  along  with  information 
on  resolution  of  the  issues,  should  be 
distributed  to  all  FAOs  that  have  cogni¬ 
zance  of  any  segment  within  the  complex. 

(2)  Review  and  update  the  listing  for 
new  instances  of  noncompliance  and  in¬ 
clude  information  regarding  noncompli¬ 
ance  issues  resolved.  Circulate  this  data 
to  the  cognizant  FAOs  to  keep  them 
informed  about  current  developments. 

(3)  Before  issuing  a  noncompliance 
report,  review  and  discuss  the  recommen¬ 
dations  with  the  FAO.  This  should  be 
done  to  assure  consistent  treatment  of 
similar  conditions  at  the  various  seg¬ 
ments  of  the  complex. 

(4)  Recommend  workshops  if  needed 
to  review  mutual  CAS  problems,  in  ac¬ 
cordance  with  15-200. 

c.  FAOs  in  the  complex  will: 

(1)  Inform  the  CAC/CHOA/GAC  of 
known  problem  areas. 

(2)  Inform  the  CAC/CHOA/GAC  im¬ 
mediately  when  new  problem  areas  are 
encountered. 

(3)  Review  problem  areas  of  other 
organizational  units  to  determine  if  simi¬ 
lar  problems  exist  or  could  exist  at  your 
location. 

(4)  Plan  audits  so  findings  can  be 
coordinated  before  reports  are  issued. 

8-302.7  Reporting  NoacompUance 

a.  In  assigning  responsibilities  to  the 
ACO  and  the  contract  auditor  (FAR 
42.302(aXn),  DFARS  242.302(aXn), 
FAR  30.601,  and  FAR  30.202-6),  the 
regulations  r^uire  the  auditor  to  con¬ 
duct  audits  of  Disclosure  Statements  for 
adequacy  and  compliance,  and  report 
practices  that  do  not  comply  with  CASB 
rules,  regulations,  and  standards.The 
ACO  is  to  determine  whether  the  report¬ 
ed  practices  actually  do  not  comply  with 
the  CASB  promulgations  or  FAR  Part  31. 
Noncompliance  reports  should  include 
only  CAS  violations  that  the  auditor 
considers  significant.The  auditor  should 
report: 

( 1 )  Violations  of  major  requirements  of 
CAS  regardless  of  their  effect  on  contract 
costs. 

(2)  Noncompliances  having  a  signifi¬ 
cant  cost  effect  on  CAS-covered  con¬ 
tracts. 
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(3)  Nonconij;>Uance$  that  currently 
have  no  significant  efTect  on  contract 
costs  but  could  eventually  result  in  a 
significant  adjustment  because  of 
changed  circumstances. 

(4)  Noncompliances  that  are  an  inher¬ 
ent  part  of  the  contractors’  cost  account¬ 
ing  system  and  that  are  of  such  a  nature 
that  the  cost  effect  on  CAS-covered  con¬ 
tracts  would  be  difficult  or  impossible  to 
determine.fin  ASBCA  Case  No.  20998, 
the  Board  upheld  the  government’s  right 
to  determine  a  contractor  to  be  in  non- 
compliance,  even  though  the  government 
was  unable  to  determine  that  increased 
costs  resulted  from  the  noncompii- 
ance.This  ASBCA  decision  should  be 
referenced  in  all  audit  reports  recom¬ 
mending  noncorrp|j.^nce  where  the  cost 
impact  cannot  be  determined.) 

b.  The  follo'v  ing  are  examples  of  prac¬ 
tices  that  deviate  from  CAS.Even  if  such 
practices  have  not  resulted  in  increased 
cost,  or  no  increased  cost  can  be  deter¬ 
mined,  the  conditions  described  are  re¬ 
portable  as  noncompliances. 

(1)  A  contractor  allocates  home  office 
expenses  to  divisions  as  fixed  manage¬ 
ment  charges.  The  charges  are  less  than 
the  amounts  which  would  have  been 
allocated  had  the  contractor  followed 
CAS  403.The  auditor  should  recommend 
that  the  ACO  advise  the  contractor  that 
costs  will  be  disapproved  when  the  meth¬ 
od  used  by  the  contractor  results  in  an 
amount  exceeding  that  which  would  have 
been  allocated  under  the  standard. 

(2)  Another  contractor  estimates  labor 
cost  by  cat^ory,  i.e.,  fabrication  assem¬ 
bly,  inspection,  etc.  The  actual  costs  are 
accumulated  in  one  undifferentiated  ac- 
count.Under  these  circumstances,  the  au¬ 
ditor  would  not  be  able  to  determine  if 
there  is  any  cost  effect  since  there  are  no 
records  to  compare.The  auditor  should 
report  the  noncompliance  and  recom¬ 
mend  that  the  contractor  be  required  to 
follow  consistent  practices  in  estimating 
and  accumulatii^  labor  costs. 

c.  The  following  guidance  should  be 
followed  in  reporting  instances  of  non- 
compliance  with  CAS. 

(1)  The  auditor  may  discover  instances 
of  noncompliance  while  performing  any 
of  his  or  her  other  audit  functions,  i.e., 
price  evaluations,  audit  of  incurred  costs. 


Disclosure  Statement  adequacy  and  CAS 
compliance  audits,  and  functional  audits. 
Regardless  of  the  circumstances  under 
which  noncompliance  items  are  found, 
the  auditor  will  include  noncompliance 
issues  in  a  separate  report  (activity  code 
19200).To  avoid  unnecessary  and  dupli¬ 
cative  reporting,  the  CAS  noncompliance 
will  be  fully  described  in  the  noncompli¬ 
ance  report  and  other  reports  may  merely 
cross-reference  that  report. 

(2)  Generally,  when  there  are  noncom¬ 
pliances  with  more  than  one  CAS,  sepa¬ 
rate  noncompliance  audit  reports  should 
be  issued  for  each  noncompli- 
ance.However,  in  certain  circumstances, 
noncompliances  with  two  or  more  stan¬ 
dards  can  and  should  be  issued  in  the 
same  report.This  would  occur  when  the 
noncompliances  are  related  or  insepara¬ 
ble.  Noncompliances  are  related  or  insep¬ 
arable  if  the  resolution  of  one  resolves  the 
other.Usually,  there  should  not  be  multi¬ 
ple  reports  issued  for  noncompliances 
with  a  single  CAS. 

(3)  Reports  will  be  issued  as  the  auditor 
discovers  instances  of  noncompliance 
during  normal  audit  functions.  A  report 
is  not  required  when  the  contractor’s 
Disclosure  Statement  is  found  to  comply 
with  the  CAS  and  FAR  Part  31.  Neither 
is  there  a  requirement  for  contract  audit 
closing  statements  and  audit  reports  on 
final  pricing  to  include  a  “clearance” 
statement  with  respect  to  compliance 
with  41  U.S.C.  422. 

d.  The  auditor  is  responsible  for  con¬ 
ducting  audits  as  necessary  to  ascertain 
that  contractors  are  complying  with 
CAS.Therefore,  a  general  request  by  an 
ACO  for  reports  and/or  comments  on 
contractor  compliance  is  not  needed.If 
such  a  request  is  received,  inform  the 
ACO  that  although  DCAA  does  perform 
compliance  audits  of  specific  Cost  Ac¬ 
counting  Standards,  we  do  not  issue 
reports  on  contractor  overall  compliance. 
(However,  sec  8-304.2  and  8-304.3  re¬ 
garding  scheduled  annual  audit  compli¬ 
ance  reviews.)  Offer  to  audit  and  report 
on  any  specific  area  that  the  ACO  may 
suspect  is  noncompliantlf  a  CAS  compli¬ 
ance  audit  is  already  planned  in  the  area 
of  concern  specified  by  the  ACO,  the 
audit  should  be  rescheduled  to  coincide 
with  the  ACO  request.When  an  audit 
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relating  to  a  particular  identified  practice 
is  requested,  the  auditor  and  the  ACO 
will  establish  a  mutually  acceptable  date 
for  submitting  the  audit  results.  The 
auditor  will  then  include  the  required 
audit  steps  to  cover  the  questioned  prac¬ 
tice  in  the  next  scheduled  audit  or,  if 
necessary,  will  schedule  a  special  au- 
dit.The  ACO’s  request  to  review  a  specif¬ 
ic  practice  should  be  given  prompt  con¬ 
sideration  but  should  not  receive  higher 
priority  than  proposal  evaluations.After 
the  audit,  issue  either  a  report  on  non- 
compliance  or  a  brief  report  to  inform 
the  ACO  that  the  audit  disclosed  no 
noncompliance  in  the  specific  area  cited 
by  the  ACO. 

e.  Reports  on  noncompliance  will  be 
prepared  and  distributed  per  10-806. 

f.  FAR  30.202-7(b)  establishes  a  policy 
that  noncompliance  with  FAR  shall  be 
processed  separately.  Noncompliance 
with  CAS  comes  under  FAR  52.230- 
2(aK5),  whereas  noncompliance  with 
FAR  must  be  treated  as  a  government- 
proposed  accounting  practice  revision 
under  FAR  52.230-2(aK4Kiii)  (see  8- 
502.7).Consequentiy,  the  separate  audit 
reports  citing  noncompliance  with  FAR 
should  recommend  that  the  ACO  process 
the  accounting  practice  revision  as  a 
government-proposed  accounting  prac¬ 
tice  revision  pursuant  to  FAR  52.230- 
2(aX4)(iii). 

g.  Outstanding  noncompliance  issues 
(issues  included  in  a  previous  noncompli¬ 
ance  report)  may  affect  reviews  and  re¬ 
ports  related  to  other  audit  func- 
tions.Price  proposal  evaluation  and  other 
audit  reports  should  not  reference  any 
situation  as  noncompliant  unless  a  sepa¬ 
rate  noncompliance  repprt  has  been  is¬ 
sued,  exc^t  as  noted  in  8-414.1g.If  a 
noncompliance  report  has  been  issued, 
the  evaluation  of  a  price  proposal  must 
comment  on  and  should  question  the 
impact  of  the  noncompliance  item  on  the 
proposal  being  reviewed. 

8-303  Review  of  Disclosue 
Statement  and/or  Established 
Practices  to  Ascertain  Compliance 
with  CAS  and  FAR 

8-303.1  Reqaimmeats 

a.  FAR  52.230-2  r^uires  the  contrac¬ 
tor  to  adequately  disclose  its  cost  ac¬ 


counting  practices  for  all  covered  con¬ 
tracts.  An  initial  review  of  the  Disclosure 
Statement  will  be  made  to  ascertain  com¬ 
pliance  with  Public  Law  91-379.  Thir 
review  may  be  made  concurrently  wit! 
the  adequacy  review.  However,  Oie  re¬ 
port  on  the  Disclosure  Statement  adequa¬ 
cy  should  not  be  deferred  until  the  review 
for  compliance  is  completed. 

b.  A  noncompliance  disclosed  during 
an  evaluation  of  a  price  proposal  should 
be  included  in  a  separate  report  and 
submitted  to  the  ACO  with  the  evalu¬ 
ation  report. 

c.  Audit  files  may  contain  sufficient 
information  to  determine  whether  the 
Disclosure  Statement  complies  with  41 
U.S.C.  422,  related  regulatory  provisions, 
and  FAR.  The  auditor  should  identify  all 
significant  areas  where  the  contractor's 
disclosed  practices  are  not  in  compliance. 
Audit  working  papers  should  sufficiently 
document  the  auditor’s  opinion  regard¬ 
ing  whether  the  contractors’  disclosed 
practices  comply  with  CAS  and  FAR. 

d.  FAR  30.202-7(b)  provides  that  the 
contractors’  cost  accounting  practices 
should  comply  with  FAR  Part  31  as  well 
as  CAS.  However,  the  auditor  should 
report  as  noncompliances  only  those 
FAR  violations  that  involve  the  direct 
and  indirect  allocation  or  classification  of 
costs.  Essentially,  this  limitation  excludes 
reporting  as  noncompliance  those  FAR 
violations  based  solely  on  reasonableness 
or  allowability. 

8-303.2  Initial  Reviews  of  Compliance 

Initial  compliance  reviews,  as  a  rule, 
should  be  scheduled  for  completion  with¬ 
in  60  days  after  the  ACO  has  made  a 
determination  of  adequacy.  To  avoid 
unnecessary  effort  at  contractors  having 
limited  government  business,  the  auditor 
should  find  out  whether  a  covered  con¬ 
tract  has  been  awarded  before  engagi^ 
in  extensive  audit  effort  to  ascertain 
compliance. 

8-303 J  Changes  to  Disclosare 
Stateaaents  vSmat  Established  Practices 

a.  In  accordance  with  FAR  52.230-5, 
the  contractor  must  submit  proposed 
accounting  changes  to  the  ACO  tocher 
with  an  estimate  of  the  general  dollar 
magnitude  of  the  cost  impact.  The  time 
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frames  for  submission  of  the  proposed 
changes  are  referenced  in  FAR  52.230- 
5(a).  FAR  30.302  provides  definitions  of 
“cost  accounting  practice”,  “change  to  a 
cost  accounting  practice”  and  contains 
illustrations  of  changes.  CAS  Working 
Group  Guidance  81-25  concluded  that  a 
change  from  a  percentage  of  completion 
to  a  completed  contract  method  of  com¬ 
puting  state  taxes  was  an  accounting 
change.  A  change  from  a  completed  con¬ 
tract  to  a  percentage  of  completion  or  a 
percentage  of  completion  -  capitalized 
cost  method  as  required  by  the  Tax 
Reform  Act  of  1986  is  also  to  be  consid¬ 
ered  an  accounting  change. 

b.  An  important  CAS  audit  responsibil¬ 
ity  is  to  ascertain  whether  accounting 
changes  made  by  a  contractor  require  a 
revision  to  the  Disclosure  Statement. 
Therefore,  auditors  should  request  the 
contractors  to  establish  procedures  to 
promptly  notify  the  government  of  all 
proposed  accounting  changes.  When  a 
Disclosure  Statement  revision  is  required 
but  is  not  made,  a  noncompliance  report 
should  be  issued  (e.g.,  practices  used  to 
record  costs  are  not  in  compliance  with 
Disclosure  Statement).  When  a  revision 
to  the  Disclosure  Statement  is  submitted, 
the  ACO  wilt  obtain  the  contractor’s 
proposal  reflecting  the  cost  impact  of  the 
change  (FAR  30.602-3(b)).  The  auditor 
will  make  an  evaluation  to  ascertain  the 
acceptability  of  the  contractor’s  proposal. 
A  condition  of  noncompliance  could  re¬ 
sult  from  the  contractor’s  failure  to  fol¬ 
low  the  administrative  procedures  pre¬ 
scribed  by  FAR  52.230-5  in  making  an 
accounting  change. 

c.  A  condition  of  noncompliance  exists 
if,  for  example,  a  contractor  estimates  a 
contract  using  a  cost  accounting  practice 
consistent  with  its  Disclosure  Statement 
and,  at  some  point  during  the  perfor¬ 
mance,  changes  the  methods  for  comput¬ 
ing  and  accumulating  a  labor  class, 
whether  or  not  it  was  listed  as  a  principal 
class  of  labor  in  the  Disclosure  State¬ 
ment.  Costs  are  being  accumulated  in  a 
manner  inconsistent  with  estimating 
practices  and  not  in  accordance  with  the 
Disclosure  Statement.  The  report  to  the 
ACO  should  recommend  that  (1)  deter¬ 
mination  of  noncompliance  (CAS  401)  be 
made,  (2)  a  cost  impact  proposal  be 


requested  from  the  contractor  to  evaluate 
the  effect  of  the  changed  practice,  and  (3) 
a  revised  Disclosure  Statement  be  re¬ 
quested  from  the  contractor  describing 
all  principal  classes  of  labor. 

d.  Preamble  J  of  Part  331  of  the 
CASB’s  rules,  regulations,  and  standards 
(see  Appendix  to  FAR,  Part  30)  contains 
a  discussion  by  the  CASB  on  organiza¬ 
tional  changes.  The  preamble  states  in 
part  that  “.  .  .  business  changes  by  them¬ 
selves  are  not  changes  in  cost  accounting 
practices.”  However,  it  also  states  that 
‘The  decision  as  to  whether  there  is  a 
change  in  cost  accounting  practice  is 
made  through  an  analysis  of  the  circum¬ 
stances  of  each  individual  situation  being 
promulgated  in  these  regulations.”  Orga¬ 
nizational  changes  which  result  in  a 
change  in  the  measurement  of  costs,  the 
assignment  of  costs  to  cost  accounting 
periods,  or  the  allocation  of  costs  to  cost 
objectives  should  be  considered  to  be 
changes  in  cost  accounting  practice  re¬ 
quiring  an  adjustment  to  CAS  covered 
contracts  for  any  increased  costs. 
Changes  in  the  composition  of  the  pools 
and  bases  as  a  result  of  consolidation  or 
separation  of  business  units’  indirect 
pools  or  bases  due  to  organizational 
changes  will  be  considered  to  be  a  change 
in  cost  accounting  practice;  i.e.,  a  change 
in  the  allocation  of  costs  to  cost  objec¬ 
tives. 

e.  When  a  Disclosure  Statement  change 
is  submitted,  the  auditor  should  ascertain 
its  adequacy  and  compliance  before  the 
effective  date.  The  time  frame  for  com¬ 
pleting  these  reviews  should  be  coordi¬ 
nated  with  the  cognizant  ACO.  The  audi¬ 
tor  will  issue  a  single  report  including  his 
or  her  opinions  on  both  adequacy  and 
compliance.  (See  8-208e.) 

8-304  Review  of  Estimated, 
Accumulated,  and  Reported  Costs  to 
Ascertain  Compliance  with  CAS  and 
FAR 

8-304.1  Reqairements 

Under  the  provisions  of  FAR  30.202- 
6(c),  the  cognizant  contract  auditor  is 
responsible  for  determining  whether  a 
contractor’s  cost  accounting  practices 
comply  with  CAS  and  FAR.  This  review 
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for  compliance  is  required  for  all  contrac¬ 
tors  that  have  contracts  containing  the 
CAS  clause  without  regard  to  whether  a 
Disclosure  Statement  has  been  submit¬ 
ted. 

8-304.2  Compliance  Considerations 

a.  The  annual  audit  plan  shall  be  used 
to  ensure  that  compliance  reviews  are 
scheduled  during  the  performance  period 
of  covered  contracts  to  determine  if  the 
contractor’s  actual  practices  comply  with 
its  disclosed  accounting  practices,  appli¬ 
cable  cost  accounting  standards,  and 
FAR  Part  31  (see  8-305).  FAO  manage¬ 
ment  information  system  summaries  will 
provide  a  list  of  the  audits  performed 
which  support  the  opinions  on  CAS  com¬ 
pliances  included  in  audit  reports.  The 
summaries  are  to  be  used  as  an  audit 
management  tool  for  assuring  that  ade¬ 
quate  CAS  compliance  testing  is  being 
performed. 

(1)  The  initial  Disclosure  Statement 
adequacy  and  compliance  review  for  a 
new  standard  should  be  scheduled  as 
soon  as  possible  after  the  effective  date  of 
the  new  standard.  The  timeliness  of  the 
review  is  esi^ially  important  for  those 
practices  which  may  involve  significant 
costs.  If  the  review  is  performed  soon 
after  a  new  standard’s  effective  date,  the 
auditor  will  have  a  basis  for  determining 
whether  the  accounting  practices  reflect¬ 
ed  in  pricing  proposals  comply  with  the 
new  standard. 

(2)  During  the  first  contractor  fiscal 
year  that  a  new  standard  is  applicable, 
planned  audits,  such  as  forward  pricing 
and  estimating  system  reviews,  should 
review  for  compliance  of  actual  practices. 
If  a  compliance  review  cannot  be  accom¬ 
plished  concurrently  with  the  planned 
audits,  then  a  separate  compliance  review 
should  be  scheduled  and  performed  to 
determine  if  actual  practices  comply  with 
the  new  standard. 

b.  The  inclusion  of  the  CAS  clause 
obligates  the  government  to  determine 
compliance  even  though  the  contractor 
may  not  have  been  required  to  flie  a 
Disclosure  Statement.  The  objective  and 
scope  of  audit  reviews  made  during  con¬ 
tract  performance  to  determine  compli¬ 
ance  with  applicable  cost  accounting 
standards  should  be  the  same  regardless 


of  whether  the  contractor  has  submitted  a 
disclosure  statement.  This  approach 
would  also  apply  to  the  review  of  contrac¬ 
tors’  cost  accounting  practices  to  deter¬ 
mine  consistency  with  FAR  Part  31  and 
related  supplements. 

c.  The  decision  to  report  a  condition  as 
noncompliant  should  be  based  on  wheth¬ 
er  the  violation  is  intrinsically  related  to 
the  contractor’s  methods  used  to  assign 
costs  to  cost  objectives.  The  CASE  rules, 
regulations,  and  standards  are  essentially 
concerned  with  practices  used  by  con¬ 
tractors  to  estimate,  accumulate,  and 
report  costs  on  government  contracts. 
Reasonableness  and  allowability  are  cri¬ 
teria  administratively  established  by  ac¬ 
quisition  regulations  and  contractual 
terms  and  do  not  necessarily  involve  cost 
accounting  practices.  Audit  recommen¬ 
dations  that  are  based  on  considerations 
of  cost  allocability  (that  is,  the  assign¬ 
ment  of  cost  to  the  cost  objective  that 
caused  or  received  the  benefit  from  the 
expenditure)  should  be  included  in  non- 
compliance  reports.  Audit  recommenda¬ 
tions  based  on  reasonableness  and  allow¬ 
ability  should  not  be  included  in  non- 
compliance  reports. 

8-304.3  Reporting  of  Compliance  Audit 
Results 

a.  An  audit  report  should  be  issued 
whether  the  audit  disclosed  instances  of 
noncompliance  or  not.  The  audit  report 
should  inform  the  ACO  of  the  specific 
area  being  audited  even  if  the  audit 
disclosed  no  instances  of  noncompliance. 
If  noncompliance  is  disclosed,  the  audit 
report  should  explain  in  detail  the  issues 
involved. 

b.  The  auditor  mav  detect  noncompli¬ 
ance  at  any  stage  of  a  procurement  ac¬ 
tion.  Noncompliance  should  be  reported 
whenever  detected.  Special  care  is  neces¬ 
sary  to  ensure  that  proposal  evaluation 
reports  that  reveal  instances  of  noncom¬ 
pliance  are  accompanied  by  a  noncompli¬ 
ance  report. 

8-305  CAS  Compliance  Testing 

8-305.1  General  Requirements  for 
Compliance  Testing 

CAS  deals  fundamentally  and  exclu¬ 
sively  with  the  identification,  measure- 
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ment,  and  allocation  of  costs.  Because 
these  considerations  are  inherent  to  con¬ 
tract  auditing,  reviews  for  CAS  compli¬ 
ance  must  be  fully  integrated  into  all 
areas  of  audit  activity.  Materiality  and 
I  audit  risk  assessment,  and  historical  CAS 
problems  experienced  are  an  integral  part 
of  the  planning  process  and  should  be 
considered  in  developing  the  extent  and 
frequency  of  CAS  compliance  tests. 

8-305.2  Compliance  Review  Testing 

The  following  criteria  should  be  used 
in  establishing  CAS  compliance  testing 
requirements; 

a.  Identify  those  provisions  of  a  stan¬ 
dard  which  are  significant  to  the  particu¬ 
lar  contractor.  The  materiality  criteria 
published  in  48  CFR  9903.305  must  be 
considered  carefully.  Since  the  CASB 
stated  that  a  purpose  of  CAS  is  to  facili¬ 
tate  the  audit  and  administration  of 
government  contracts,  the  si^ificance  of 
accounting  and  administrative  require¬ 
ments  to  those  functions  should  also  be 
considered.  If  noncompliance  with  a  CAS 
provision  would  have  no  significant  im¬ 
pact  on  either  government  contract  costs 
or  the  administrative  and  audit  effort, 
there  is  no  need  to  test  whether  the 


contractor  is  complying  with  the  provi¬ 
sions.  If  a  provision  is  considered  imma¬ 
terial.  then  document  this  on  the  require¬ 
ments  plan  working  papers.  The  materi¬ 
ality  decision  should  be  reconsidered 
whenever  relevant  circumstances  change. 
This  step  will  be  done  for  each  CAS- 
covered  contractor.  The  documentation 
need  not  be  extensive  when  audit  activity 
and  costs  are  not  significant.  An  entire 
standard  may  be  determined  immaterial 
on  the  basis  of  overall  consideration  of 
related  costs. 

b.  During  annual  audit  planning  (see 
Chapter  3  and  Appendixes  G  and  H), 
identify  those  audits  for  which  tests  of 
CAS  compliance  are  necessary.  Plan  test¬ 
ing  for  compliance  with  CAS  401  and 
402  during  the  performance  of  audit 
assignments  such  as  proposal  evaluations 
and  incurred  cost  audits.  Establish  sepa¬ 
rate  assignments  for  compliance  audits 
for  all  other  standards.  As  a  minimum, 
CAS  compliance  audits  on  all  applicable 
and  significant  standards  should  be  done 
every  three  years.  If  the  three-year  cycle 
is  not  maintained,  explanations  should 
be  included,  in  the  requirements  plan 
working  papers. 
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8-400  Section  4  —  Cost  Accounting  Standards 


8-400  Introduction 

This  section  contains  guidance  on  im¬ 
plementing  speciHc  cost  accounting  stan¬ 
dards  (CAS).  Additional  illustrations  are 
included  in  an  attempt  to  provide  audi¬ 
tors  with  a  common  understanding  of  the 
standards.  This  section  will  be  amended 
to  include  specific  audit  guidance  for  the 
standards  promulgated  in  the  future. 

8-401  Cost  Accounting  Standard  401 
—  Consistency  in  Estimating, 
Accumulating  and  Reporting  Costs 

a.  The  purposes  of  this  standard  are  (1) 
to  achieve  consistency  in  the  cost  ac¬ 
counting  practices  used  by  a  contractor  in 
estimating  costs  for  its  proposals  with 
those  practices  used  in  accumulating  and 
reporting  costs  during  contract  perfor¬ 
mance,  and  (2)  to  provide  a  basis  for 
comparing  such  costs.  The  standard  was 
effective  and  applicable  to  all  CAS-cov- 
ered  contracts  awarded  after  1  July  1972. 

b.  Cost  accounting  practices  should  be 
applied  consistently  so  that  comparable 
transactions  are  treated  alike.  The  consis¬ 
tent  application  of  cost  accounting  prac¬ 
tices  will  facilitate  the  preparation  of 
reliable  cost  estimates  used  in  pricing  a 
proposal  and  the  comparison  of  those 
cost  estimates  with  the  actual  costs  of 
contract  performance.  Such  comparisons 
of  estimated  and  incurred  costs  provide 
(1)  an  important  basis  for  financial  con¬ 
trol  over  costs  during  contract  perfor¬ 
mance,  (2)  means  for  establishing  ac¬ 
countability  for  costs  in  the  manner 
agreed  to  by  both  parties  at  the  time  of 
contracting,  and  (3)  an  improved  basis 
for  evaluating  estimating  capabilities. 

8-401.1  Consistency  between  Estimating 
and  Accumulating  Costs 

a.  The  consistency  requirement  be¬ 
tween  estimating  and  accumulating  costs 
is  a  two-part  requirement.  First,  the  con¬ 
tractor’s  practices  used  to  estimate  costs 
in  pricing  proposals  must  be  consistent 
with  practices  used  in  accumulating  actu¬ 
al  costs.  Second,  the  contractor's  prac¬ 
tices  used  in  accumulating  costs  must  be 


consistent  with  practices  used  to  estimate 
costs  in  pricing  the  related  proposal. 
Thus,  noncompliance  with  the  standard 
can  exist  because  a  contractor  has  failed 
to  estimate  its  cost  in  accordance  with  its 
established  or  disclosed  accounting  prac¬ 
tices;  noncompliance  can  also  occur  when 
a  contractor  estimates  in  accordance  with 
its  disclosed  or  established  practices  but 
accumulates  on  a  different  basis  without 
obtaining  the  prior  agreement  of  the 
government. 

b.  One  of  the  primary  problems  in¬ 
volved  in  the  implementation  of  this 
standard  relates  to  the  consistency  in  the 
level  of  detail  provided  in  estimating 
contract  costs  and  accumulating  contract 
costs.  Greater  detail  in  the  accumulating 
and  reporting  of  contract  costs  than  in 
the  pricing  of  proposals  is  permitted  by 
CAS  401.40(c)  which  states  that,  “The 
grouping  of  homogeneous  costs  in  esti¬ 
mates  prepared  for  proposal  purposes 
shall  not  per  se  be  deemed  an  inconsis¬ 
tent  application  of  cost  accounting  prac¬ 
tices.  .  .  .”  Although  the  grouping  of 
homogeneous  costs  for  estimating  pur¬ 
poses  is  permitted,  the  auditor  should  be 
aware  that  CAS  401.S0(a)  requires  that 
“.  .  .  .  costs  estimated  for  proposal  pur¬ 
poses  shall  be  presented  in  such  a  manner 
and  in  such  detail  that  any  significant 
cost  can  be  compared  with  the  actual  cost 
accumulated  and  reported  therefor.”  In 
other  words,  the  grouping  of  costs  for 
proposal  purposes  does  not  result  in 
noncompliance  as  long  as  the  costs  are 
homogeneous  and  if  comparisons  be¬ 
tween  actual  costs  and  proposed  costs  are 
possible.  The  following  are  examples  of 
permissible  grouping  of  costs  as  present¬ 
ed  in  CAS  401. 60(a)  1  and  3. 

”...  1 .  Contractor  estimates  an  average 
direct  labor  rate  for  manufacturing  direct 
labor  by  labor  category  or  function.  Con¬ 
tractor  records  manufacturing  direct  la¬ 
bor  based  on  actual  cost  for  each  individ¬ 
ual  and  collects  such  costs  by  labor 
category  or  function.” 

“.  .  .  3.  Contractor  uses  an  estimated 
rate  for  manufacturing  overhead  to  be 
applied  to  an  estimated  direct  labor  base. 
It  identifies  the  items  included  in  its 
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estimate  of  manufacturing  overhead  and 
provides  supporting  data  for  the  estimat¬ 
ed  direct  labor  base.  The  contractor  ac¬ 
counts  for  manufacturing  overhead  by 
individual  items  of  cost  which  are  accu¬ 
mulated  in  a  cost  pool  allocated  to  final 
cost  objectives  on  a  direct  labor  base." 

c.  Noncompliance  can  occur  when 
there  is  greater  detail  in  the  estimating  of 
contract  costs  than  in  the  accumulating 
and  reporting  of  costs  as  indicated  by  the 
following  example  in  CAS  401.60(b): 

“.  .  .  5.  Contractor  estimates  engineer¬ 
ing  labor  by  cost  function,  i.e.,  drafting, 
production  engineering,  etc.  Contractor 
accumulates  total  engineering  labor  in 
one  undifferentiated  account." 

(1)  In  the  above  circumstances,  should 
the  potential  noncompliance  with  CAS 
401  be  rectified  by  providing  less  detail 
in  estimating  or  more  detail  in  accumu¬ 
lating  costs?  If  the  contractor  revises  its 
price  proposal  and  shows  the  estimate  for 
engineering  labor  as  one  amount,  it 
achieves  consistency  with  its  method  of 
accumulating  these  costs  and  technically 
corrects  the  noncompliance.  However,  an 
agreement  to  eliminate  all  details  in  the 
estimate  would  deprive  the  government 
of  information  needed  to  effectively  eval¬ 
uate  the  pricing  proposal.  This  extreme 
approach  should  be  rejected  and  cited  as 
an  estimating  system  deficiency. 

(2)  FAR  15.804,  DFARS  215.804,  and 
Armed  Services  Pricing  Manual  (ASPM 
No.  1)  contain  guidance  as  to  the  level  of 
detail  required  for  cost  or  pricing  data 
submitted  in  connection  with  negotiated 
noncompetitive  contracts.  FAR  Table 
15-2  (notes  to  Standard  Form  (SF)  141 1, 
Contract  Pricing  Proposal  Cover  Sheet) 
constitutes  an  appropriate  baseline  for 
establishing  the  detail  to  be  furnished.  If 
the  contractor’s  estimates  are  in  accor¬ 
dance  with  this  baseline,  and  are  in 
greater  detail  than  costs  in  the  records, 
the  auditor  should  normally  recommend 
that  costs  be  accumulated  in  a  manner 
consistent  with  the  estimate.  A  reduction 
in  the  estimating  details  would  be  accept¬ 
able  only  if  the  contractor’s  submission 
satisfies  the  FAR/DFARS  provisions  cit¬ 
ed  above  and  the  requirements  of  acqui¬ 
sition  ofticials. 

(3)  In  determining  the  appropriate  lev¬ 
el  of  detail  for  consistent  use  in  estimat¬ 


ing  and  accumulating  costs,  the  auditor 
should  bear  in  mind  that  in  many  in¬ 
stances  procuring  contracting  officers 
(PCOs)  may  r^uest  contractors  to  fur¬ 
nish  estimates  in  a  special  manner.  Such 
a  request  may  require  more  information 
than  needed  for  cost  accumulation  pur¬ 
poses  or  cause  information  to  be  ar¬ 
ranged  in  a  way  that  is  not  consistent 
with  the  manner  in  which  the  contractor 
intends  to  accumulate  the  actual  costs. 

(4)  If  the  auditor  finds  estimates  of 
significant  items  of  costs  in  a  pricing 
proposal  which  will  not  be  comparable 
with  the  actual  cost  accumulated,  he  or 
she  should  discuss  the  inconsistency  with 
the  contractor.  The  auditor  should  point 
out  the  areas  of  potential  noncompliance 
and  advise  the  contractor  of  the  audit 
recommendations  she  or  he  proposes  to 
make  to  the  ACO.  If  the  contractor 
contends  that  it  presented  the  informa¬ 
tion  in  the  price  proposal  for  n^otiation 
purposes  only  and  did  not  intend  to 
accumulate  costs  in  such  a  manner,  the 
auditor  should  inform  the  contractor  that 
she  or  he  will  recommend  the  contracting 
officer  request  a  cost  estimate  that  sum¬ 
marizes  the  cost  data  in  a  manner  com¬ 
patible  with  the  cost  accumulation  plan. 
The  auditor  should  review  the  cost  sum¬ 
maries  to  determine  if  sufficient  data  are 
presented  to  meet  the  requirement  of  the 
Request  for  Proposal.  The  auditor’s  opin¬ 
ion  on  whether  the  summaries  contain  an 
acceptable  level  of  detail  for  accumula¬ 
tion  purposes  should  be  included  in  the 
report  to  the  ACO. 

d.  The  promulgation  of  CAS  401  raised 
a  question  among  auditors  as  to  whether 
applying  a  percentage  factor  to  proposed 
material  costs  to  cover  expected  losses 
would  comply  with  the  standard  if  the 
contractor  maintained  no  seiMrate  histor¬ 
ical  loss  records.  The  CASB  issued  Inter¬ 
pretation  No.  1  to  CAS  401  in  1976  to 
deal  with  that  particular  issue.  The  inter¬ 
pretation  provides  that  contractors  who 
estimate  material  losses  by  applying  a 
percentage  factor  to  a  base,  such  as  total 
material  requirements,  must  support  the 
factor  with  historical  experience.  The 
interpretation  does  not  prescribe  the  type 
or  level  of  detail  necessary  to  comply 
with  the  standard.  Government  contract¬ 
ing  authorities  should  decide  the  amount 
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of  statistical  or  accounting  data  required 
based  on  the  individual  circumstances.  It 
should  be  emphasized  that  the  contractor 
should  be  cited  for  noncompliance  when¬ 
ever  factors  are  applied  to  totals  or 
subtotals  of  material  requirements,  and 
I  during  contract  i^rformance  the  contrac¬ 
tor  does  not  maintain  a  separate  record 
of  the  costs  represented  by  the  proposed 
factor.  Adding  a  uniform  percentage  to 
each  line  item  in  the  bill  of  material  is  the 
same  as  adding  a  single  percentage  to  the 
total  basic  material  cost.  In  the  two 
examples  above,  the  contractor  would 
I  have  to  maintain  a  separate  accounting 
record  for  the  additional  material  pur- 
I  chased  during  contract  performance  to  be 
in  compliance  with  the  CAS  401.  How¬ 
ever,  when  the  contractor  adjusts  the 
quantities  of  individual  line  items  in  the 
bill  of  material,  either  by  applying  a 
factor  or  by  adding  a  specinc  quantity  of 
additional  units,  the  contractor  is 
deemed  to  have  complied  with  the  stan¬ 
dard.  This  is  because  the  estimate  is  a 
representation  of  the  total  cost  of  individ¬ 
ual  parts.  In  most  situations,  the  cost  and 
quantity  of  individual  parts  used  can  be 
determined  from  the  accounting  records. 
Nothing  in  the  Interpretation  No.  1  to 
CAS  401  should  be  construed  to  alter  or 
modify  the  requirements  that  the  con¬ 
tractor  submit  adequate  cost  or  pricing 
data.  Refer  to  9-200  for  evaluating  the 
adequacy  of  cost  or  pricing  data  in  pro¬ 
posals. 

8-401.2  Consistency  in  Reporting  Costs 

a.  As  used  in  the  standard,  “Reporting 
of  Costs’’  refers  to  (1)  data  presented  in 
reports  required  by  the  contract  such  as 
budget  at.  J  management  reports  for  cost 
control  purposes  and  (2)  the  data  con¬ 
tained  on  public  vouchers  or  any  other 
request  for  payment. 

b.  The  primary  interest  is  to  ascertain 
whether  the  accounting  practices  used  to 
determine  the  costs  presented  in  these 
reports  are  consistent  with  the  accounting 
practices  used  to  estimate  and  accumu¬ 
late  the  costs.  It  would  not  be  expected 
that  a  public  voucher  will  contain  the 
same  level  of  detail  as  a  pricing  proposal 
or  that  the  details  in  a  budget  or  manage¬ 
ment  report  will  be  limited  to  that  in  the 
proposal.  The  auditor  will  ascertain 
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whether  the  accounting  practices  for  se¬ 
lecting  indirect  cost  pools  and  methods  of 
distributing  the  indirect  costs  used  to 
determine  the  amounts  on  those  reports 
are  consistent  with  those  used  for  esti¬ 
mating  and  accumulating.  In  addition, 
the  standard  does  not  prohibit  the  use  of 
reporting  systems  with  unique  require¬ 
ments  such  as  the  applied  cost  concept 
used  for  C/SCSC  purposes  and  certain 
estimating  techniques  used  to  project 
contract  estimates  at  completion  under 
C/SCSC  contracts.  Further,  the  standard 
does  not  prevent  the  use  of  forecasted 
indirect  cost  rates  for  billing  as  long  as 
the  pools  and  allocation  bases  used  to 
develop  those  rates  are  consistent  with 
those  used  for  estimating  and  accumulat¬ 
ing  costs. 

c.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  the  appropriate  recommenda¬ 
tion  as  outlined  in  8-302.7. 

8-401.3  Illustrations 

The  following  illustrations  are  intend¬ 
ed  to  supplement  those  in  paragraph 
401.60  of  the  standard.  They  are  to  be 
used  as  a  guide  in  determining  the  con¬ 
tractor’s  compliance  with  the  standard. 

a.  Problem.  A  contractor’s  proposal 
shows  the  cost  of  engineering  labor  by 
class,  i.e..  Engineer  I,  Engineer  II,  etc. 
However,  it  is  the  contractor’s  practice  to 
accumulate  engineering  labor  by  type, 
i.e.,  Electrical  Engineer,  E>esign  Engineer, 
etc.  Such  practices  would  violate  CAS 
401. 

Solution.  If  the  contractor  submits  a 
summary  of  the  proposal  by  type  of 
engineer  which  (1)  reconciles  with  the 
proposed  cost  by  class  of  engineer,  (2) 
meets  the  requirement  of  the  SF  1411 
and  FAR  Table  15-2,  and  (3)  further 
explains  that  this  is  the  manner  in  which 
cost  will  be  accumulated,  then  consisten¬ 
cy  with  CAS  401  will  have  been  achieved. 
The  auditor  should  be  careful  to  deter¬ 
mine  whether  the  PCO  intended  to  buy  a 
specific  number  of  hours  by  class  of 
e^neers.  In  such  a  case,  the  contracting 
officer  should  require  the  contractor  to 
estimate  and  accumulate  by  the  same 
classes  of  engineers.  By  this  i^uirement, 
consistency  with  the  cost  accumulation 
records  will  be  achieved  without  dimin- 
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ishin^  the  level  of  detail  in  the  estimate. 
In  this  regard,  it  should  be  remembered 
that  any  special  breakdown  required  by 
the  contracting  officer  is  a  matter  for 
discussion  between  the  contracting  par¬ 
ties  and  is  not  dealt  with  by  CAS  401. 

b.  Problem.  A  contractor  estimates  cost 
by  line  item,  i.e.,  data,  first  article  test, 
and  hardware,  and  then  submits  a  single 
SF  1411  for  all  three  items.  The  contrac¬ 
tor  does  not  intend  to  accumulate  the 
cost  of  each  item  separately  but  rather,  in 
accordance  with  its  established  account¬ 
ing  practice,  accumulate  labor,  material, 
and  indirect  costs  for  the  contract  as  a 
whole.  In  this  instance,  the  contractor's 
accumulation  records  are  in  lesser  detail 
than  its  estimating  constituting  a  non- 
compliance  with  CAS  401. 

Solution.  (1 )  An  acceptable  approach  to 
correcting  the  apparent  inconsistency  be¬ 
tween  the  estimating  and  accumulating 
practices  is  to  require  the  contractor  to 
develop  an  estimate  in  accordance  with 
the  requirements  of  the  SF  1411  and 
FAR  Table  15-2.  Where  the  contractor 
elects  to  estimate  and  accumulate  the 
combined  costs  of  the  three  line  items  by 
cost  elements  (direct  labor,  material,  in¬ 
direct  costs,  etc.),  such  a  practice  does 
not  necessarily  constitute  a  violation  of 
CAS  401 .  This  is  true  because  the  level  of 
detail  required  by  the  SF  141 1  and  FAR 
Table  lS-2  has  been  authoritatively  es¬ 
tablished  as  an  acceptable  baseline  for 
compliance  with  the  standard.  However, 
when  the  contractor  chooses  this  alterna¬ 
tive,  the  contracting  officer  should  be 
promptly  advised  in  the  event  that  a  level 
of  detail  of  costs  incurred  that  go  beyond 
the  essential  requirements  of  CAS  401  is 
needed  for  proper  contract  administra¬ 
tion. 

(2)  On  the  other  hand,  if  the  contractor 
is  r^uired  to  submit  a  separate  SF  1411 
for  individual  contract  line  items  and  the 
cost  of  each  item  is  material  in  amount 
and  inherently  distinct  from  other  items 
for  which  costs  are  separately  accumulat¬ 
ed,  the  contractor  probably  should  be 
required  to  accumulate  cost  by  line  items. 
In  effect,  where  required  by  the  contract¬ 
ing  officer,  the  cost  of  each  line  item 
should  be  estimated  and  accumulated  as 
if  each  were  a  separate  contract.  Exam¬ 
ples  of  contracts  whose  costs  should  be 
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estimated  and  accumulated  in  such  a  way 
are  those  which  provide  for  (1)  design, 
prototype  development,  and  production 
or  (2)  distinct  and  disparate  end  items  of 
production. 

c.  Problem.  A  contractor  prepares  sepa¬ 
rate  estimates  for  the  cost  of  raw  materi¬ 
al,  subcontracts,  purchased  parts,  and 
interdivisional  transfers.  The  costs  of 
these  items  are  not  separately  identified 
in  the  accounting  records. 

Solution.  The  practice  is  in  noncompli¬ 
ance  with  the  standard  and  the  contractor 
should  be  required  to  accumulate  costs 
consistent  with  its  estimates.  However, 
the  standard  permits  supplemental  rec¬ 
ords  if  they  are  reconcilable  to  the  formal 
accounting  records. 

d.  Problem.  IDuring  the  review  of  a 
price  proposal,  an  auditor  finds  that  a 
contractor  uses  a  material  additive  factor 
to  cover  the  cost  of  small  common-usage 
items.  In  preparing  the  price  proposal, 
the  cost  of  this  factor  is  estimated  as  an 
historical  percentage  of  direct  material 
requirements.  In  accumulating  costs, 
these  items  are  computed  as  a  percentage 
of  direct  productive  labor  hours. 

Solutkm.  The  condition  described 
above  contravenes  the  provisions  of  CAS 
401.  The  auditor  should  recommend  a 
determination  of  noncompliance  and 
that  the  contractor  change  its  actual 
practices  to  conform  with  the  practices 
disclosed  or  established.  For  example,  if 
the  contractor’s  disclosed  or  established 
practice  is  to  accumulate  the  cost  of  small 
common-usage  items  as  a  percentage  of 
direct  productive  labor  hours,  then  the 
estimating  practice  should  be  changed  to 
be  compatible  with  the  method  of  accu¬ 
mulating  such  costs.  In  the  price  evalu¬ 
ation  report,  the  excess  cost  estimated  as 
a  direct  result  of  using  a  practice  that  is 
inconsistent  with  the  contractor’s  dis¬ 
closed  or  established  practices  will  be 
quantified  and  questioned.  The  validity 
of  alternative  methods  of  estimating  and 
costing  will  be  determined  in  accordance 
with  guidelines  included  in  6-300  and  9- 
400. 

8-402  Cost  Accountiag  Standard  402 
—  Consistency  in  Allocati^  Costs 
Incorred  for  die  Same  Pnrp^ 

a.  The  purpose  of  this  standard  is  to 
ensure  that  each  type  of  cost  is  allocated 
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only  once  and  on  only  one  basis  to  any 
contract  or  other  cost  objective.  The 
fundamental  requirement  is  that  all  costs 
incurred  for  the  same  purpose,  in  like 
circumstances,  are  either  direct  cc^ts  only 
or  indirect  costs  only  with  respect  to  final 
cost  objectives.  The  standard  was  effec¬ 
tive  and  applicable  to  all  CAS-covered 
contracts  awarded  after  1  July  1972. 

b.  The  key  words  in  applying  this 
standard  are  “costs  incurred  for  the  same 
purpose  in  like  circumstances.”  The  illus¬ 
trations  in  CAS  402.60  show  the  need  for 
a  thorough  examination  of  the  facts  be¬ 
fore  concluding  whether  or  not  an  ac¬ 
counting  practice  is  resulting  in  noncom- 
pliance  with  the  standard.  For  example, 
CAS  402.60(bX2)  demonstrates  how  a 
cost,  althou^  incurred  for  the  same 
general  puipose,  (i.e.,  fire  fitting) 
should  be  viewed  in  terms  of  its  more 
specific  purposes  (i.e.,  protection  of  the 
entire  plant  versus  protection  of  a  special 
area)  which  permits  the  costs  to  be  allo¬ 
cated  to  final  costs  objectives  in  a  differ¬ 
ent  manner.  It  is  essential  to  examine  all 
of  the  facts  and  to  avoid  making  determi¬ 
nations  on  the  basis  of  general  informa¬ 
tion  or  nomenclature. 

c.  CAS  400.1(a)  defines  a  proposal  as: 
“any  offer  or  other  submission  used  as  a 
basis  for  pricing  a  contract,  contract 
modification  or  determination  settlement 
or  for  securing  payments  thereunder.” 
Interpretation  No.  1  to  CAS  402  was 
promulgated  in  1976  to  clarify  the  cir¬ 
cumstances  under  which  a  contractor 
could  charge  proposal  costs  both  direct 
and  indirect  without  violating  the  stan¬ 
dard.  The  interpretation  concludes  that 
not  all  proposal  costs  are  incurred  in  like 
circumstances.  Propr^l  costs  incurred 
pursuant  to  the  specific  requirement  of 
an  existing  contract,  such  as  proposal  cost 
incurred  in  connection  with  the  deflniti- 
zation  of  letter  contracts  and  with  orders 
issued  under  basic  ordering  agreements, 
are  considered  to  have  been  incurred  in  a 
different  circumstance  than  other  propos¬ 
al  costs  and  may  be  charged  direct  to  the 
specific  contract.  Costs  of  preparing  pro¬ 
posals  will  be  treated  as  indirect  costs 
except  where  such  effort  is  specifically 
required  by  contract  provision. 

d.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 


827 

18-402a. 

and  make  the  appropriate  recommenda¬ 
tions  as  outlined  in  8-302.7. 

8-402.1  lUustntions 

The  following  illustrations  are  intend¬ 
ed  to  supplement  those  in  section  402.60. 
They  are  to  be  used  as  a  guide  in  deter¬ 
mining  whether  the  contractor  complies 
with  the  standard. 

a.  Problem.  A  contractor  has  a  govern¬ 
ment  contract  which  requires  extra  effort 
for  planning  and  cost  management.  It 
hired  extra  people  to  accomplish  this 
effort  and  accounted  for  all  their  labor 
cost  as  a  direct  charge  to  the  contract. 
The  contractor  has  other  people  perform¬ 
ing  the  same  functions  for  more  than  one 
contract  and  their  labor  is  charged  to 
indirect  costs. 

Solution.  Since  the  work  being  per¬ 
formed  is  the  same  and  the  only  differ¬ 
ence  is  in  the  amount  of  effort  required  to 
accomplish  the  function,  this  practice 
would  not  comply  with  the  standard.  The 
contractor  could  correct  the  situation  by 
(1)  charging  all  of  these  costs  to  indirect 
costs  and  developing  an  equitable  distri¬ 
bution  base  or  (2)  direct  charging  all  of 
these  costs. 

b.  Problem.  A  contractor  charges  engi¬ 
neering  consultant  costs  incurred  on 
IR&D  projects  to  engineering  overhead; 
the  same  costs  incurred  for  research  and 
development  contracts  are  charged  direct 
to  the  contracts. 

Solution.  This  practice  does  not  comply 
with  the  standard  because  the  same  type 
of  costs  incurred  in  similar  circumstances 
are  charged  to  cost  objectives  on  different 
bases.  Also,  the  practice  does  not  comply 
with  FAR  31 .205-18,  and  CAS  420  which 
requires  that  direct  and  indirect  costs  for 
IR&D  projects  be  determined  on  the 
same  basis  as  if  the  IR&D  projects  were 
under  contract.  Since  the  benefiting 
projects  can  be  specifically  identified,  the 
consultant  costs  should  be  charged  direct¬ 
ly  to  those  projects. 

c.  Problem.  A  contractor  has  hundreds 
of  cranes  located  throi^out  a  shipyard. 
Their  maintenance,  taxes,  and  deprecia¬ 
tion  costs  are  recorded  in  a  general 
account  and  then  allocated  to  departmen¬ 
tal  overhead  pools  for  distribution  to 
contracts.  The  Dry  Dock  has  the  cost  of 
eight  cranes  charged  directly  to  its  de- 
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partmental  overhead  pool  because  their 
use  is  unique  to  the  D17  Dock  operations. 

Solution.  Since  the  Dry  Dock  cranes 
are  used  for  a  special  purpose  and  the 
Yard  cranes  for  general  purposes,  this 
practice  would  not  result  in  double 
counting.  However,  if  any  of  the  Yard 
cranes  are  also  used  for  a  spraial  purpose, 
such  as  new  ship  construction,  the  prac¬ 
tice  would  result  in  double  counting  and 
noncompliance  with  the  standard.  Under 
those  conditions  all  of  the  special  purpose 
cranes  should  be  eliminated  from  the 
general  account  and  charged  directly  to 
the  using  department  to  correct  the  prob¬ 
lem. 

8-403  Cost  Accounting  Standard  403 
—  Allocation  of  Home  Office 
Expenses  to  Segments 

a.  The  purpose  of  this  standard  is  to 
establish  criteria  for  allocation  of  home 
office  expenses  to  the  segments  of  the 
organization  on  the  basis  of  a  beneficial 
or  causal  relationship.  The  appropriate 
implementation  of  this  standard  wilt  lim¬ 
it  the  amount  of  home  office  expenses 
classified  as  residual  to  the  expenses  of 
manaung  the  organization  as  a  whole. 

b.  The  standard  was  effective  1  July 
1973  and,  after  receipt  of  a  CAS-covered 
contract,  is  to  be  followed  by  each  con¬ 
tractor  as  of  the  beginning  of  its  next 
fiscal  year.  The  standard  exempts  con¬ 
tractors  who  are  subject  to  the  provisions 
of  Office  of  Management  and  Budget 
Circular  Nos.  A-21  and  A-87  (Principles 
for  Determining  Costs  Applicable  to  Re¬ 
search  and  Development  under  Grants 
and  Contracts  with  Educational  Institu¬ 
tions  and  Principles  for  Determining 
Costs  Applicable  to  Training  and  Other 
Educational  Services  under  Grants  and 
Contracts  with  State  and  Local  Govern¬ 
ments).” 

8-403.1  General 

a.  With  the  adoption  of  this  standard, 
contractor  and  government  personnel 
have  a  specific,  authoritative  accounting 
rule  prescribing  criteria  for  allocating 
home  office  and  group  office  expenses  to 
segments  of  an  organization.  For  pur¬ 
poses  of  the  standard,  the  term  “home 
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office”  is  defined  in  CAS  403.30(aX2)  as 
an  “office  responsible  for  directing  or 
managing  two  or  more  but  not  necessari¬ 
ly  all  segments  of  an  organization.”  The 
definition  expressly  includes  intermedi¬ 
ate  levels,  such  as  group  organizations 
which  report  to  a  common  home  office. 
An  intermediate  level  may  be  both  a 
segment  and  a  home  office. 

b.  The  basic  concept  of  the  standard 
recognizes  that  some  home  office  ex¬ 
penses  incurred  for  specific  segments  can 
be  assigned  directly.  Other  expenses,  not 
incurred  for  specific  segments,  have  a 
clear  relationship  (i.e.,  measurable  with 
reasonable  objectivity)  to  two  or  more 
segments.  Lastly,  the  standard  recognizes 
a  third  type  of  home  office  expense  (i.e., 
residual)  which  possesses  no  readily  mea¬ 
surable  relationship  to  segments.  Consis¬ 
tent  with  this  concept  of  home  office 
expenses  the  standard  requires  that: 

(1)  Those  expenses  incurred  for  specif¬ 
ic  segments  are  to  be  allocated  directly  to 
those  segments  to  the  maximum  extent 
practical. 

(2)  Those  exixnses  not  directly  alloca¬ 
ble,  but  possessing  an  objective  measure- 
able  relationship  to  segments,  should  be 
grouped  in  logical  and  homogeneous  ex¬ 
pense  pools  and  distributed  on  allocation 
bases  reflecting  the  relationship  of  the 
expenses  to  the  segments  concerned. 

(3)  When  the  residual  expenses  are 
considered  material  because  they  exceed 
a  specified  percentage  of  total  company 
operating  revenue  (as  defined  in  CAS 
4()3.4(KcX2)),  a  three-factor  formula 
must  be  us^  to  allocate  these  expenses. 
The  three-factor  formula  consists  of  pay¬ 
roll  dollars,  operating  revenue  (net  of 
interdivisional  purchases),  and  average 
net  book  values  of  tangible  capital  assets 
and  inventories  (net  of  progress  payment 
billings).  If  the  residual  expenses  do  not 
exceed  this  threshold,  they  may  be  allo¬ 
cated  to  all  s^ments  by  means  of  any 
allocation  base  representing  the  total  ac¬ 
tivity  of  such  segments.  R^rdless  of  the 
method,  there  may  be  instances  where  a 
particular  segment  receives  significantly 
more  or  less  ben  efit  from  residual  ex¬ 
penses  than  wou'd  be  reflected  by  the 
allocation  of  such  expenses  pursuant  to 
the  standard.  In  these  cases,  a  special 
allocation  may  be  agreed  to  by  the  parties 
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provided  such  special  allocation  is  com¬ 
mensurate  with  the  benefits  received 
(CAS  403.-^cK3)). 

c.  A  rrauirement  of  the  standard  is  that 
home  ofnce  expenses  shall  be  allocated 
on  the  basis  of  the  beneficial  or  causal 
relationship  between  supporting  and  re¬ 
ceiving  s^ments.  In  establishing  this 
requirement,  the  CASB  stated  that  ma¬ 
teriality  is  an  important  consideration  in 
determining  whether  an  expense  should 
be  allocated  directly  or  accumulated  in  a 
homogeneous  exi^nse  pool  and  allocated 
on  a  basis  reflecting  the  causal  or  benefi¬ 
cial  relationship  of  the  pooled  expenses 
to  the  receiving  segments.  In  addition, 
CAS  403.4(Xb)  provides  criteria  for  allo¬ 
cating  six  groupings  of  home  office  ex¬ 
penses.  Residual  expenses  are  defined  in 
CAS  403.4()(c)  as  all  home  office  ex¬ 
penses  which  are  not  otherwise  allocable 
pursuant  to  the  standard. 

d.  The  standard  provides  for  an  annual 
test  to  ascertain  whether  the  residual 
expenses  must  be  allocated  on  the  basis 
of  the  prescribed  three-factor  formula  or 
if  the  contractor  may  use  any  appropriate 
base.  For  the  first  year  the  contractor  is 
subject  to  this  standard  the  determina¬ 
tion  “shall  be  based  on  the  pro  forma 
application  of  this  standard  to  the  home 
office  expenses  and  aggregate  operating 
revenue  for  the  contractor’s  previous 
fiscal  year”  (CAS  403.40(cX2)).  The  con¬ 
tractor  is  responsible  for  determining 
whether  or  not  the  company  should  pro¬ 
pose  the  use  of  any  base  representative  of 
the  total  activity  of  the  segments  or  if  the 
three-factor  formula  must  be  used.  The 
pro  forma  submission  must  comply  with 
the  standard. 

8-403.2  GoMaiice 

a.  Contractors  becoming  subject  to  this 
standard  must: 

(1)  Revise  their  home  office  expense 
pool  structure  and  methods  of  distrib¬ 
uting  the  expenses  where  necessary  to 
comply  with  CAS  403.40. 

(2)  Amend  Disclosure  Statements  to 
describe  the  new  pool  structures  and 
methods  of  distribution. 

(3)  Estimate  the  cost  of  the  first  and  all 
subsequent  contracts  subject  to  this  stan¬ 
dard  using  the  new  pool  structures  and 
methods  of  distribution.  Failure  to  do  so 


would  result  in  noncompliance  with  CAS 
401  when  costs  are  subsequently  record¬ 
ed  in  accordance  with  CAS  403. 

(4)  Submit  a  proposal  for  the  equitable 
adjustment  of  all  CAS-covered  contracts 
which  were  negotiated  before  the  effec¬ 
tive  date  of  the  standard  and  are  affected 
by  the  change  in  cost  accounting  prac¬ 
tices. 

b.  Amendments  to  a  Disclosure  State¬ 
ment  are  subject  to  the  same  audit  review 
and  reporting  requirements  as  the  origi¬ 
nal  Disclosure  Statement.  Auditors 
should  be  especially  careful  in  evaluating 
the  adequacy  of  responses  to  Item  8.5.0 
of  the  Disclosure  Statement  concerning 
the  composition  of  the  allocation  base. 
The  description  should  provide  enough 
information  to  determine  that  the  con¬ 
tractor  is  treating  all  of  the  elements  in 
the  base  in  the  same  manner  at  all 
divisions. 

c.  To  ascertain  that  the  accounting 
practices  comply  with  the  standard  the 
auditor  should  determine  that  (1)  ex¬ 
penses  have  been  properly  classified  as 
directly  allocable,  indirectly  allocable,  or 
residual,  (2)  the  “logical  and  relatively 
homogeneous  pools”  are  “allocated  on 
bases  reflecting  the  relationship  of  the 
expenses  to  the  s^ments  concerned,” 
and  (3)  residual  expenses  are  allocated  on 
a  base  “representative  of  the  total  activi¬ 
ty”  of  the  company  or  the  prescribed 
three-factor  formula. 

d.  Appropriate  steps  must  be  included 
in  all  audits,  i.e.,  price  proposals,  forward 
pricing  rate  proposals,  defective  pricing, 
etc.,  to  assure  that  adjustments  were 
made  for  the  changes  in  the  accounting 
practices. 

e.  Because  changes  in  the  home  office 
accounting  practices  will  normally  affect 
more  than  one  organizational  imit  of  the 
compaiw,  arrangements  should  be  made 
by  the  CAC,  CHOA,  or  GAC  as  soon  as 
possible  to  coordinate  the  reviews  of  the 
price  adjustment  proposal. 

f.  Auditors  should  encourage  contrac¬ 
tors  becoming  subject  to  the  standard  to 
submit  their  Disclosure  Statement  revi¬ 
sions  and  a  pro  forma  submission  of  their 
revised  home  office  expense  structure  as 
soon  as  possible.  The  early  submission 
and  review  of  this  data  could  permit  the 
contractor  and  auditor  to  resolve  any 
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significant  problems  before  the  contract 
award  due  dates  and  thereby  prectude 
delays  in  the  awards  of  contracts. 

g.  This  standard  requires  contractors  to 
use  a  base  representative  of  the  total 
activity  of  the  segments  for  distributing 
residual  expenses  unless  the  criteria  for 
special  allocation  or  for  the  three-factor 
formula  method  are  met.  If  the  residual 
expenses  exceed  the  levels  in  CAS 
403.40(cK2),  the  contractor  must  distrib¬ 
ute  them  on  the  basis  of  the  three-factor 
formula  beginning  with  the  next  fiscal 
year.  In  addition,  the  contractor  may  also 
choose  to  use  the  three-factor  formula 
even  though  not  required  by  the  stan¬ 
dard.  The  first  time  the  contractor  must 
use  the  three-factor  formula,  it  may  sub¬ 
mit  a  proposal  for  an  equitable  adjust¬ 
ment.  After  the  contractor  uses  the  three- 
factor  formula  for  the  first  time  any 
change  to  the  base  for  distribution  of  the 
residual  expenses  is  subject  to  not  only 
the  provisions  of  this  standard  but  also 
the  provisions  of  CAS  401  and  FAR 
52.230-2faX4Kii),  (aK4Kiii),  or  (aK5). 
The  prefatory  comments  to  CAS  420 
state  that  the  amount  of  IR&D  and  B&P 
costs  at  a  home  office  is  not  to  be  added 
to  the  residual  pool  to  determine  whether 
use  of  the  three-factor  formula  is  re¬ 
quired.  Where  the  three-factor  formula  is 
not  required  to  be  used,  selection  of  an 
appropriate  base  should  consider  the  ef¬ 
fect  of  CAS  420.50(eK2)  which,  in  certain 
circumstances,  ties  the  allocation  of 
IR&D  and  B&P  costs  to  the  home  oflice 
residual  expense  allocation  base. 

h.  Unbilled  costs  on  CPFF  and  T&M 
contracts  should  be  included  only  in  the 
operating  revenue  section  of  the  three- 
factor  formula  base  for  allocation  of 
residual  expense  under  CAS  403. 

i.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  the  appropriate  recommenda¬ 
tions  as  outlined  in  8-302.7. 

8-404  Cost  AccoontiBg  Standard  404 
—  Capitalization  of  Tangible  Assets 

This  standard  establishes  criteria  for 
determining  the  acquisition  costs  of  tan¬ 
gible  assets  which  are  to  be  capitalized.  It 
does  not  cover  depreciation  or  disposi¬ 
tion  of  fixed  assets,  which  is  covered  by 


CAS  409.  The  standard  was  effective  I 
July  1973  and,  after  the  receipt  of  a  CAS- 
covered  contract,  must  be  applied  to  all 
capital  assets  acquired  during  the  con¬ 
tractor’s  next  fiscal  year. 

8-404.1  General 

a.  The  standard  requires  contractors  to 
capitalize  the  acquisition  cost  of  tangible 
assets  in  accordance  with  a  written  policy 
that  is  reasonable  and  consistently  ap¬ 
plied.  The  policy  shall  include  the  follow¬ 
ing: 

(1)  A  minimum  service  life  criterion 
which  shall  not  exceed  two  years  but 
which  may  be  a  shorter  period. 

(2)  A  minimum  acquisition  cost  criteri¬ 
on  which  shall  not  exceed  $1,500  but 
which  may  be  a  smaller  amount. 

(3)  Identification  of  asset  accountabili¬ 
ty  units  to  the  maximum  extent  practical. 
The  standard  defines  these  units  as  “A 
tangible  capital  asset  which  is  a  compo¬ 
nent  of  plant  and  equipment  that  is 
capitalized  when  acquired  or  whose  re¬ 
placement  is  capitalized  when  the  unit  is 
removed,  transferred,  sold,  abandoned, 
demolished,  or  otherwise  disposed  of.” 
These  units  should  be  identified  and 
separately  capitalized  upon  acquisition. 
Even  though  they  may  have  bran  sepa¬ 
rately  capitalized,  the  units  should  be 
removed  from  the  asset  accounts  at  dis¬ 
position. 

(4)  Establishment  of  minimum  dollar 
amounts  for  the  capitalization  of  original 
complements  of  low  cost  ^uipment  and 
for  betterments  and  improvements. 
These  minimum  amounts  may  exceed  the 
$1,500  limitation  provided  the  higher 
limitations  are  reasonable  in  the  contrac¬ 
tor's  circumstances.  The  primary  purpose 
in  requiring  the  capitalization  of  original 
complements  is  to  assure  allocation  of 
incurred  cost  to  applicable  current  and 
future  periods.  The  total  original  comple¬ 
ment  should  be  treated  as  a  tangible 
capital  asset.  Therefore,  the  CASB  ex¬ 
pected  that  a  contractor  will  identify  and 
control  the  original  complement  as  an 
entity  rather  than  account  separately  for 
each  individual  item  which  comprises  the 
total  complement. 

b.  The  acquisition  cost  of  tangible 
assets  includes  the  purchase  price  adjust¬ 
ment  to  the  extent  practical  for  premiums 
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paid  or  discounts  received  and  the  costs 
necessary  to  prepare  the  asset  for  use. 

(1)  CAS  404.50(aKl)(i)  states  that  the 
purchase  price  is  the  consideration  given 
in  exchange  for  an  asset  and  is  deter¬ 
mined  by  cash  paid  or  to  the  extent 
payment  is  not  paid  in  cash,  in  an 
amount  ^uivalent  to  what  would  be  the 
cash  basis.  This  provision  requires  the 
recognition  of  the  gain  or  loss  on  the 
trade-in.  No  alternative  adjustment  of 
the  depreciable  cost  of  the  new  asset  is 
offered. 

(2)  Costs  necessary  to  prepare  the  asset 
for  use  include  the  cost  of  placing  the 
asset  in  location  and  bringing  the  asset  to 
a  condition  necessary  for  normal  or  ex¬ 
pected  use.  Where  material  in  amount, 
such  costs  including  initial  inspection 
and  testing,  installation,  and  similar  ex¬ 
penses  shall  be  capitalized. 

(3)  Donated  assets  which  meet  the 
contractor’s  criteria  for  capitalization 
shall  be  capitalized  at  their  fair  value. 
This  requirement  also  includes  those  as¬ 
sets  donated  by  the  Federal  government. 

c.  Tangible  capital  assets  constructed 
or  fabricated  by  a  contractor  for  its  own 
use  shall  be  capitalized  at  amounts  which 
include  all  indirect  costs  properly  alloca¬ 
ble  to  such  assets.  This  requires  the 
capitalization  of  G&A  expenses  and  the 
cost  of  money  when  such  expenses  are 
identifiable  with  the  constructed  asset 
and  are  material  in  amount.  Application 
of  the  full  costing  techniques  to  govern¬ 
ment  contract  costing  requires  that  full 
consideration  be  given  to  the  applicabili¬ 
ty  of  fixed  overhead  including 
expenses  and  the  cost  of  money  to  con¬ 
structed  assets.  Therefore,  constructed 
tangible  capital  assets  which  are  identical 
with  or  similar  to  the  contractor’s  normal 
product  should  receive  an  appropriate 
share  of  all  indirect  cost  including  G&A 
expenses  and  the  cost  of  money.  In 
addition,  other  constructed  tangible  capi¬ 
tal  assets  requiring  significant  indirect 
support  also  should  be  burdened  with 
their  allocable  share  of  these  supporting 
indirect  costs  including  supporting  G&A 
expenditures,  where  such  costs  are  mate¬ 
rial. 

d.  The  provisions  of  the  standard  do 
not  apply  to  special  tooling  and  special 
test  equipment  which  are  properly 


chargeable  against  the  contracts  for 
which  the  acquisition  is  authorized. 

e.  In  connection  with  lease  agreements, 
contractors  must  determine  whether  they 
consider  the  acquisition  to  be  a  capital 
lease  under  FASB  Statement  No.  1 3  and 
subject  to  the  standard  or  an  operating 
lease  under  FASB  Statement  No.  13  and 
subject  to  the  requirements  of  FAR 
31.205-36.  In  either  case,  the  Cj^B  has 
stated  that  the  reasonableness  of  the  lease 
costs  remains  the  responsibility  of  the 
acquisition  agencies. 

f.  The  standard  does  not  extend  to  the 
specific  type  of  records  to  be  maintained. 
Therefore,  contractors  may  continue  to 
account  for  their  assets  on  a  unit  basis  or 
in  logical  groups  in  accordance  with  other 
appropriate  regulations. 

g.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  the  appropriate  recommenda¬ 
tions  as  outlined  in  8-302.7. 

8-404.2  Illnstnitions 

The  following  illustrations  are  intend¬ 
ed  to  supplement  the  illustrations  in 
paragraph  404.60  of  the  Standard.  They 
are  to  be  used  as  a  guide  in  determining  if 
noncompliance  exists. 

a.  Problem.  A  contractor  has  an  estab¬ 
lished  policy  of  capitalizing  tangible  as¬ 
sets  which  have  a  service  life  in  excess  of 
two  years  and  a  cost  of  more  than  SI  700. 
It  enters  into  a  contract  which  makes  it 
subject  to  this  standard. 

Solotion.  The  contractor  must  change 
its  policy  to  conform  to  the  maximum 
limitations  of  not  more  than  two  years 
and  $1,500.  If  costs  are  affected  on  CAS- 
covered  contracts  in  existence  before  the 
requirement  for  the  contractor  to  follow 
this  standard,  they  are  subject  to  the 
equitable  adjustment  provision  of  FAR 

52.230-2(aK4Xi). 

b.  Pro^m.  A  contractor  has  an  exist¬ 
ing  policy  of  capitalizing  tangible  assets 
which  have  a  service  lire  of  more  than 
one  year  and  a  cost  of  more  than  $300.  It 
enters  into  a  contract  which  makes  it 
subject  to  the  standard  and  suggests  that 
the  capitalization  policy  should  be 
changed  to  two  years  and  $1,500. 

S<MHtioii.  The  contractor’s  existing  poli¬ 
cy  is  in  conformance  with  the  provisions 
of  the  standard.  Therefore,  it  is  not 
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required  to  make  any  changes  to  the 
policy.  However,  if  it  should  choose  to  do 
so,  the  change  must  be  made  in  accor¬ 
dance  with  the  provisions  of  FAR 
52.230-2(aK4Xii)-  Under  that  paragraph 
the  change  may  not  result  at  any  in¬ 
creased  cost  to  the  government. 

c.  Problem.  A  contractor  has  a  policy  of 
capitalizing  betterments  and  improve¬ 
ments  when  the  expenditures  exce^  five 
percent  of  the  current  replacement  value 
of  buildings  or  2S  percent  of  the  current 
replacement  value  of  machinery  and 
equipment.  The  policy  does  not  contain 
any  dollar  limitations. 

Solution.  CAS  404.40(aK4)  of  the  stan¬ 
dard  provides  that  “The  contractor’s  pol¬ 
icy  may  designate  higher  minimum  dollar 
limitations  ...  for  betterments  and  im¬ 
provements  than  the  limitation  estab¬ 
lished  in  accordance  with  paragraph 
(bXl)  of  this  section,  provided  such  high¬ 
er  limitations  are  reasonable  in  the  con¬ 
tractor’s  circumstances.”  Since  the  con¬ 
tractor’s  policy  does  not  contain  specific 
dollar  limits,  it  does  not  comply  with  the 
standard.  To  correct  the  situation,  the 
contractor  could  add  specific  not-to-ex- 
ceed  dollar  limitations.  Betterments  and 
improvements  whose  values  are  in  excess 
of  the  established  limitations  would  be 
capitalized  without  regard  to  the  percent¬ 
age  relationship.  However,  the  dollar 
limitations  established  by  the  contractor 
must  be  reasonable  in  its  circumstances. 

d.  Problem.  An  asset  having  a  net  book 
value  of  Sl.S  million  and  cash  of  $1 
million  is  given  in  exchange  for  the 
acquisition  of  a  new  asset  commonly  sold 
for  $2  million.  The  contractor’s  policy  is 
to  capitalize  the  replacement  as  the  sum 
of  the  cash  paid  and  the  net  book  value  of 
the  old  asset. 

Solution.  The  contractor’s  policy  does 
not  comply  with  the  standard.  CAS 
404.50(a)(lXi)  requires  the  contractor  to 
determine  the  amount  equivalent  to  the 
cash  price.  The  acquisition  cost  in  this 
instance  would  be  S2  million.  The  con¬ 
tractor  is  required  to  remove  the  unde¬ 
preciated  value  of  the  traded  asset  from 
the  asset  accounts  and  capitalize  the 
replacement  asset  for  $2  million. 

e.  Problem.  A  contractor  proposes  to 
construct  a  facility  and  install  equipment 
for  the  government.  The  proposed  price 


does  not  include  an  allocation  of  G&A 
expenses  or  cost  of  money.  However, 
expenses  are  allocated  to  similar 
facilities  constructed  or  fabricated  by  the 
contractor  for  its  own  use. 

Solution.  CAS  404  applies  only  to 
tangible  capital  assets  acquired  or  con¬ 
structed  for  the  contractor’s  own  account. 
Assets  provided  by  a  contractor  in  fulfill¬ 
ing  contract  terms  are  not  covered  by  this 
standard.  However,  even  though  facilities 
contracts  are  not  subject  to  CAS  4^, 
they  should  be  allocated  G&A  expense 
under  CAS  410.  In  addition,  cost  of 
money  should  be  considered  an  allowable 
cost  under  FAR  31.205-10. 

f.  Problem.  The  contractor  manufac¬ 
tures  Model  X  for  the  government.  The 
contractor  produces  one  unit  of  Model  X 
for  its  own  use.  The  contractor  capital¬ 
ized  the  asset  at  $37,500  ($25,000  mate¬ 
rial,  $5,000  production  labor  and  $7,500 
overhead,  reflecting  the  150  percent  an¬ 
nual  overhead  rat^. 

Solution.  Model  X  was  not  capitalized 
in  accordance  with  CAS  404.50(b).  When 
constructed  assets  are  identical  with  the 
contractor’s  regular  product,  such  assets 
must  be  allocated  their  full  share  of 
indirect  costs,  including  G&A  expenses 
and  cost  of  money.  Assuming  that  G&A 
expenses,  production  overhead  cost  of 
money,  and  G&A  expense  cost  of  money 
rate  for  the  year  are  10%,  10%  and  1% 
respectively,  the  asset  should  have  been 
capitalized  at  $42,180,  computed  as  fol¬ 
lows: 


Material 

Production  Labor 
Production  Overhead 
Cost  of  Money  related 
to  Production  Over¬ 
head 

Subtotal 

G&A  Expense 
Cost  of  Money  related 
to  G&A  Expense 


$25,000 

5,000 

(150%)  7,500 
(10%)  500 


38,000 

(10%)  3,800 
(1%)  380 


$42,180 


8-405  Cost  Accoanting  Standard  405 
—  Accoanting  for  Unallowabie  Costs 

The  purpose  of  this  standard  is  to 
facilitate  the  negotiation,  audit,  adminis- 
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tration,  and  settlement  of  contracts.  It 
contains  guidelines  on  (1)  identification 
of  costs  specifically  described  as  unallow¬ 
able,  at  the  time  such  costs  first  become 
defined  or  authoritatively  designated  as 
unallowable  and  (2)  the  cost  accounting 
treatment  to  be  accorded  such  identified 
unallowable  costs  to  promote  the  consis¬ 
tent  application  of  sound  cost  accounting 
principles  covering  all  incurred  costs. 
The  standard  does  not  govern  the  allowa¬ 
bility  of  costs  which  is  a  function  of  the 
appropriate  acquisition  or  reviewing  au¬ 
thority.  The  standard  was  effective  I 
April  1974,  and  is  applicable  to  all  CAS- 
covered  contracts  awarded  after  that 
date. 

8-405.1  General 

a.  Costs  expressly  unallowable  or  mu¬ 
tually  agreed  to  be  unallowable,  including 
costs  mutually  agreed  to  be  unallowable 
directly  associated  costs,  shall  be  identi¬ 
fied  and  excluded  from  any  billing,  claim, 
or  proposal  applicable  to  a  government 
contract.  An  expressly  unallowable  cost  is 
that  which  is  specifically  named  and 
stated  to  be  unallowable  by  law,  regula¬ 
tion,  or  contract. 

b.  Costs  specifically  designated  as  unal¬ 
lowable  or  as  directly  associated  unallow¬ 
able  costs  in  a  written  decision  of  a 
contracting  officer  pursuant  to  contract 
disputes  procedures  shall  be  identified  if 
included  or  used  in  computing  any  bill¬ 
ing,  claim,  or  proposal  applicable  to  a 
government  contract. 

c.  Costs  which  are  stated  to  be  unallow¬ 
able  in  a  written  decision  issued  by  a 
contracting  officer  pursuant  to  disputes 
clause  procedures  are  required  to  be 
identified  by  the  contractor.  This  in¬ 
cludes  costs  claimed  by  a  contractor  to  be 
allowable  but  stated  by  a  contracting 
officer  in  a  written  decision  to  be  unal¬ 
lowable  because  the  costs  are  not  alloca¬ 
ble  costs  of  the  contract  under  which  they 
are  being  claimed.  Therefore  if  the  con¬ 
tractor  fails  to  identify  claimed  costs 
determined  by  the  contracting  ofHcer  to 
be  unallowable  because  they  are  not 
allocable,  the  contractor  is  in  noncompli- 
ance  and  the  procedures  in  CAS  405 
should  be  followed.  (See  CAS  Working 
Group  Paper  77-13.) 


d.  A  directly  associated  cost  is  any  cost 
which  is  generated  solely  as  a  result  of 
another  incurred  cost  and  which  would 
not  have  been  incurred  otherwise. 

e.  Guidance  concerning  accounting  for 
unallowable  costs  and  directly  associated 
costs  is  set  forth  in  FAR  31.201-6. 

f.  The  costs  of  any  work  project  not 
contractually  authorized,  whether  or  not 
related  to  a  proposed  or  existing  contract, 
shall  be  accounted  for  separately  from 
costs  of  authorized  work  projects. 

g.  All  unallowable  costs  shall  be  subject 
to  the  same  cost  accounting  principles 
governing  cost  allocability  as  allowable 
costs. 

(1)  In  circumstances  where  these  unal¬ 
lowable  costs  normally  would  be  part  of  a 
regular  indirect  cost  allocation  base  or 
bases,  they  shall  remain  in  such  base  or 
bases.  This  provision  is  based  on  the 
concept  that  “.  .  .  the  issues  concerning 
cost  allocation  and  those  relating  to  cost 
allowance  are  distinct  and  separate.  Al¬ 
lowability  should  not  be  a  factor  in  the 
selection  or  in  the  determination  of  the 
content  of  an  allocation  base  used  to 
distribute  a  pool  of  indirect  costs.  The 
appropriateness  of  a  particular  allocation 
base  should  be  determined  primarily  in 
terms  of  its  distributive  characteristics. 
Any  selective  fragincntation  of  that  base 
which  eliminates  given  base  elements  for 
only  some  of  the  relevant  cost  objectives 
would  produce  a  distortion  in  the  result¬ 
ing  allocations.” 

(2)  Where  directly  associated  costs  are 
part  of  an  indirect  cost  pool  that  will  be 
allocated  over  a  base  containing  the  unal¬ 
lowable  cost  with  which  it  is  associated, 
they  shall  remain  in  the  pool  and  be 
allocated  throu^  the  regular  allocation 
process.  According  to  the  CASB,  to  do 
otherwise  under  these  circumstances, 
could  result  in  double  counting. 

h.  The  standard  does  not  specify  the 
nature  of  records  required  except  that 
they  be  ad^uate  to  establish  and  main¬ 
tain  visibility  of  identified  unallowable 
costs  (including  directly  associated  costs), 
their  accounting  status  in  terms  of  their 
allocability  to  contract  cost  objectives, 
and  their  cost  accounting  treatment.  Un¬ 
allowable  costs  do  not  have  to  be  identi¬ 
fied  when,  based  upon  considerations  of 
materiality,  the  government  and  the  con- 
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tractor  agree  on  an  alternate  method  that 
satisfies  the  purpose  of  the  standard. 

i.  If  noncompliances  are  found,  the 
auditor  must  ascertain  the  significance  of 
the  problem  and  make  recommendations 
as  outlined  in  8-302.7. 

8-405.2  Illustrations 

The  following  illustrations  are  intend¬ 
ed  to  supplement  those  in  paragraph 
403.60  of  the  standard.  They  will  help 
auditors  determine  if  the  contractor  is 
complying  with  the  standard. 

a.  Prablem.  For  the  past  several  years, 
an  auditor  has  questioned  the  allowabili¬ 
ty  of  part  of  the  costs  in  a  contractor’s 
business  luncheon  account  as  entertain¬ 
ment  exf^nses.  The  final  cost  questioned 
as  negotiated  by  the  contracting  officer 
for  those  years  has  always  included  a 
large  portion  of  the  amount  the  auditor 
recommended  for  disapproval.  In  esti¬ 
mating  the  new  forward  pricing  and 
provisional  billing  rates,  the  contractor 
reduced  the  estimated  rates  in  anticipa¬ 
tion  of  similar  cost  questioned.  The  con¬ 
tractor  rates  are  based  on  a  projection  of 
cost  incurred  in  prior  years. 

Solution.  CAS  40S.S0(c)  permits  the 
government  and  the  contractor  to  agree 
on  a  method,  other  than  specific  identifi¬ 
cation,  as  long  as  that  method  satisfies 
the  standard.  It  applicable',  the  Disclosure 
Statement  should  be  amended  to  reflect 
this. 

b.  Probleni.  Another  contractor  under 
circumstances  similar  to  those  above  de¬ 
clines  to  adjust  the  estimated  forward 
pricing  and  provisional  billing  rates. 

Solution.  The  auditor  should  report 
this  noncompliance  with  the  standard  as 
described  in  8-302.7. 

c.  Problem.  A  contractor  performed 
some  unauthorized  work  under  a  cost 
type  prime  contract.  The  contracting  offi¬ 
cer  decided  to  disallow  the  cost  (direct 
and  indirect  cost)  specifically  related  to 
the  unauthorized  work.  The  contractor 
adjusted  the  accounting  records  and  the 
billings  to  identify  the  unallowable  pro¬ 
duction  costs.  However,  in  calculating 
the  G&A  total  cost  input  base,  the  con¬ 
tractor  excluded  the  unallowable  contract 
cost.  It  stated  that  the  incurred  cost  for 
unauthorized  work  did  not  affect  the 
amount  of  G&A  expenses  incurred;  con- 
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sequently,  the  contractor  should  be  per¬ 
mitted  to  recover  its  total  G&A  expense 
pool. 

Solution.  The  auditor  should  report 
this  to  the  contracting  officer  as  noncom¬ 
pliance  with  CAS  40S.40(d)  and  (e). 

d.  Problem.  The  contractor’s  estab¬ 
lished  practice  is  to  include  overtime 
premium  applicable  to  direct  and  indi¬ 
rect  labor  in  overhead.  The  contractor 
allocates  total  overhead  to  total  direct 
labor.  The  contractor  performs  and  sepa¬ 
rately  accounts  for  certain  direct  labor 
associated  with  a  work  project  which  a 
government  contract  specifically  does  not 
authorize.  Both  the  unauthorized  and 
authorized  projects  under  the  contract 
required  overtime  work.  The  contractor 
computes  the  overhead  rate  applicable  to 
final  billing  under  the  contract  by  includ¬ 
ing  overtime  premium  applicable  to  all 
work  projects  in  the  overhead  pool  and 
direct  labor  applicable  to  all  work 
projects  in  the  base. 

Solution.  The  contractor  complies  with 
CAS  405.40(e)  since  it  separately  ac¬ 
counts  for  costs  of  unauthorized  and 
authorized  work  projects.  Also,  the  con¬ 
tractor’s  overhead  rate  computation  com¬ 
plies  with  CAS  405.40(e)  which  states. 
“Where  a  directly  associated  cost  (over¬ 
time  premium,  in  this  illustration)  is  part 
of  a  category  of  costs  normally  included 
in  an  indirect  cost  pool  that  will  be 
allocated  over  a  base  containing  the  unal¬ 
lowable  cost  with  which  it  is  associated, 
such  a  directly  associated  cost  shall  be 
retained  in  the  indirect  cost  pool  and  be 
allocated  through  the  regular  allocation 
process.” 

8-406  Cost  Accounting  Standard  406 
—  Cost  Accounting  Period 

The  purpose  of  this  standard  is  to 
provide  cnteria  for  selecting  the  time 
periods  to  be  used  as  cost  accounting 
periods  for  contract  cost  estimating,  ac¬ 
cumulating,  and  reporting.  It  will  r^uce 
the  effects  of  variations  in  the  flow  of 
costs  within  each  cost  accounting  period. 
It  will  also  enhance  objectivity,  consis¬ 
tency,  and  verifiability  and  promote  uni¬ 
formity  and  comparability  in  contract 
cost  measurements.  The  standard  was 
effective  1  July  1 974  and  must  be  applied 
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in  the  next  fiscal  year  after  receipt  of 
CAS-covered  contract. 

8-406.1  General 

a.  The  cost  accounting  period  used  by  a 
contractor  must  be  either  (1)  its  fiscal 
year  or  (2)  a  fixed  annual  period  other 
than  its  fiscal  year  if  agreed  to  by  the 
government.  Where  a  contractor’s  cost 
accounting  period  differs  from  the  re¬ 
porting  period  required  by  the  Renegotia¬ 
tion  Act  of  1951,  as  amended  (50  U.S.C. 
App.  1211-1233),  the  latter  may  be  used 
for  such  reporting.  All  rates  used  for 
estimating,  accumulating,  and  reporting 
(including  public  vouchers  and  progress 
payment  billings)  must  be  based  on  the 
contractor  cost  accounting  period. 

b.  A  transitional  cost  accounting  period 
other  than  a  year  shall  be  used  whenever 
a  change  of  fiscal  year  occurs.  It  may  be  a 
period  more  or  less  than  a  year,  but  not 
more  than  15  months. 

c.  Costs  of  an  indirect  function  which 
exist  for  only  a  part  of  a  cost  accounting 
period  may  be  allocated  to  cost  objectives 
of  that  same  part  of  the  period.  However, 
such  cost  must  be  material,  accumulated 
in  a  separate  indirect  cost  pool,  and 
allocated  on  the  basis  of  an  appropriate 
direct  measure  of  the  activity  or  output 
of  the  function  during  that  part  of  the 
period. 

d.  The  same  cost  accounting  period 
shall  be  used  for  accumulating  costs  in  an 
indirect  cost  pool  as  for  establishing  its 
allocation  base.  However,  in  the  prefato¬ 
ry  comments  the  CASB  stated  that  al¬ 
though  as  a  matter  of  principle  it  does  not 
agree  that  mismatched  periods  are  prop¬ 
er,  it  recognizes  the  value  of  appropriate 
expedients  where  cost  allocations  are  not 
expected  to  be  materially  affected.  There¬ 
fore,  the  standard  provides  for  the  use  of 
a  different  period  for  establishing  an 
allocation  base  when  agreed  to  by  the 
parties  if  ( 1 )  the  practice  is  necessary  to 
obtain  significant  administrative  conve¬ 
nience,  (2)  the  practice  is  consistently 
followed  by  the  contractor,  (3)  the  annual 
period  used  is  representative  of  the  activ¬ 
ity  of  the  cost  accounting  period  for 
which  the  indirect  costs  to  be  allocated 
are  accumulated,  and  (4)  the  practice  can 
reasonably  be  expected  to  provide  a 
distribution  to  cost  objectives  of  the  cost 


accounting  period  not  materially  differ¬ 
ent  from  that  which  otherwise  would  be 
obtained. 

e.  Contractors  shall  follow  consistent 
practices  in  selecting  the  cost  accounting 
period  or  periods  in  which  any  types  of 
expense  and  any  types  of  adjustment  to 
expense  (including  prior  period  adjust¬ 
ments)  are  accumulated  and  allocated. 

f.  Indirect  cost  allocation  rates,  based 
on  estimates,  which  are  used  fbr  the 
purpose  of  expediting  the  closing  of  con¬ 
tracts  which  are  terminated  or  completed 
prior  to  the  end  of  a  cost  accounting 
period  need  not  be  those  finally  deter¬ 
mined  or  negotiated  for  that  cost  ac¬ 
counting  period.  They  shall,  however,  be 
developed  to  represent  a  full  cost  ac¬ 
counting  period,  except  as  provided  in  c. 
above.  Additional  guidance  for  the  allo¬ 
cation  of  overhead  costs  in  such  situa¬ 
tions  is  contained  in  6-605c. 

g.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  the  appropriate  recommenda¬ 
tions  as  outlined  in  8-302.7. 

8-407  Cost  Accounting  Standard  407 
—  Use  of  Standard  Costs  for  Direct 
Materia]  and  Direct  Labor 

a.  The  purpose  of  this  standard  is  to 
provide  criteria  (1)  under  which  standard 
costs  may  be  used  for  estimating  accumu¬ 
lating,  and  reporting  costs  of  direct  mate¬ 
rial  and  direct  labor  and  (2)  relating  to 
the  establishment  of  standards,  accumu¬ 
lation  of  standard  costs,  and  accumula¬ 
tion  and  disposition  of  variances  from 
standard  costs.  The  standard  was  effec¬ 
tive  1  October  1974  and  must  be  fol¬ 
lowed  in  the  next  fiscal  year  after  the 
award  of  a  CAS-covered  contract. 

b.  The  standard  does  not  cover  stan¬ 
dards  used  for  overhead,  service  centers, 
nor  preestablished  measures  used  solely 
for  estimating. 

c.  Using  the  standard  for  government 
contract  costing  is  the  contractor’s  op¬ 
tion.  Contractors  are  not  required  to 
establish  standard  cost  accounting  sys¬ 
tems  or  use  established  standard  cost 
accounting  systems,  intended  for  man¬ 
agement  purposes,  for  costing  govern¬ 
ment  work.  However,  they  are  required 
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to  follow  the  provisions  of  the  standard  if 
they  choose  to  cost  government  contracts 
through  a  standard  cost  accounting  sys¬ 
tem. 

8-407.1  General 

Use  of  a  standard  cost  accounting 
system  to  cost  government  contracts  is 
permitted  only  when  it  meets  the  follow¬ 
ing  criteria: 

a.  The  standard  costs  must  be  entered 
into  the  books  of  account.  However, 
properly  computed  variances  may  be 
allocated  by  memorandum  worksheet  ad¬ 
justments  rather  than  entered  in  the 
books  of  account. 

b.  The  standard  costs  and  related  vari¬ 
ances  must  be  appropriately  accounted 
for  at  the  level  of  the  production  unit.  A 
production  unit  is  defined  as  “A  grouping 
of  activities  which  either  uses  homoge¬ 
neous  inputs  of  direct  material  and  direct 
labor  or  yields  homogeneous  outputs 
such  that  the  costs  or  statistics  related  to 
these  homogeneous  inputs  or  outputs  are 
appropriate  as  bases  for  allocating  vari¬ 
ances.”  This  concept  of  homogeneity 
should  permit  contractors  a  degree  of 
flexibility  in  setting  and  revising  stan¬ 
dards  on  the  basis  of  individual  needs 
and  circumstances  and  still  provide  for 
the  proper  cost  assignment  of  variances. 
Under  this  concept  a  single  product  man¬ 
ufacturer  would  be  permitted  to  have  one 
labor  variance  account  for  the  entire 
plant,  while  a  multiproduct  manufacturer 
would  be  required  to  have  a  variance 
account  for  each  product  line  and/or  for 
the  various  common  part  subproduct 
lines. 

c.  The  practices  with  respect  to  the 
setting  and  revising  of  standards,  use  of 
standard  costs,  and  disposition  of  vari¬ 
ances  must  be  stated  in  writing  and 
consistently  followed.  The  written  state¬ 
ment  of  practices  shall  include  bases  and 
criteria  used  in  setting  and  revising  stan¬ 
dards;  the  period  during  which  standards 
are  to  remain  effective;  the  level,  such  as 
ideal  or  realistic,  at  which  material-quan¬ 
tity  standards  and  labor-time  standards 
are  set;  and  conditions,  such  as  those 
expected  to  prevail  at  the  beginning  of  a 
period,  which  material-price  standards 
and  labor-rate  standards  are  designed  to 
reflect. 


d.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  the  appropriate  recommenda¬ 
tions  as  outlined  in  8-302.7. 

8-407.2  Illustratioas 

The  following  illustrations  are  intend¬ 
ed  to  supplement  those  in  paragraph 
407.60  of  the  standard.  They  are  to  be 
used  as  a  guide  in  determining  whether  a 
contractor’s  practices  comply  with  the 
provisions  of  the  standard. 

a.  Problem.  A  contractor  who  manufac¬ 
tures  radios  of  various  configurations  has 
established  labor-rate  standards  and  vari¬ 
ance  accounts  by  department;  i.e.,  fabri¬ 
cation,  minor  assembly.  Anal  assembly, 
and  test.  The  functions  performed  within 
each  department  are  similar,  the  employ¬ 
ees  involved  are  interchangeable,  and  the 
inputs  of  direct  material  are  homoge¬ 
neous.  Each  variance  account  is  distribut¬ 
ed  annually  on  the  basis  of  the  depart¬ 
ment’s  labor  dollars.  The  contractor’s 
practices  are  stated  in  writing,  consistent¬ 
ly  followed,  and  the  standard  costs  are 
entered  into  the  books  of  account. 

Solution.  The  contractor’s  practice 
complies  with  the  standard  because  it 
meets  the  following  requirements. 

<1)  The  practices  are  written,  entered 
into  the  books,  and  consistently  followed 
(CAS  407.4(Ka)  and  (c)). 

(2)  The  labor-rate  standards  cover  em¬ 
ployees  performing  similar  functions 
within  each  category,  and  the  employees 
are  interchangeable  with  respect  to  the 
functions  performed  (CAS  407.50(aK3)). 

(3)  Each  department  qualifies  as  a 
production  unit  because  (1)  each  is  a 
grouping  of  activities  which  use  homoge¬ 
neous  inputs  of  direct  material  and  direct 
labor,  in  this  case  labor  with  similar  skills 
and  efforts,  and  (2)  the  direct  labor  costs 
(homogeneous  inputs)  are  an  appropriate 
basis  for  allocating  variances  (CAS 
407.30(aK7)). 

NOTE:  Since  the  employees  are  inter¬ 
changeable  and  efforts  performed  on  the 
radios  are  similar,  the  allocation  on  the 
basis  of  direct  labor  dollars  will  result  in  a 
reasonably  valid  assignment  of  the  labor 
rate  variances  (differences  between  actual 
and  standard  rates)  among  the  radio 
configurations  (units  of  output). 
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(4)  Standard  cost  and  related  variances 
are  appropriately  accounted  for  at  the 
level  of  the  production  unit  (CAS 
407.4(Xb)  and  407.50(c)). 

(5)  llie  variances  are  allocated  to  cost 
objectives  annually  on  the  basis  of  labor 
cost  at  standard  (CAS  407.50(d)(1)). 

NOTE:  CAS  407.50(aK2)  states,  “.  .  . 
where  only  either  the  labor  rate  or  tabor 
time  is  set  at  standard,  with  the  other 
component  stated  at  actual,  the  result  of 
the  multiplication  shall  1^  treated  as 
labor  cost  at  standard.” 

b.  Problem.  Another  contractor  who 
manufactures  the  same  general  types  of 
radios  having  various  configurations  has 
established  labor-time  standards  by  de¬ 
partment;  i.e.,  fabrication,  assembly,  fi¬ 
nal  assembly,  and  test.  The  functions 
performed  within  each  department  are 
not  materially  disparate  except  for  the 
fabrication  and  testing  of  A  and  D  radio 
confimrations.  The  functions  required 
for  the  A  and  D  configurations  differ 
significantly  from  the  others  in  terms  of 
operations  and  complexity  (complicated 
circuitry,  finer  tolerances,  more  detailed 
wiring,  etc.).  The  employees  involved  are 
interchangeable,  and  the  inputs  of  direct 
material  are  homogeneous.  The  labor 
hours  required  for  efforts  performed 
within  the  departments  for  each  configu¬ 
ration  of  the  radios  differ,  however,  this 
has  been  recognized  in  establishing  the 
standards  for  each  configuration.  The 
labor-time  variances  (difference  between 
total  department  standard  hours  and  to¬ 
tal  department  actual  hours)  are  accumu¬ 
lated  by  department  and  distributed  an¬ 
nually  to  each  configuration  within  each 
department  on  the  basis  of  the  depart¬ 
ment’s  direct  labor  dollars  (standard  la¬ 
bor  hours  at  actual  rates).  The  contrac¬ 
tor’s  practices  are  stated  in  writing  and 
consistently  followed  and  standard  cost  is 
entered  into  the  books  of  account. 

Solution.The  contractor’s  practice  as 
applicable  to  the  fabrication  and  testing 
departments  does  not  comply  with  the 
standard.  These  departments  do  not 
qualify  as  production  units  because  direct 
labor  dollars  are  not  an  appropriate  base 
for  allocating  the  labor-time  variance  to 
all  radios  on  a  pro  rata  basis  since 
functions  performed  on  the  A  and  D 
radios  are  significantly  disparate  from 
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the  functions  performed  on  the  other 
radios.  The  standard’s  definition  of  pro¬ 
duction  unit  includes  the  r^uirement 
that,  “.  .  .  the  costs  or  statistics  relating 
to  these  homogeneous  inputs  or  outputs 
are  appropriate  as  basis  for  allocating 
variances”  (CAS  407.30(bX7)).  One 
course  of  corrective  action  would  be  to 
subdivide  the  fabrication  and  testing  de¬ 
partments  in  a  manner  which  would 
permit  separate  accounting  for  the  labor 
cost  variances  applicable  to  A  and  D 
configurations  separate  from  the  other 
configurations.  This  correction  would  re¬ 
sult  in  establishing  separate  bases  and 
would  then  be  appropriate  for  allocating 
the  separate  variance  accounts. 

c.  I^biem.  In  a  current  proposal,  a 
contractor  with  a  standard  cost  system 
prices  the  bill  of  materials  with  quota¬ 
tions  rather  than  with  its  material  price 
standards.  The  contractor’s  written  state¬ 
ment  of  practices,  prepared  to  comply 
with  paragraph  407.50(aXl),  states  that 
material  price  standards  are  revised  ef¬ 
fective  1  January  each  year  and  remain  in 
effect  until  the  end  of  the  calendar  year. 
The  proposed  contract  will  be  performed 
in  the  current  calendar  year. 

Solution.  The  use  of  quotations  to  price 
the  bill  of  materials  violates  CAS  4()1.  It 
is  inconsistent  with  the  practice  of  mea¬ 
suring  direct  material  cost  by  standards 
and  variances.  The  bill  of  materials 
should  be  priced  with  the  material  price 
standards  currently  in  effect.  The  amount 
of  material  price  variances  that  will  be 
allocated  to  the  contract  from  production 
units  should  be  estimated  separately. 
[Note:  There  could  be  significant  differ¬ 
ence  between  the  amount  of  material  cost 
estimated  with  quotations  and  the 
amount  estimated  by  standards  and  vari¬ 
ances.  A  difference  would  result,  for 
example,  if  quotations  are  for  the  quanti¬ 
ties  i^uired  for  the  proposed  contract 
and  standards  are  based  on  economic 
order  quantities  for  all  of  the  contractor’s 
business.] 

d.  Problem.  Same  as  c.,  with  the  excep¬ 
tion  that  the  proposed  contract  will  be 
performed  in  the  next  calendar  year. 
Material  price  standards  have  not  been 
established  for  that  year. 

SolHtkm.  The  use  of  quotations  would 
be  acceptable  provided  they  are  the  basis 
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for  estimates  of  next  year’s  material  price 
standards. 

8-408  Cost  A(xounting  Standard  408 
—  A(XOunting  for  Costs  of 
Compensated  Personal  Absence 

The  purpose  of  this  standard  is  to 
establish  criteria  for  measuring  and  allo¬ 
cating  the  costs  of  compensated  personal 
absences  to  final  cost  objectives.  These 
costs  include  compensation  paid  by  con¬ 
tractors  to  their  employees  for  such  bene¬ 
fits  as  vacation,  sick  leave,  holiday,  mili¬ 
tary  leave,  etc.  The  standard  was  effective 
1  July  197S.  It  must  be  followed  in  the 
next  fiscal  year  after  receiving  a  CAS- 
covered  contract. 

8-408.1  General 

a.  The  provisions  of  the  standard  re¬ 
quire  that  the  costs  of  compensated  per¬ 
sonal  absence  be  assigned  to  the  cost 
accounting  period  in  which  entitlement  is 
earned  in  accordance  with  the  contrac¬ 
tor’s  plan  or  custom.  The  standard  de¬ 
fines  compensated  personal  absence  as 
“any  absence  from  work  for  reasons  such 
as  illness,  vacation,  holidays,  jury  duty, 
military  training,  or  personal  activities, 
for  which  an  employer  pays  compensa¬ 
tion  directly  to  an  employee.”  Addition¬ 
ally  it  defines  entitlement  as  “an  employ¬ 
ee’s  right,  whether  conditional  or  uncon¬ 
ditional  to  receive  a  determinable 
amount  of  compensated  personal  ab¬ 
sence,  or  pay  in  lieu  thereof”  These 
conditions  required  many  contractors 
which  had  previously  recorded  such  costs 
when  paid  to  revise  their  accounting 
practices  to  accrue  the  costs  over  the 
period  during  which  the  qualifying  ser¬ 
vice  was  performed. 

b.  Entitlement  is  recognized  on  the 
accrual  basis  only  in  the  cost  accounting 
period  in  which  there  arises  a  liability  to 
pay  compensation  in  the  event  of  layoff 
or  other  nondisciplinary  termination  of 
employment. 

c.  The  standard  supplements  these  re¬ 
quirements  with  the  following  clarifying 
comments: 

(1)  If  the  employer’s  plan  or  custom 
provides  that  a  new  employee  must  com¬ 
plete  a  probationary  period  before  the 


employer  is  liable  to  pay  the  employee  for 
compensated  personal  absence,  such  ser¬ 
vice  may  be  treated  as  creating  entitle¬ 
ment,  provided  the  contractor  does  so 
consistently. 

(2)  If  the  employer’s  plan  or  custom 
provides  that  entitlement  is  to  be  deter¬ 
mined  on  the  first  calendar  day  or  the 
first  business  day  of  a  cost  accounting 
period,  entitlement  will  be  considered 
earned  in  the  preceding  cost  accounting 
period. 

d.  When  there  is  no  liability  for  pay¬ 
ment  of  unused  entitlement  on  layoff, 
such  costs  will  be  considered  to  be  earned 
in  the  period  in  which  paid.  In  this  case, 
the  accrual  method  is  not  permitted. 

e.  Each  plan  or  custom  must  be  re¬ 
viewed  individually  to  determine  when 
entitlement  is  earned.  If  a  plan  or  custom 
is  changed,  a  new  determination  of  enti¬ 
tlement  must  also  be  made.  In  reviewing 
each  individual  plan,  the  auditor  will 
make  use  of  the  contractor’s  written 
policies  and  procedures  and  any  prior 
reviews  included  in  the  FAO  permanent 
files.  However,  there  may  be  instances, 
particularly  at  smaller  contractor  loca¬ 
tions,  where  written  policies  and  proce¬ 
dures  do  not  exist.  In  these  circum¬ 
stances,  the  auditor  will  evaluate  the 
“custom”  of  the  employer  for  paying 
compensation  for  personal  absences. 

f  Various  contractor  sources  may  pro¬ 
vide  the  needed  information  for  deter¬ 
mining  entitlement.  Examples  include 
personnel  records  and  memoranda,  cor¬ 
porate  minutes  relating  to  costs  of  per¬ 
sonal  absences,  financial  statements  and 
accounts  relating  to  compensation  for 
personal  absence,  and  the  appropriate 
journal  entries  supporting  the  books  of 
account. 

g.  The  liability  to  be  accrued  is  the  total 
amount  the  contractor  is  obligated  to  p^ 
for  each  plan  in  the  event  of  layoff, 
notwithstanding  that  the  employee  may 
forfeit  some  or  all  of  the  entitlement  if 
she  or  he  were  to  resign  voluntarily.  The 
liability  will  be  adjusted  for  anticipated 
nonutilization,  if  it  is  expected  to  be 
material. 

(1)  The  use  of  either  current  wage  rates 
or  anticipated  wage  rates  at  the  time  of 
payment  is  permitted  provided  such  rates 
are  applied  consistently. 
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(2)  The  standard  also  permits  the  op¬ 
tion  of  calculating  the  accrued  liability 
either  on  an  individual  employee  basis  or 
on  a  total  plan  basis.  A  contractor  choos¬ 
ing  to  estimate  the  total  cost  of  all 
employees  in  the  plan  may  use  sample 
data,  experience,  etc.  The  auditor  should 
review  the  data  used  to  assure  that  the 
classes  and  types  of  employees  included 
are  representative  of  the  employee  group 
during  the  period  for  which  the  liability  is 
being  accrued 

h.  As  noted  previously,  many  contrac¬ 
tors  record  costs  of  personal  absences 
only  when  paid,  but  under  the  standard 
they  will  now  be  required  to  accrue  such 
costs.  Therefore,  in  the  year  of  conver¬ 
sion,  two  years’  expenses  are  recorded  - 
the  costs  paid  during  the  year  and  the 
accrual  for  costs  earned  during  the  year 
but  to  be  paid  in  a  future  year.  To 
prevent  a  double  charge  to  government 
contracts,  the  standard  requires  contrac¬ 
tors  to  defer  the  initial  accrual  through 
the  use  of  a  suspense  account.  Whenever 
the  balance  in  the  suspense  account  at  the 
beginning  of  the  cost  accounting  period 
exceeds  the  contractor’s  corresponding 
liability  for  compensated  absence  at  the 
end  of  the  same  cost  accounting  period, 
the  contractor  is  permitted  to  reduce  the 
suspense  account  until  it  is  equal  to  the 
liability.  The  amount  by  which  the  sus¬ 
pense  account  is  so  reduced  becomes  an 
additional  cost  of  compensated  personal 
absence  for  that  cost  accounting  period. 

i.  There  may  also  be  instances  where 
the  contractor’s  practice  is  to  accrue  only 
a  portion  of  the  estimated  liability  re¬ 
quired  by  the  standard.  In  such  cases,  the 
contractor  must  revise  its  accounting 
practices  to  accrue  the  balance  of  the 
liability,  as  required  by  the  standard.  The 
amount  of  the  additional  accrual  must  be 
placed  in  a  suspense  account,  as  de¬ 
scribed  above.  In  such  cases,  it  should 
also  be  noted  that,  in  comparing  the 
amount  in  suspense  to  the  year  end 
liability,  only  that  part  of  the  liability 
which  corresponds  to  the  suspense  ac¬ 
count,  i.e.,  the  liability  for  benefits  not 
recognized  under  the  previous  account¬ 
ing  practice,  should  be  used. 

j.  If  a  plan  or  custom  is  changed  or  a 
new  plan  or  custom  is  adopted  by  the 
employer,  an  initial  or  additional  accrual 


may  also  be  required.  This  accrual  is  also 
to  be  placed  in  suspense.  The  suspense 
amount  to  be  charged  in  each  cost  ac¬ 
counting  period  will  be  computed  as 
described  above. 

k.  The  costs  of  personal  absence  must 
be  allocated  among  cost  objectives  on  an 
annualized  basis,  except  as  permitted  by 
the  provisions  of  CAS  406  -  Cost  Ac¬ 
counting  Period.  However,  the  allocation 
rate  may  be  revised  during  a  cost  ac¬ 
counting  period  based  on  revised  esti¬ 
mates  of  period  totals. 

l.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  appropriate  recommendations 
as  outlined  in  8-302.7. 

8-408.2  Illustnitions 

The  following  illustrations  are  intend¬ 
ed  to  supplement  those  in  paragraph 
408.60  of  the  standard.  They  are  to  be 
used  as  a  guide  in  determining  whether  a 
contractor’s  practices  comply  with  the 
provisions  of  the  standard. 

a.  Problem.  A  contractor  has  a  program 
whereby  an  employee  on  reaching  a  cer¬ 
tain  level  within  the  management  struc¬ 
ture  becomes  entitled  to  a  3-month  sab¬ 
batical  vacation  with  pay  on  completion 
of  five  years  of  service.  No  entitlement  to 
the  sabbatical  vests  in  the  employee  until 
it  is  actually  taken.  If  the  employee  were 
to  be  terminated  prior  to  the  completion 
of  five  years,  she  or  he  would  not  be  paid. 
The  contractor  becomes  subject  to  CAS 
408  and  wishes  to  accrue  the  cost  of  the 
sabbatical  vacation  ratably  over  the  S- 
year  eligibility  period. 

Solntion.  This  contractor  may  not  ac¬ 
crue  the  cost  of  the  sabbatical  vacation 
since  its  present  policy  does  not  meet  the 
criteria  for  accrual  required  by  CAS 
408.50(bKl).  Under  this  provision,  enti¬ 
tlement  is  recognized  on  the  accrual  basis 
in  the  same  cost  accounting  period  in 
which  the  employer  becomes  liable  to  pay 
compensation  in  the  event  of  layoff  (vest¬ 
ed).  However,  under  this  contractor’s 
policy,  the  employee  would  not  be  paid  if 
terminated  pnor  to  the  completion  of  S 
years.  In  this  case,  the  contractor  would 
be  subject  to  the  provisions  of  CAS 
408.50(bK3)  which  r^uire  that  when  no 
liability  exists  for  the  payment  of  unused 
entitlement  on  layoff,  the  cost  of  the 
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compensated  personal  absence  is  to  be 
recorded  in  the  cost  accounting  period  in 
which  the  leave  is  taken  and/or  paid.  If 
the  contractor  changed  its  present  policy 
to  provide  for  a  pro  rata  vesting  (that  is, 
payment  on  a  pro  rata  basis  in  the  event 
of  termination)  over  the  S-year  eligibility 
period,  then  the  accrual  for  the  sabbatical 
vacation  would  be  acceptable. 

b.  Problem.  The  contractor  has  a  vaca¬ 
tion  plan  which  provides  that  an  employ¬ 
ee  who  has  been  employed  at  least  one 
year  at  31  December  becomes  entitled  to 
80  hours  of  vacation,  starting  no  earlier 
than  the  following  1  May,  provided  the 
individual  is  still  employed  at  that  time. 
If  the  employee  were  to  be  laid  off  prior 
to  1  May  1988,  he  or  she  would  be  paid 
on  1  May  1988  for  the  vacation  earned  as 
of  31  December  1987.  If  the  employee 
were  still  in  layoff  status  as  of  I  May 
1989,  she  or  he  would  then  be  paid  for 
any  vacation  earned  between  1  January 
1988  and  the  date  of  layoff.  However,  if 
the  employee  were  to  quit  voluntarily 
before  1  May  1988,  he  or  she  would 
forfeit  the  right  to  vacation  pay.  The 
contractor’s  fiscal  year  ends  31  March 
1988  under  CAS  408  to  reflect  its  liability 
for  vacation  pay. 

Solution.  CAS  403-40(a)  requires  that 
the  cost  of  vacation  pay  be  assigned  to 
the  cost  accounting  period  or  periods  in 
which  the  entitlement  was  earned.  In  this 
case,  vacation  was  earned  during  the 
annual  period  ending  on-  31  December 

1987.  Although  retention  on  the  payroll 
or  reemployment  status  is  required  to 
actually  receive  the  vacation  at  1  May 

1988,  the  estimated  vacation  liability 
amount  has  already  been  determined  by 
the  preceding  31  December.  In  addition, 
CAS  408.S(KbXl)  establishes  the  liability 
to  be  recognized  as  that  amount  of  vaca¬ 
tion  pay  which  would  be  payable  on 


layoff,  even  though  some  employees  may 
voluntarily  terminate  and  forfeit  their 
entitlement.  Therefore,  the  contractor,  in 
determining  its  liability  at  31  March 
1988,  should  include  both  the  amount 
earned  for  service  between  1  April  1987 
and  31  December  1987,  and  the  amount 
earned  for  service  between  1  January 
1988  and  31  March  1988.  This  liability 
should  be  reduced  for  anticipated  forfei¬ 
tures,  if  material,  as  required  by  CAS 
4O8.S0(cK2).  It  should  be  noted  that  in 
fiscal  year  ended  31  March  1987,  if  this  is 
the  contractor’s  initial  compliance  with 
the  standard,  the  contractor  would  have 
been  required  under  CAS  408.S(XdXl) 
and  (3)  to  place  in  suspense  the  excess  of 
any  accrual  required  by  the  standard  as 
of  31  March  1987  over  the  amount  it 
would  have  accrued  under  the  previous 
accounting  method  and  amortize  such 
suspense  account  in  accordance  with  the 
terms  of  the  standard. 

c.  Problem.  The  following  is  an  exam¬ 
ple  of  how  to  use  the  suspense  account  in 
a  partial  accrual  situation:  Company  A 
has  a  union  agreement  which  requires  it 
to  pay  hourly  employees  for  unused  vaca¬ 
tion  on  layoff.  The  company  follows  a 
similar  custom  with  salaried  employees, 
although,  it  is  not  required  to  do  so  by 
any  written  agreement.  Company  A*^ 
practice  has  been  to  accrue  the  cost  of  the 
vested  vacation  for  the  hourly  employees 
but  to  recognize  the  cost  of  Varied 
vacations  only  at  the  time  of  payment. 
Company  A  must  comply  with  CAS  408 
beginning  on  1  Januaiy  1986  and  must 
revise  its  accounting  practice  according¬ 
ly- 

Solution.  The  total  vacation  cost  deter¬ 
mination  is  shown  below  in  the  form 
illustrated  in  the  standard,  followed  by 
the  same  calculation  in  columnar  form, 
as  follows: 
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Format  Used  in  CAS 
408.60 


Hourly 

Salaried 

Total 

Employees 

Employees 

Employees 

(000) 

(000) 

(000) 

1986  beginning  liability: 

With  standard 

S  500 

$  100 

S  600 

Without  standard 

500 

500 

Amount  to  be  held  in  suspense 

(CAS  408.50(d)  (1)) 

0 

100 

100 

1986  ending  liability 

400 

80 

480 

Plus  paid  in  1986 

475 

95 

570 

Subtotal 

875 

175 

1,050 

Less  1986  beginning  liability 

500 

100 

600 

1986  vacation  cost,  basic  amount 

375 

75 

450 

Amount  in  suspense  at  beginning  of  1986 

0 

100 

100 

Less  1986  ending  liability 

0 

80 

80 

Suspense  to  be  written  off  in  1986: 

additional  1986  vacation  cost 

(CAS  408.50(d)  (3)) 

_ 0 

_ 20 

_ 20 

1986  basic  vacation  cost 

375 

75 

450 

Plus  1986  writeolT  of  suspense 

(CAS  408.50(d)  (3)) 

0 

20 

20 

1986  total  vacation  cost 

$  375 

$  95 

S  470 

Columnar  Format 

Vacation 

Vacation 

Vacation 

Suspense  Ref. 

Liability 

Cost 

Cash  Account  Note 

(000) 

(000)  (000) 

(000) 

Beginning  liability 

without  standard 

$  500 

a 

Suspense  account 

100 

$  100  c 

Beginning  liablity 

with  standard 

600 

100  b 

1986  earned  vacation 

450 

S  450 

d 

1986  vacation  pay 

570 

$  570 

c 

Subtotal 

480 

450 

570  100  b 

Adjust  suspense  account 

- 

20 

20  g 

Balances,  12/31/86 

$  480 

$  470 

S  570  $  80  f 

Notes  to  Columnar  Format  b.  Represents  the  banning  liability 

a.  Represents  the  beginning  liability  amount  accrued  for  both  the  hourly  and 
amount  accrued  for  the  hourly  employees  salaried  employees  as  required  by  the 
under  the  contractor’s  previous  method,  standard. 
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c.  Represents  the  setup  of  the  suspense 
amount  for  the  increase  in  vacation  lia¬ 
bility  for  salaried  vacations  as  required 
by  the  standard. 

d.  Represents  the  increase  in  liability 
for  the  total  vacation  cost  earned  by 
employees  during  the  cost  accounting 
period. 

e.  Represents  the  reduction  in  liability 
for  the  amount  paid  to  employees  during 
the  cost  accounting  period. 

f.  Represents  the  ending  liability 
amount  for  the  cost  accounting  period  as 
well  as  other  account  balances  resulting 
from  the  transactions  discussed  above. 
The  total  ending  liability  of  $480  thou¬ 
sand  is  composed  of  $400  thousand  for 
hourly  vacations  and  $80  thousand  for 
salaried  vacations. 

g.  The  amount  in  suspense  ($100  thou¬ 
sand  as  discussed  in  c.  above)  should  be 
compared  with  that  portion  of  the  vaca¬ 
tion  liability  at  the  end  of  the  year,  which 
represents  the  same  type  of  expense 
charged  to  suspense  account  ($80  thou¬ 
sand  for  salaried  vacations  as  discussed 
in  f.  above).  As  the  amount  in  suspense 
exceeds  the  ending  liability,  the  excess 
($20  thousand)  will  be  charged  to  the 
vacation  cost  earned  during  the  year  and 
the  suspense  account  balance  will  ^ 
reduced  by  the  amount  of  the  excess. 

This  illustration  presented  one  accept¬ 
able  method  for  comparing  the  amount 
in  suspense  with  the  liability  at  the  end  of 
the  year.  Other  methods,  such  as  specific 
employee  identification,  may  also  pro¬ 
vide  a  reasonable  satisfaction  of  the  stan¬ 
dard’s  requirements.  The  method  used 
should  achieve  a  comparison  of  like 
items  for  authorization  of  the  amount 
held  in  suspense. 

d.  Problem.  A  contractor  has  a  fiscal 
year  ending  31  December.  Under  this 
existing  practice,  the  contractor  begins  to 
accrue  for  each  holiday  one  year  in 
advance.  For  example,  the  anticipated 
cost  of  holiday  pay  for  4  July  1987  would 
be  accrued  in  12  monthly  increments 
beginning  July  1986  and  extending 
through  June  1987.  However,  under  the 
contractor’s  policy,  entitlement  for  holi¬ 
day  pay  occurs  only  in  the  cost  account¬ 
ing  period  when  the  holiday  is  taken. 

Nation.  The  contractor’s  practice 
does  not  comply  with  CAS  408.  CAS 


408.40(a)  requires  that  holiday  pay  be 
assigned  to  the  cost  accounting  period  in 
which  it  is  earned.  Under  the  contractor’s 
policy,  entitlement  occurs  when  the  holi¬ 
day  IS  taken.  Therefore,  the  contractor 
may  recognize  in  1986  only  the  costs  of 
holidays  which  occurred  in  1986.  It 
should  be  noted  that  a  contractor  whose 
fiscal  year  ends  on  31  December  may 
elect  to  recognize  the  costs  of  the  1 
January  holiday  either  in  the  year  in 
which  It  occurs  or  in  the  preceding  year, 
provided  whichever  policy  is  adopted,  it 
is  followed  consistently. 

8-409  Cost  Accounting  Standard  409 
—  Depreciation  of  Tangible  Capital 
Assets 

This  standard  provides  criteria  for  as¬ 
signing  costs  of  tangible  capital  assets  to 
cost  accounting  periods  and  should  en¬ 
hance  objectivity  and  consisteni^  in  their 
allocation.  The  standard  was  effective  1 
July  1975  and  must  be  followed  for  all 
tangible  assets  acquired  in  the  next  fiscal 
year  after  receipt  of  a  CAS-covercd  con¬ 
tract.  The  standard  does  not  apply  where 
compensation  for  tangible  capital  asset 
usage  is  based  on  use  allowances  as 
provided  in  Office  of  Management  and 
Budget  Circular  No.  A-21  and  A-87  or 
other  appropriate  acquisition  regulations. 

8-409.1  General 

a.  Estimated  residual  values  must  be 
determined  for  all  tangible  capital  assets 
or  groups  of  assets.  Tlie  residual  values 
must  be  deducted  from  the  capitalized 
value  in  computing  the  depreciable  cost 
base,  except  where  (1)  the  estimated 
residual  value  of  tangible  personal  prop¬ 
erty  does  not  exceed  10  percent  of  the 
capitalized  cost  or  (2)  either  the  declining 
balance  method  or  class-life-asset-range 
system  is  used.  The  standard  prohibits 
the  depreciation  of  assets  or  asset  groups 
below  their  residual  value,  including  tan¬ 
gible  personal  property  for  which  the  10 
percent  or  less  residual  value  was  not 
deducted  in  computing  the  depreciable 
cost  base.  However,  this  does  not  apply 
to  individual  assets  within  a  group  where 
assets  are  accounted  for  by  groups.  The 
auditor  should  test  asset  values  identified 


DCAA  Contract  Andit  Mannal 


January  1995 


on  contractor  depreciation  schedules  or 
tax  returns  to  ensure  that  residual  values 
are  properly  deducted  from  capitalized 
costs. 

b.  The  estimated  service  life  of  the 
tangible  capital  asset,  over  which  the 
depreciated  cost  is  assigned,  must  reason¬ 
ably  approximate  the  actual  period  of 
usefulness  to  its  current  owner,  consider¬ 
ing  such  factors  as  obsolescence  and 
required  quality  and  quantity  of  output. 
The  estimated  service  life  can  exclude 
standby  or  incidental  use  periods,  provid¬ 
ed  adequate  records  substantiate  the 
withdrawal  of  such  assets  from  active 
use.  Expected  periods  of  useful  life  must 
be  based  on  recorded  past  experience,  as 
modified  for  expected  changes  in  operat¬ 
ing  practices,  obsolescence,  or  quantity  of 
products  produced.  However,  the  con¬ 
tractor  must  justify  estimated  service 
lives  which  deviate  from  the  previously 
experienced  lives.  (See  CAS  Working 
Group  Paper  78-22.) 

(1)  The  standard  requires  the  contrac¬ 
tor  to  maintain  adequate  records  which 
identify  the  age  of  the  asset  or  asset  group 
at  retirement  or  withdrawal  from  active 
use.  The  record  should  contain  such 
information  as  asset  acquisi¬ 
tion/disposition  dates,  date  asset  was 
withdrawn  from  active  service,  and  any 
other  factors  that  directly  influence  asset 
lives.  The  record  need  not  be  maintained 
solely  for  fixed  asset  accounting;  it  may 
be  a  record  used  for  such  other  purposes 
as  property  insurance,  income/property 
taxes,  property  control,  or  maintenance. 

(2)  If  supporting  records  are  not  avail¬ 
able  on  the  date  the  contractor  must  first 
comply  with  the  standard,  the  estimated 
service  lives  should  be  those  used  for 
financial  accounting.  However,  the  re¬ 
quired  supporting  records  must  be  devel- 
OMd  by  the  end  of  the  second  fiscal  year 
after  that  date  and  used  as  a  basis  for 
estimated  service  lives  on  assets  subse¬ 
quently  acquired. 

(3)  When  a  new  asset  is  acquired  for 
which  the  contractor  has  no  available 
data  or  prior  experience,  the  estimated 
service  life  must  be  based  on  projection 
of  the  expected  useful  life.  The  projection 
cannot  be  less  than  the  midrange  period 
for  asset  guideline  classes  established 
under  IRS  Revenue  Procedure  72-10  and 
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will  be  used  only  until  the  required 
records  are  available. 

(4)  In  special  circumstances,  contract¬ 
ing  parties  may  n^otiate  a  shorter  esti¬ 
mated  service  life  if  it  can  be  reasonably 
projected. 

c.  The  contractor  may  select  any  appro¬ 
priate  method  of  depreciation  which  re¬ 
flects  the  pattern  of  consumption  of  ser¬ 
vices  over  the  life  of  the  asset.  For 
example,  an  accelerated  method  is  appro¬ 
priate  where  the  exp^ted  consumption 
of  services  is  greatest  in  the  early  years  of 
the  asset  life.  The  method  used  for  finan¬ 
cial  accounting  must  be  used  for  contract 
costing  unless  it  does  not  reasonably 
reflect  expected  consumption  or  is  unac¬ 
ceptable  for  Federal  income  tax  purposes. 

(1)  Financial  accounting  methods  are 
expected  to  approximate  the  pattern  of 
consumption  of  services.  Therefore,  if  the 
contractor  continues  to  use  previous 
methods  found  to  be  acceptable  to  the 
government  on  similar  assets  for  finan¬ 
cial  accounting,  no  additional  support  of 
existing  method  will  ordinarily  be  re¬ 
quired.  The  auditor,  however,  is  respon¬ 
sible  for  ensuring  that  the  depreciation 
methods  generally  reflect  the  pattern  of 
consumption  of  services.  Consequently, 
the  auditor’s  compliance  review  should 
include  limited  tests  of  existing  usage 
records  to  determine  that  no  gross  distor¬ 
tions  in  depreciation  costs  result  from 
these  depreciation  methods.  If  a  ^oss 
distortion  is  indicated  as  a  result  of  that 
limited  test,  the  review  should  be  expand¬ 
ed  to  determine  whether  the  distortion  is 
material  enough  to  warrant  a  change  in 
the  contractor^  depreciation  method. 

(2)  A  depreciation  method  selected  for 
newly  acquired  assets  which  differs  from 
the  depreciation  method  currently  used 
for  like  assets  in  similar  circumstances 
must  be  sui^rted  by  the  contractor’s 
projection  of  expected  consumption  of 
services. 

d.  E>epreciation  costs  are  generally  allo¬ 
cated  as  indirect  costs  to  the  cost  objec¬ 
tives  for  which  the  assets  provide  service. 
They  may  be  charged  directly  to  cost 
objectives  at  average  rates  only  if  the 
charges  are  based  on  usage  and  the  costs 
of  all  like  assets  used  for  similar  purposes 
are  also  charged  directly.  Depreciation 
costs  for  assets  included  in  service  cen- 
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ters,  where  significant,  must  be  charged 
to  the  service  center. 

e.  Changes  to  estimated  service  lives, 
residual  values,  or  consumption  of  ser¬ 
vices  may  be  required  as  a  result  of 
significantly  changed  circumstances.  Any 
resulting  adjustment  to  the  undepreciat¬ 
ed  cost  will  be  assigned  only  to  the  cost 
accounting  period  in  which  the  change 
occurs  and  to  subsequent  periods.  No 
retroactive  adjustments  will  be  made. 

f.  The  standard  outlines  the  following 
accounting  treatment  for  ^ins  or  losses 
associated  with  the  disposition  of  tangi¬ 
ble  capital  assets. 

(1)  Where  the  asset  is  disposed  of 
without  an  exchange,  the  gain  or  loss  is 
generally  treated  as  an  adjustment  to  the 
appropriate  indirect  expense  pool  in  the 
cost  accounting  period  in  which  the  dis¬ 
position  occurs.  However,  the  auditor 
should  be  aware  that,  in  such  circum¬ 
stances,  the  standard  limits  the  gain  to  be 
recognized  for  contract  costing  purposes 
to  the  difference  between  the  asset’s 
original  acquisition  cost  and  its  net  book 
value. 

(2)  Where  an  asset  is  exchanged  for  like 
property,  two  options  are  available  to  the 
contractor:  either  the  gain  or  loss  can  be 
recognized  as  discussed  above,  or  the 
depreciable  cost  base  of  the  new  asset 
may  be  adjusted  for  the  entire  gain  or 
loss. 

(3)  Where  an  asset  disposition  results 
from  an  involuntary  conversion  and  the 
asset  is  replaced  by  a  similar  asset,  the 
same  two  options  as  described  above  for 
exchanges  of  tike  property  are  available 
to  the  contractor. 

(4)  Where  assets  are  grouped,  gains  or 
losses  are  not  recognized.  Instead  they 
are  processed  through  the  accumulated 
depreciation  account. 

g.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  appropriate  recommendations 
as  outlined  in  8-302.7. 


8-409.2  Illustrations 

The  following  illustrations  are  intend¬ 
ed  to  supplement  those  in  paragraph 
409.60  of  the  standard.  They  are  to  be 
used  as  a  guide  in  determining  whether  a 
contractor’s  practices  comply  with  the 
standard. 

a.  Problem.  Based  on  a  sample  of  asset 
dispositions/withdrawals  for  the  last 
three  years,  the  contractor  now  estimates 
10  years  service  life  for  lathes.  The  rec¬ 
ords  in  the  sample  supporting  the  10-year 
life  classified  several  machines  as  “with¬ 
drawn  from  active  use’’  although  the 
machines  are  still  on  hand,  in  good 
working  condition,  and  physically  locat¬ 
ed  in  the  plant  machine  shop.  Neither  the 
property  records  nor  any  other  records 
reflected  any  change  in  the  assets  from 
active  to  inactive  status.  Records  reflect  a 
comparatively  low  usage  of  these  specific 
machines  for  the  past  year  due  to  a  slack 
period. 

Solution.  The  machines  should  not  be 
classified  as  “Withdrawn  from  active 
use”  unless  the  contractor  provides  ade¬ 
quate  documentation  substantiating  the 
change  in  status.  Machines  temporarily 
idled  for  lack  of  work  are  not  “withdrawn 
from  active  service.”  The  contractor’s 
written  policies  and  procedures  should 
define  (1)  the  conditions  under  which 
capital  assets  may  be  withdrawn  from 
active  use  and  (2)  the  property  records 
which  must  be  prepared  for  processing 
the  asset  from  active  to  inactive  status. 
The  records  should  clearly  support  that 
assets  “withdrawn  from  active  service” 
are  in  actuality  intended  only  for  standby 
or  incidental  use. 

b.  Problem.  Contractor  purchases  vari¬ 
ous  tangible  capital  assets  in  FY  19XX 
and  sells  them  seven  years  later.  Informa¬ 
tion  pertinent  to  the  acquisition  and  sale 
is  as  follows: 
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Capital 

Equipment 


Capitalized 

Acquisition  Current  Net 

Cost  Book  Value  Sales  Price 


Lathe 
Truck 
Fork  Lift 


$30,000  $10,000 

$  5,000  $  -0- 

$10,000  $  3,000 


$32,000 
$  100 
$  2,000 


Depreciation  expense  over  the  seven  years  was  allocated  to  manufacturing 
overhead. 

Solution.  The  contractor  will  allocate  ^ins  and  losses  to  manufacturing  overhead  in 
the  year  of  sale  as  follows: 

(Gain) 

Capital  or 

Equipment  Loss 


Lathe  ($20,000) 

Truck  ($  100) 

Fork  Lift  $  1,(XX) 

*  Gain  or  loss  is  the  difference  between  amount  realized  on  disposition  and  its 
undepreciated  balance  ($32,000  —  $I0,0(X)  =  $22,000);  however,  per  CAS 
409.S0(jKl)<  for  contract  costing  purposes,  the  gain  must  be  limited  to  the  difference 
between  the  original  acquisition  cost  of  the  asset  and  its  undepreciated  balance 
($30,000  -  $10,000  =  $20,000). 


c.  Problem.  The  capitalized  cost  of  a 
lathe  is  $50,000.  The  lathe  is  projected  to 
have  a  residual  value  of  $4,500  and  an 
estimated  service  life  of  10  years.  The 
contractor  utilizes  a  straight-line  depreci¬ 
ation  method. 

Solution.  Because  the  $4,500  residual 
value  is  less  than  10  percent  of  the 
capitalized  cost,  the  annual  depreciation 
chaiges  may  be  based  on  a  depreciable 
cost  base  of  $50,000.  However,  since 
CAS  409.5(Kh)  provides  that  no  deprecia¬ 
tion  costs  will  be  charged  which  would 
significantly  reduce  an  asset  below  its 
residual  value,  the  depreciation  cost  in 
the  tenth  year  should  be  reduced  to  $500, 
as  computed  below: 

Depreciable  cost  base  $30,000 

Accumulated  depreciation  9 
years  @  $3,000  per  year  $43,000 

lOth  year  (3  300  300 

43,300 


Net  book  value  at  end  of 
1 0th  year  (equals  residual 
value)  $  4.300 


8-410  Cost  Accounting  Standard  410  - 
Allocation  of  Business  Unit  General  and 
Administrative  Expenses  to  Final  Cost 
Objectives 

a.  This  standard  provides  criteria  for 
the  allocation  of  general  and  administra¬ 
tive  (G&A)  expenses  to  final  cost  objec¬ 
tives  and  furnishes  guidelines  for  the  type 
of  expense  that  should  be  included  in  the 
G&A  expense  pool.  It  also  establishes 
that  G&A  expense  shall  be  allocated  on  a 
cost  input  base  which  represents  total 
activity.  Contractors  presently  using  the 
sales  or  cost  of  sales  allocation  base  have 
the  option  of  changing  to  the  cost  input 
allocation  base  as  soon  as  they  become 
subject  to  the  standard  or  selecting  the 
special  transition  method  describe  in 
Appendix  A  of  the  standard.  Notably,  the 
special  transition  method  permits  the 
continued  use  of  the  sales  or  cost  of  sales 
base  to  cost  those  CAS-covered  contracts 
existing  on  the  date  the  contractor  is 
required  to  comply  with  this  standard. 
The  standard  will  increase  the  likelihood 
of  achieving  objectivity  in  the  allocation 
of  expenses  to  final  cost  objectives  and 
comparability  of  cost  data  among  con¬ 
tractors  in  similar  circumstances. 
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b.  The  standard  was  efTective  1  Octo¬ 
ber  1976  and  must  be  followed  in  the 
next  fiscal  year  after  receipt  of  a  CAS- 
covered  contract  to  which  the  standard  is 
applicable. 

c.  See  CAS  Working  Group  Papers  78- 
21  and  79-24  for  guidance  issued  by  the 
CAS  Working  Group  on  CAS  410. 

8-410.1  General 

a.  Business  Unit  G&A  Expense  Pool 

(1)  The  G&A  expenses  must  be 
grouped  in  a  separate  indirect  cost  [^1 
and  allocated  only  to  final  cost  objec¬ 
tives.  For  an  expense  to  be  classified  as 
G&A,  it  must  be  incurred  for  managing 
and  administering  the  whole  business 
unit.  Therefore,  those  management  ex¬ 
penses  that  can  be  more  directly  mea¬ 
sured  by  a  base  other  than  cost  input 
should  be  removed  from  the  G&A  ex¬ 
pense  pool.  For  example,  expenses  such 
as  program  management,  procurement, 
subcontract  administration,  G&A-type 
expenses  incurred  for  another  segment, 
etc.  should  not  be  identified  as  G&A 
expenses.  They  should  be  the  subject  of  a 
separate  distribution  in  reasonable  pro¬ 
portion  to  the  benefits  received.  How¬ 
ever,  immaterial  expenses  which  are  not 
G&A  may  be  included  in  the  G&A  ex¬ 
pense  pool.  The  G&A  expense  pool  may 
be  combined  with  other  expenses  allocat¬ 
ed  to  final  cost  objectives  if  (1)  the  base 
for  the  combined  pool  is  appropriate  for 
allocating  both  the  G&A  expense  pool 
and  the  other  expenses,  and  (2)  the 
individual  and  total  expenses  of  the  G&A 
expense  pool  can  be  identified  separately 
from  the  other  expenses. 

(2)  FAR  31.203(c)  requires  that  G&A 
expenses  be  allocated  to  final  cost  objec¬ 
tives  through  a  base  that  contains  unal¬ 
lowable  costs.  FAR  3 1 .203(c)  states  that 
“all  items  properly  includable  in  an  indi¬ 
rect  cost  base  should  bear  a  pro  rata  share 
of  indirect  costs  irrespective  of  their 
acceptance  as  Government  contract 
costs.”  The  CASH  has  also  recognized 
this  principle  in  the  prefatory  comments 
to  CAS  405  (last  paragraph  of  comment 
no.  4)  stating  “the  allowance  or  disallo¬ 
wance  of  these  costs  is  subject  to  the 
o^izant  agency’s  cost  principles."  In 
ASBCA  Case  No.  35895,  the  contractor 
challenged  the  Government’s  position 


that  a  portion  of  G&A  expense  allocated 
to  contracts  is  unallowable  in  the  same 
ratio  as  unallowable  base  costs  are  to 
total  base  costs  allocated  to  a  contract. 
The  issue  was  resolved  on  28  December 
1993  by  the  U.S.  Court  of  Appeals  for  the 
Federal  Circuit  (No.  93-1025).  The  Court 
upheld  the  Government  position,  stating 
that  FAR  31.203(c)  is  primarily  an  allow¬ 
ability  provision  which  does  not  conflict 
with  the  CAS  410  requirement  that  G&A 
be  allocated  only  to  final  cost  objectives. 

(3)  Selling  costs  may  be  accounted  for 
in  the  G&A  expense  pool  or  in  a  separate 
pool.  CAS  410  takes  a  permissive  posi¬ 
tion.  It  does  not  provide  guidelines  on 
how  selling  costs  should  be  allocated. 
When  an  analysis  of  selling  costs  dis¬ 
closes  that  a  significant  and  dispropor¬ 
tionate  amount  of  the  activity  relates  to 
sales,  CAS  410.40(d)  and  410.50(bKl) 
require  that  the  costs  be  removed  from 
the  G&A  pool  and  allocated  on  a  causal 
or  beneficial  relationship  to  business  unit 
cost  objectives.  When  the  inclusion  of 
selling  costs  in  the  G&A  pool  results  in  a 
disproportionate  allocation  to  the  gov¬ 
ernment,  a  noncompliance  report  should 
be  issued.  When  the  inclusion  of  selling 
costs  in  the  G&A  pool  results  in  a  dispro¬ 
portionate  allocation  which  benefits  the 
government  or  is  insignificant,  a  techni¬ 
cal  noncompliance  report  should  be  is¬ 
sued.  The  technical  noncompliance  re¬ 
port  should  recommend  that  the  ACO 
place  the  contractor  on  notice  that  the 
noncompliance  will  be  pursued  if,  in  the 
future,  the  noncompliant  practice  results 
in  significant  increased  costs  to  the  gov¬ 
ernment.  The  report  should  also  recom¬ 
mend  that  the  ACO  request  the  contrac¬ 
tor  to  annually  provide  data  demonstrat¬ 
ing  that  there  is  no  significant  or  detri¬ 
mental  impact  on  government  contracts 
as  a  result  of  the  noncompliant  practice. 
See  7-1304  and  7-1306  for  a  fuller  discus¬ 
sion  on  the  allocability  of  selling  costs. 

(4)  Home  office  expenses  allocated  to  a 
se^ent  may  or  may  not  be  included  in 
the  segment’s  G&A  expense  pool.  The 
standard  states  that  allocations  of  line 
management  expenses,  residual  expenses, 
and  directly  allocated  expenses  related  to 
managing  and  administering  the  receiv¬ 
ing  segments  are  to  be  included  in  the 
G&A  expense  pool.  Separate  allocations 
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of  home  office  centralized  service  func¬ 
tions,  staff  management  of  specific  activi¬ 
ties  of  segments,  and  significant  central 
payments  or  accruals  must  be  allocated  to 
the  benefiting  cost  objective.  However, 
when  there  is  no  discernible  causal  or 
beneficial  relationship  with  any  of  the 
cost  objectives,  these  expenses  may  be 
included  in  the  segment’s  G&A  expense 
pool.  When  separate  allocations  are  re¬ 
flected  in  home  office  cost  accounting, 
they  must  be  identified  in  the  cost  trans¬ 
fers  to  the  segments  under  CAS  403.  To 
support  that  home  office  expenses  were 
allocated  to  the  segment  in  compliance 
with  CAS  403,  the  contractor  must 
identify  the  allocation  base  and  compo¬ 
nents  of  the  expense  pool.  Segments  that 
perform  both  home  oflice  and  operating 
segment  functions  must  segrepte  the 
expenses  of  the  home  oflice  function. 
These  expenses  must  be  allocated  to  the 
benefiting  segments,  including  the  seg¬ 
ment  performing  the  home  oflice  func¬ 
tion.  G&A  expenses  incurred  by  a  seg¬ 
ment  for  another  segment  will  be  re¬ 
moved  from  the  incurring  segment’s 
G&A  expense  pool  and  transferred  to  the 
other  segment. 

(S)  Any  other  costs  which  do  not  satisfy 
the  definition  of  G&A  expenses  may  be 
included  in  the  G&A  expense  pool  if  they 
were  previously  a  part  of  G&A  and 
cannot  be  allocated  to  final  cost  objec¬ 
tives  on  a  beneficial  or  causal  relation¬ 
ship  best  measured  by  a  base  other  than  a 
cost  input  base. 

b.  Business  Unit  G&A  Allocation  Base 

( 1 )  The  standard  requires  that  the  cost 
input  base  used  to  allocate  the  G&A 
expense  pool  include  all  significant  ele¬ 
ments  of  that  cost  input  which  represent 
the  total  activity  of  the  business  unit.  The 
cost  input  base  selected  may  be  total  cost 
input,  value-added  cost  input,  or  single- 
element  cost  input.  Modified  bases  are 
not  permitted  unless  the  item  is  an  insig¬ 
nificant  element  of  the  selected  cost  input 
base  and  its  exclusion  does  not  invalidate 
the  chosen  base’s  rraresentation  of  total 
activity.  In  the  prefatory  comments  the 
term  “total  activity”  refers  to  the  produc¬ 
tion  of  goods  and  services  during  a  cost 
accounting  period.  What  is  being  pursued 
for  the  base  is  a  flow  of  costs  baring  a 
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reasonable  relationship  with  the  produc¬ 
tion  of  goods  and  services. 

(a)  While  the  standard  says  that,  “A 
total  cost  input  base  is  generally  accept¬ 
able  as  an  appropriate  measure  of  total 
activity  of  a  business  unit,”  two  other 
bases  may  be  used  when  they  best  repre¬ 
sent  “the  total  activity”  of  the  business 
unit.  The  selection  oi  the  best  base  in¬ 
volves  judgments  on  whether  inclusion  of 
certain  base  costs  cause  “distortions”  in 
allocating  G&A  to  some  contracts.  The 
sp^ific  circumstances  of  the  business 
unit  shall  be  considered  in  determining 
which  base  best  represents  total  activity. 
The  ASBCA,  in  essence,  ruled  that  there 
is  no  preferred  allocation  base  to  distrib¬ 
ute  G&A  expenses  other  than  the  one 
which  best  represents  total  activity  (Ford 
Aerospace  and  Communications  Corpo¬ 
ration,  Aeronutronic  Division,  ASBCA 
No.  23833).  The  following  are  some 
examples  where  the  value-added  or  sin¬ 
gle-element  base  may  be  appropriate: 

1.  Large  subcontracts  of  the  type  that 
clearly  contrast  with  arrangements  which 
require  close  supervision  and  participa¬ 
tion  on  the  part  of  the  prime  contractor, 
for  example,  drop  shipments.  These  sub¬ 
contracts  generally  do  not  bear  the  same 
relationship  to  G&A  as  other  cost  ele¬ 
ments.  The  existence  of  these  typ^  of 
contracts  as  a  stable  part  of  the  business 
may  be  evidence  that  total  cost  input  may 
not  be  an  appropriate  measure  of  total 
activity  as  it  may  cause  an  inequitable 
amount  of  G&A  to  be  allocated  to  the 
contract  with  the  large  subcontracts.  Con¬ 
sideration  should  be  given  to  changing  to 
a  value-added  base. 

2.  Large  amounts  of  government-fur¬ 
nished  material  on  some  contracts  with 
the  same  type  of  material  purchased  on 
other  contracts.  This  may  cause  an  ine¬ 
quitable  shifl  of  G&A  to  the  contract 
with  purchased  materials.  Consideration 
should  be  given  to  changing  to  a  value- 
added  base. 

3.  Contractors  whose  business  activity 
is  clearly  labor  intensive,  but  have  con¬ 
tracts  that  include  major  purchasing  and 
subcontracting  resiransibility  on  a  ‘^ss- 
through”  basis  which  causes  significant 
distortions  in  allocated  G&A.  Consider¬ 
ation  should  be  given  to  a  value-added  or 
single  element  base. 
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4.  When  a  contractor  has  demonstrated 
by  a  detailed  analysis  of  the  pool 
elements  to  individual  base  elements, 
that  a  certain  base  element  does  not  have 
si^ificant  causal  or  beneflcial  relation¬ 
ships  to  that  G&A  expense.  When  this  is 
found,  an  analysis  must  be  done  to 
decide  which  of  the  three  bases  best 
measures  total  activity  of  that  business 
unit.  There  may  not  exist  one  perfect 
base.  Purifying  the  G&A  expense  pool  is 
the  best  way  to  minimize  any  potential 
inequities  which  may  surface  in  imple¬ 
menting  a  cost  input  base  which  does  not 
perfectly  eliminate  distortions. 

(b)  Interdivisional  transfers  may  be 
excluded  from  the  receiving  division’s 
G&A  base  only  when  (1)  circumstances 
warrant  the  use  of  a  base  whose  constitu¬ 
ent  parts  do  not  include  material  such  as 
a  value-added  or  a  single-element  base,  or 
(2)  the  interdivisional  receipts  are  not 
si^iflcant.  Facilities  contracts  as  defined 
in  FAR  43.301  should  also  be  included  in 
the  total  cost  input  base  unless  the  provi¬ 
sions  of  CAS  410.50(j)  apply. 

(c)  The  costs  deducted  from  total  costs 
to  determine  the  value-added  base  should 
be  limited  to  direct  material  and  subcon¬ 
tract  costs.  FAR  1 5.804-6(bK2),  Table 
15-2  (notes  to  SF  1411),  under  the  head¬ 
ing  of  direct  material,  provides  an  au¬ 
thoritative  definition  of  subcontract  costs 
which  states,  “Include  parts,  compo¬ 
nents,  assemblies,  and  services  to  be 
produced  or  performed  by  other  than  you 
the  contractor  in  accordance  with  your 
designs,  specifications  or  directions  and 
applicable  only  to  the  prime  contract.”  In 
applying  this  definition  take  care  to  avoid 
inappropriate  inclusions  or  exclusions 
from  the  value-added  base  resulting  from 
broad  application  of  terminolo^  or  indi¬ 
vidual  contractor  account  classilications. 
For  example,  subcontract  labor  of  the 
“body  shop”  type  often  supplements  the 
normal  work  force  and  is  used  inter¬ 
changeably  with  the  regular  employees 
under  the  same  supervisors.  This  work 
does  not  fit  the  definition  of  services  to 
be  performed  by  other  than  the  contrac¬ 
tor.  Thus,  it  would  be  inappropriate  to 
deduct  these  amounts  from  the  total 
costs.  On  the  other  hand,  it  would  be 
appropriate  to  deduct  the  cost  of  subcon¬ 
tracts  for  items  such  as  interior  decora¬ 


tion  of  aircraft  even  though  a  contractor 
accounts  for  them  as  part  of  other  direct 
costs. 

(d)  The  criteria  for  use  of  a  single¬ 
element  cost  input  base  are  very  specific. 
A  single-element  cos.,  input  base  may  be 
used  when  a  contractor  can  demonstrate 
that  it  best  represents  the  total  activity  of 
a  business  unit  and  produces  equitable 
results.  Thus,  a  single-element  base,  such 
as  direct  labor  dollars,  may  be  used  when 
the  direct  labor  dollars  are  significant  and 
the  other  measures  of  activity  are  less 
significant  related  to  total  activity.  The 
contractor  should  periodically  analyze 
the  single-element  base  to  assure  that  it 
best  represents  total  activity  and  pro¬ 
duces  equitable  results.  When  other  mea¬ 
sures  of  activity  become  significant,  a 
single-element  base  may  not  produce 
equitable  results.  A  single-element  base  is 
inappropriate  when  it  is  an  insigniftcant 
part  of  the  total  cost  of  some  of  the  final 
cost  objectives. 

(2)  Initial  changes  from  one  type  of 
input  base  to  another  which  are  required 
to  comply  with  the  standard  would  be 
subject  to  equitable  adjustment.  For  ex¬ 
ample,  a  contractor  previously  used  a 
direct  labor  hour  base  for  allocating  G&A 
expense.  On  the  applicability  date  of  CAS 
410,  the  contractor  changes  its  G&A 
allocation  base  to  total  cost  input  because 
other  measures  of  activity  besides  direct 
labor  are  significant  in  relation  to  total 
activity.  Since  the  base  change  is  required 
in  order  to  comply  with  section 
410.S0(d),  the  contractor  is  entitled  to  an 
equitable  adjustment.  Once  a  G&A  base 
has  been  selected,  it  should  not  be 
changed  unless  the  underlying  business 
activity  changes.  When  a  base  change  is 
elected,  adequate  notice  must  be  given  to 
the  ACO. 

(3)  A  special  allocation  of  G&A  ex¬ 
penses  is  permitted  if  a  particular  con¬ 
tract  or  other  final  cost  objective  would 
receive  a  disproportionate  allocation  of 
G&A  expenses  by  using  the  cost  input 
base.  However,  the  allocation  from  the 
G&A  expense  hool  to  the  particular  con¬ 
tract  or  other  final  cost  objective  must  be 
commensurate  with  the  benefits  received. 
It  must  also  be  removed  from  the  existing 
G&A  expense  pool  and  allocation  base. 
The  CAS  410.50(j)  provision  is  applica- 
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ble  to  a  particular  final  cost  objective 
which  is  an  exception  to  the  contractor’s 
normal  operation,  rather  than  to  classes 
of  contracts  or  final  cost  objectives.  It 
appears  that  the  intent  is  to  use  the 
special  allocation  provision  in  exception¬ 
al  cases  to  resolve  situations  where  equi¬ 
table  allocation  cannot  be  achieved  by 
normal  methods.  The  use  of  a  special 
allocation  to  a  particular  contract  or 
other  final  cost  objective  is  the  only 
alternative  to  the  uniform  allocation  re¬ 
quirements  of  the  standard.  The  standard 
does  not  permit  the  use  of  an  abated  or 
reduced  rate  for  certain  costs  (e.g.,  a 
lesser  rate  for  subcontract  costs).  Before 
approving  a  special  allocation,  the  G&A 
expense  pool  should  be  carefully  re¬ 
viewed  to  purify  it  of  any  expenses  which 
may  be  allocated  to  cost  objectives  more 
directly  than  by  a  cost  input  base.  When  a 
special  allocation  under  CAS  4i0.S0(j)  is 
used,  it  must  be  described  in  the  contrac¬ 
tor’s  Disclosure  Statement.  Otherwise, 
the  contractor  would  be  in  noncompli¬ 
ance  for  failure  to  follow  its  disclosed 
practices.  The  description  should  identify 
not  only  the  special  allocation  but  also 
the  circumstances  which  required  it. 

(4)  The  standard  provides  that  work  on 
stock  or  product  inventory  items  repre¬ 
sents  part  of  the  productive  activity  of 
the  business  unit  for  a  cost  accounting 
period,  and  therefore  should  receive  an 
allocation  of  G&A  expense.  The  costs  of 
such  items  must  be  included  in  the  G&A 
allocation  base  for  the  period  in  which 
the  items  are  produced  or  worked  on 
rather  than  the  period  in  which  they  are 
issued  to  final  cost  objectives.  The  cost 
must  be  included  only  once  in  computing 
the  allocation  base  and  rate.  The  time 
these  items  are  issued  from  inventory  to 
final  cost  objective  is  irrelevant  for  com¬ 
puting  the  G&A  base  and  for  calculating 
the  G&A  expense  rate. 

(a)  Where  it  was  the  previous  practice 
of  the  business  unit  to  include  G&A 
expense  as  part  of  the  product  inventory, 
the  cost  of  all  units  produced  in  a  perit^ 
should  include  the  G&A  exiwnses  of  the 
cost  accounting  period  in  which  the  items 
are  produced,  including  those  remaining 
in  inventory  at  the  end  of  the  year.  Since 
G&A  has  already  been  applied  to  items  in 
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inventory,  no  additional  G&A  will  be 
applied  when  those  items  are  issued. 

(b)  If  the  previous  practice  was  not  to 
include  G&A  expense  as  part  of  the  cost 
of  product  inventory,  the  business  unit 
must  consistently  use  one  of  two  methods 
to  cost  G&A  expenses  to  the  cost  of 
product  inventory.  The  first  method  per¬ 
mits  the  business  unit  to  allocate  G&A  to 
the  costs  of  items  produced  for  stock, 
including  those  remaining  in  inventory  at 
the  end  of  the  period,  using  the  G&A  rate 
of  the  period  the  items  were  worked  on. 
This  is  the  same  method  as  allowed  for 
business  units  that  costed  G&A  expense 
as  part  of  the  costs  of  product  inventory. 
The  second  method  permits  a  business 
unit  to  allocate  G&A  to  such  costs  using 
the  rate  of  the  period  the  items  were 
issued.  For  example,  if  a  business  unit 
produces  100  items  for  stock  and  issues 
SO  items  in  period  1  and  50  items  in 
period  2,  the  cost  of  100  items  produced 
would  be  included  in  the  allocation  base 
of  period  1.  No  costs  for  these  items 
would  be  included  in  the  allocation  base 
of  period  2.  However,  for  purposes  of 
allocating  G&A  expense  to  the  inventory, 
the  G&A  rate  of  period  1  would  be 
applied  to  the  SO  items  issued  in  that 
period,  and  the  G&A  rate  of  period  2 
would  be  applied  to  the  SO  items  issued 
during  that  period.  The  CASB  believed 
that  the  differences  in  the  G&A  rates 
applied  to  the  final  cost  objectives  by 
using  the  G&A  rate  of  the  year  the  items 
are  issued  rather  than  produced  will  not 
be  material. 

(c)  The  auditor  should  note  that  the 
standard  only  covers  the  treatment  of 
items  produced  for  stock  after  the  appli¬ 
cability  date.  It  does  not  cover  the  treat¬ 
ment  of  items  held  in  inventory  on  the 
first  date  the  contractor  must  apply  the 
standard.  Therefore,  items  produced  for 
stock  and  included  in  inventory  on  the 
date  the  standard  becomes  applicable 
should  be  included  in  the  G&A  allocation 
base  of  the  period  in  which  the  items  are 
assigned  to  final  cost  objectives. 

(S)  Questions  have  been  raised  as  to 
the  relationship  between  CAS  410  and 
the  methods  used  by  contractors  with 
parts  cost  accounting  systems  to  transfer 
Work-in-Process  (WIP)  to  cost  of  sales. 
CAS  410  addresses  the  application  of 
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G&A  expense  to  WIP  cost  input  but  does 
not  prescribe  the  cost  methods  for  reliev¬ 
ing  WIP  and  charging  cost  of  sales.  To 
comply  with  CAS  410,  a  contractor  with 
a  parts  cost  accounting  system  must 
compute  a  fiscal  year  cost  input  G&A 
expense  rate  to  allocate  G&A  expenses  to 
WIP  cost  input.  However,  the  contractor 
may  use  any  inventory  valuation  method 
recognized  under  generally  accepted  ac¬ 
counting  principles,  such  as  FIFO  or 
average,  to  transfer  costs  including  G&A 
expense  from  WIP  to  cost  of  sales. 

c.  If  noncompliances  are  found  regard¬ 
ing  either  the  G&A  expense  pool  or  the 
allocation  base,  the  auditor  should  ascer¬ 
tain  their  significance  and  make  appro¬ 
priate  recommendations  as  outlined  in  8- 
302.7. 

8-410.2  Illustrations 

The  following  illustrations  supplement 
those  in  paragraph  410.60  of  the  stan¬ 
dard.  They  are  to  be  used  as  a  guide  in 
determining  whether  a  contractor’s  prac¬ 
tices  comply  with  the  standard. 

a.  Problem.  Division  X  excludes  from 
its  total  cost  input  base,  the  cost  of 
intercompany  transfers  from  Division  Y. 

Solution.  The  intent  of  the  standard  is 
that  all  actions  which  represent  the  total 
productive  activity  of  the  segment  should 
be  included  in  total  cost  input.  The  costs 
of  the  intercompany  transfers  should, 
therefore,  be  included  in  the  total  cost 
input  base  used  to  allocate  G&A  ex¬ 
penses.  Division  X’s  exclusion  of  the 
intracompany  transfers  from  the  base 
does  not  comply  with  the  standard. 

b.  Problem.  Division  X  uses  a  total 
cost  input  base.  In  making  its  product 
there  is  extensive  amount  of  costs  for 
ODC,  material,  subcontracts,  consul¬ 
tants,  and  special  tooling.  As  these  costs 
are  ail  represented  in  approximate  pro¬ 
portions  on  all  of  Division  X’s  contracts, 
total  cost  input  has  been  considered  the 
best  measure  of  the  division’s  total  busi¬ 
ness  activity.  The  contractor  is  now  con¬ 
templating  entering  a  ne\ .  business  area. 
New  contracts  are  planned  to  be  bid  in 
1988  and  may  have  up  to  60  percent  of 
their  value  in  subcontracting  of  the  type 
that  clearly  contrasts  with  arrangements 
which  require  close  supervision  and  par¬ 
ticipation  on  the  part  of  the  prime  con¬ 


tractor,  for  example,  drop  shipments. 
Because  of  the  dollar  value  of  these 
contracts  ($50  million)  and  anticipated 
follow-on  effort  compared  to  Division 
X’s  normal  contracts  ($  1 50  million),  the 
G&A  allocated  to  the  new  contracts  on  a 
total  cost  input  base  would  far  exceed  the 
beneficial  relationships  to  these  con¬ 
tracts.  Division  X  notifies  the  ACO  and 
the  auditor  at  the  beginning  of  1 987  that 
they  intend  to  change  their  base  to  value- 
added.  They  subsequently  change  their 
Disclosure  Statement  to  show  the  pro¬ 
spective  G&A  allocation  base. 

Solution.  Division  X’s  criteria  for  base 
selection  complies  with  that  contained  in 
CAS  410,  and  the  choice  of  the  value- 
added  base  complies  with  the  standard. 
However,  this  example  is  only  hypotheti¬ 
cal.  Auditors  must  exercise  professional 
judgment  in  assessing  each  situation  indi¬ 
vidually.  No  two  circumstances  are  the 
same. 

c.  Problem.  Contractor  Z  has  a  number 
of  contracts  with  large  amounts  of  sub¬ 
contract  costs.  The  contractor  does  not 
believe  that  the  use  of  the  regular  G&A 
rate  for  the  subcontract  costs  is  equitable 
because  the  subcontracts  do  not  benefit 
from  all  of  the  G&A  pool  costs  in  the 
same  relationship  as  the  other  base  costs. 
It  is  therefore  proposing  a  reduced  G&A 
rate  for  the  subcontract  costs. 

Solution.  The  contractor’s  proposal  of 
a  reduced  G&A  rate  for  the  subcontract 
costs  is  in  noncompliance  with  the  stan¬ 
dard.  The  only  alternative  to  the  uniform 
allocation  requirements  of  the  standard  is 
the  special  allocation  procedures  which 
pertain  to  particular  contracts  or  other 
final  cost  objectives.  Special  allocations 
to  classes  of  contracts  or  to  specific  cost 
elements  or  types  of  expenses  are  not 
permitted  by  the  standard. 

8-411  Cost  Accounting  Standard  411 
—  Accounting  for  Acquisition  Costs 
of  Mateiial 

a.  This  standard  provides  criteria  for 
the  accounting  of  acquisition  costs  of 
material,  provides  guidance  on  using 
inventory  costing  methods,  and  improves 
the  measurement  and  assignment  of  costs 
to  cost  objectives. 
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b.  This  standard  does  not  cover  ac¬ 
counting  for  the  acquisition  costs  of 
tangible  capital  assets  nor  accountability 
for  government-furnished  materials. 

c.  The  standard  was  effective  1  January 
1 976,  and  must  be  applied  to  all  materi¬ 
als  purchased  or  produced  in  the  next 
fiscal  year  after  receipt  of  the  CAS-cov- 
ered  contract  to  which  the  standard  is 
applicable. 

8-411.1  General 

a.  The  standard  requires  contractors  to 
accumulate  the  cost  of  material  and  allo¬ 
cate  it  to  cost  objectives  according  to 
written  statements  of  accounting  policies 
and  practices. 

b.  The  end  use  of  a  category  of  material 
must  be  identified  at  the  time  of  purchase 
or  production  if  the  cost  is  to  be  allocated 
directly  to  a  cost  objective.  A  category  of 
material  may  be  allocated  directly  even 
though  the  company  maintains  an  inven- 
toiy  of  this  material,  as  long  as  the  cost 
objective  was  specifically  identified  and 
the  cost  allocated  at  the  time  of  purchase 
or  production.  Thus,  units  of  a  category 
of  material  could  be  allocated  at  different 
costs  to  the  same  cost  objective,  that  is  by 
direct  allocation  and  issuance  from  in¬ 
ventory.  The  auditor  should  assure  that 
the  contractor’s  written  statements  of 
accounting  policies  and  practices  for  ac¬ 
cumulating  and  allocating  costs  of  mate¬ 
rials  clearly  set  out  (1)  the  specific  condi¬ 
tions  under  which  these  costs  may  be 
directly  allocated  to  cost  objectives  and 

(2)  the  invento^  costing  method  to  be 
used  for  allocating  material  costs  issued 

I  from  inventory.  During  regular  audits  of 
material,  following  the  procedures  in  5- 
710.1,  these  written  statements  will  en¬ 
able  the  auditor  to  determine  that  the 
contractor’s  practices  comply  with  the 
standard  and  that  deviations  from  the 
standard  (which  may  arise  as  a  result  of 
contractor  actions)  are  reirarted. 

c.  Materials  used  solely  in  performing 
indirect  functions  or  which  are  not  a 
significant  element  of  production  cost 
may  be  allocated  to  an  indirect  cost  pool. 
However,  when  the  ending  inventory 
significantly  exceeds  the  beginning  inven¬ 
tory  of  such  material  in  an  indirect  cost 
pool  in  relating  to  the  total  cost  included 
in  the  indirect  cost  pool,  the  pool  should 


be  credited  for  the  unused  portion  and  an 
asset  account  established  for  a  like 
amount.  The  standard  does  not  require 
the  contractor  to  take  a  physical  count  of 
the  ending  inventories  for  these  indirect 
materials.  However,  in  the  absence  of  a 
physical  inventory,  the  auditor  should 
make  certain  that  a  reasonable  method 
for  estimating  the  cost  of  unconsumed 
indirect  materials  at  year  end  has  been 
used. 

d.  All  materials,  except  those  directly 
allocated  to  final  cost  objectives  (CAS 
411.4()(b))  and  those  allocated  to  an 
indirect  cost  pool  (CAS  41 1.40(c)),  must 
be  accounted  for  in  material  inventory 
records.  “Material  inventory  record” 
means  any  record  for  accumulating  the 
cost  of  material  for  issue  to  one  or  more 
cost  objectives.  Such  records  need  not  be 
general  or  subsidiary  ledger  accounts  but 
may  be  card  files,  computer  data,  bin 
tags,  or  any  other  such  informal  record. 
The  written  statement  of  accounting  poli¬ 
cies  and  practices  should  describe  a  mate¬ 
rial  inventory  record  and  explain  how  it 
is  used. 

e.  When  issuing  material  from  a  com¬ 
pany-owned  inventory,  any  of  the  follow¬ 
ing  inventory  costing  methods  are  accept¬ 
able,  provided  the  same  costing  method 
is  consistently  used  for  similar  categories 
of  material  within  the  same  business  unit: 

( 1 )  The  first-in,  first-out  (FIFO)  meth¬ 
od. 

(2)  The  moving  average  cost  method. 

(3)  The  weighted  average  cost  method. 

(4)  The  standard  cost  method. 

(5)  The  last-in,  first-out  (LIFO)  meth¬ 
od. 

f.  Material  cost  is  the  acquisition  cost 
of  a  category  of  material.  The  purchase 
price  must  1»  adjusted  by  extra  charges 
incurred  or  discounts  and  credits  earned. 
These  adjustments  must  be  charged  or 
credited  to  the  same  cost  objective  as  the 
material  price;  when  this  is  not  practical, 
charges  or  credits  may  be  included  in  an 
appropriate  indirect  cost  pool,  provided 
this  practice  is  consistent. 

g.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  the  appropriate  recommenda¬ 
tions  as  outlined  in  8-302.7. 
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8-411.2  Illustrations 

The  following  illustration  is  intended 
to  supplement  those  in  paragraph  41 1.60 
of  the  standard.  It  should  assist  as  a  guide 
in  determining  whether  a  contractor’s 
practices  comply  with  the  standard. 

Problem.  A  contractor’s  written  state¬ 
ments  of  accounting  policies  and  prac¬ 
tices  provide  that  the  cost  of  a  category  of 
material  used  solely  in  performing  an 
indirect  function  will  be  allocated  to  an 
indirect  cost  pool  when  the  material  is 
received.  The  contractor  does  not  esti¬ 
mate  the  cost  of  unconsumed  indirect 
materials  at  year  end,  nor  does  it  com¬ 
pare  this  ending  inventory  cost  with  the 
cost  of  the  beginning  inventory  of  indi¬ 
rect  materials  to  determine  if  the  excess 
is  significant  in  relation  to  the  total  cost 
included  in  the  indirect  cost  pool.  All 
costs  of  indirect  material  allocated  to  the 
indirect  cost  pool  during  the  cost  ac¬ 
counting  period  remain  m  the  indirect 
cost  pool  at  year  end. 

Solution.  The  practice  does  not  comply 
with  CAS  41  l.4^c).  The  contractor  most 
determine  the  si^ificance  of  the  excess 
of  the  ending  inventory  over  the  begin¬ 
ning  inventory  of  such  materials  in  rela¬ 
tion  to  the  total  cost  included  in  the 
indirect  cost  pool.  If  significant,  the  indi¬ 
rect  expense  pool  must  be  credited  and 
an  asset  account  established  in  a  corre¬ 
sponding  amount. 

8-412  Cost  Accounting  Standard  412 
—  Composition  and  Measurement  of 
Pension  Costs 

a.  This  standard  establishes  the  compo¬ 
sition  of  pension  costs,  the  basis  of  mea¬ 
surement,  and  the  criteria  for  assigning 
pension  costs  to  cost  accounting  periods. 
CAS  413  addresses  the  accounting  treat¬ 
ment  of  actuarial  gains  and  losses  and  the 
allocation  of  pension  costs  to  segments  of 
an  oreanization. 

b.  The  standard  is  basically  compatible 
with  the  Employee  Retirement  Income 
Security  Act  of  1974  (ERISA),  although 
some  of  its  provisions  may  be  more 
restrictive  than  ERISA  funding  require¬ 
ments.  The  fundamental  objectives  of 
CAS  412  differ  from  the  objectives  of 
ERISA.  ERISA  is  primarily  a  funding 
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law;  it  is  designed  to  ensure  financial 
integrity  of  pension  plans  through  mini¬ 
mum  funding  standards.  CAS  412  was 
promulgated  to  ensure  that  pension  costs 
are  properly  measured  and  allocated  to 
cost  objectives. 

c.  The  standard  was  effective  1  January 
1976  and  must  be  followed  in  the  next 
fiscal  year  after  receiving  a  CAS-covered 
contract  to  which  the  standard  is  applica¬ 
ble. 

d.  FAR  31.205-60X2)  makes  CAS  412 
applicable  to  all  contracts,  even  contracts 
which  are  not  CAS-covered  or  subject 
only  to  modified  CAS-coverage.  Auditors 
should  ensure  that  proposed  or  claimed 
pension  costs,  where  significant,  are  in 
compliance  with  the  provisions  of  CAS 
412. 

8-412.1  General 

a.  The  CASB  defined  a  pension  plan  as 
a  deferred  compensation  plan,  estab¬ 
lished  and  maintained  by  one  or  more 
employers,  to  provide  for  systematic  pay¬ 
ment  of  benefits  for  life  (or  life  at  the 
option  of  the  employees)  to  participants 
after  their  retirement.  There  are  basically 
two  kinds  of  pension  plans:  defined  con¬ 
tribution  plans  and  defined  benefit  plans. 
A  defined  contribution  plan  provides 
benefits  to  retirees  according  to.  the 
amount  of  the  fixed  contribution  to  be 
made  by  a  contractor.  The  standard  pro¬ 
vides  that  the  following  types  of  plans 
shall  be  treated  as  defined  contribution 
plans:  (1)  plans  which  are  funded  through 
permanent  insurance  or  annuity  con¬ 
tracts,  (2)  multi-employer  plans  estab¬ 
lished  under  collective  bargaining  agre^ 
ments,  and  (3)  state  pension  plans  appli¬ 
cable  to  colleges  or  universities.  In  a 
defined  benefit  plan,  the  contributions  to 
be  made  by  the  contractor  are  calculated 
actuarially  to  provide  preestablished  ben¬ 
efits.  The  cost  of  benefits  under  a  pay-as- 
you-go  plan  must  be  measured  in  the 
same  manner  as  the  costs  under  a  defined 
benefit  plan.  The  auditor’s  compliance 
review  should  identify  the  types  of  all 
pensions  plans  in  effect  at  the  contractor 
locations. 

b.  Under  the  defined  contribution 
plan,  the  pension  cost  of  a  cost  account¬ 
ing  period  is  the  net  contribution  re¬ 
quired  to  be  made,  after  adjustment  for 
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dividends  and  other  credits.  For  a  de¬ 
fined  benefit  plan  the  pension  cost  for  a 
period  may  consist  of  four  elements: 

(1)  Normal  cost  (annual  cost  attribut¬ 
able  to  years  after  a  particular  valuation 
date). 

(2)  Amortization  of  the  unfunded  actu¬ 
arial  liability  (excess  of  the  actuarial 
liability  over  the  value  of  the  pension 
fund  assets). 

(3)  Interest  equivalent  on  the  unfunded 
actuarial  liability  and  actuarial  gains  or 
losses  being  amortized. 

(4)  Adjustment  for  actuarial  gains  and 
losses  (differences  between  forecasted  as¬ 
sumptions  and  actual  experience). 

c.  The  unfunded  actuarial  liability,  if 
identified  in  the  accounting  records,  will 
be  amortized  in  equal  installments  over  a 
period  of  not  less  than  10  and  not  more 
than  30  years  (40  years  if  the  plan 
predates  1  January  1974).  If  amortization 
has  begun  before  the  applicability  date  of 
the  standard,  the  amortization  period 
need  not  be  changed.  An  interest  equiva¬ 
lent  on  the  unpaid  balance  of  the  liability 
must  be  included  with  each  installment. 
Contractors  must  establish  a  policy  for 
amortizing  unfunded  actuarial  liabilities. 
When  selecting  the  specific  amortization 
period  with  the  above  limits,  the  contrac¬ 
tor’s  amortization  policy  may  give  con¬ 
sideration  to  the  size  and  nature  of  the 
unfunded  actuarial  liability  as  a  compo¬ 
nent  of  pensions  costs.  The  amortization 
policy,  once  established,  must  be  consis¬ 
tently  followed. 

d.  During  the  compliance  review,  the 
auditor  should  determine  that  these  re¬ 
quirements  are  compatible  with  the  block 
checked  on  item  7. 1 .6-“Amortization  of 
the  Past  Service  Costs”  of  the  contrac¬ 
tor’s  Disclosure  Statement.  Item  7.1.6 
should  be  reviewed  to  determine  that  any 
changes  in  amortization  periods  which 
are  required  by  the  standard  are  properly 
reflected  in  the  Disclosure  Statement. 
CAS  412.S(KaX3)  requires  a  contractor  to 
establish  and  consistently  follow  a  policy 
for  selecting  specific  amortization  peri¬ 
ods  for  unfunded  actuarial  liabilities. 

e.  Pension  costs  applicable  to  prior 
periods  which  were  specifically  unallowa¬ 
ble  under  then-existing  contractual  provi¬ 
sions  should  be  separately  identified  and 
excluded  from  an  amortization  of  un- 
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funded  liability  or  from  future  normal 
costs  if  the  unfunded  liability  is  not 
identified.  Also  excludable  from  pension 
costs  are  excise  taxes  and  interest  costs 
incurred  as  a  result  of  inadequate  or 
delayed  funding. 

f.  Actuarial  methods  used  by  contrac¬ 
tors  include  the  accrued  benefit  cost 
method  and  five  principal  projected  ben¬ 
efit  cost  methods:  entry  age  normal, 
attained  age  normal,  individual  level  pre¬ 
mium,  frozen  initial  liability,  and  aggre¬ 
gate.  A  major  difference  between  meth¬ 
ods  is  that,  under  the  accrued  benefit  cost 
method,  costs  are  based  on  units  of  future 
benefits  which  have  been  accrued  to 
employees  to  the  present  date;  whereas, 
under  the  various  projected  benefit  meth¬ 
ods,  costs  are  based  on  benefits  which 
will  accrue  over  the  entire  expected  peri¬ 
od  of  credited  service  of  the  individuals 
involved.  Projected  benefit  cost  methods 
are  subdivided  into  individual  and  aggre¬ 
gate  methods.  An  individual  benefit 
method  develops  an  annual  cost  accrual 
based  on  a  summation  of  the  amounts 
computed  for  each  plan  participant.  The 
aggregate  cost  method,  however,  devel¬ 
ops  an  annual  cost  based  on  averages  of 
accruals  for  all  participants.  The  standard 
does  not  require  the  use  of  a  specific 
actuarial  cost  method;  however,  the 
method  selected  by  the  contractor  must 
provide  for  separate  measurement  of  the 
pension  cost  elements  listed  in  paragraph 
b.  above.  The  cost  elements  are  identified 
under  the  accrued  benefit  method  and 
some  of  the  projected  benefit  cost  meth¬ 
ods.  They  are  not  identified  under  certain 
methods,  which  neither  disclose  actuarial 
gains  and  losses  nor  develop  the  amount 
of  unfunded  liability.  If  the  projected 
benefit  cost  method  used  does  not  sepa¬ 
rately  measure  the  cost  elements,  FASB 
No.  87,  Employers  Accounting  for  Pen¬ 
sions,  does  not  permit  its  use  for  financial 
accounting  purposes  and  it  would  not  be 
acceptable  under  CAS  412.S0(bX2Xi)- 
The  effective  dates  for  FASB  No.  87  are 
(i)  fiscal  years  beginning  after  1 5  Decem¬ 
ber  1986  for  most  contractors,  or  (ii) 
fiscal  years  be^nning  after  1 S  December 
1988  for  certain  foreign  concerns  and  for 
defined  benefit  plans  of  employers  that 
are  nonpublic,  enterprises  and  sponsor 
no  defined  benefit  plans  with  more  than 
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100  participants.  Until  the  contractor 
with  plans  that  do  not  separately  identify 
the  cost  elements  is  required  to  change  its 
accounting  practice  to  comply  with  FASB 
No.  87,  the  method  will  be  considered 
acceptable  only  if: 

(1)  The  method  is  used  for  financial 
accounting. 

(2)  An  alternative  computation  is  made 
(under  a  projected  benefit  cost  method  - 
i.e.,  entry  age  normal  -  which  separately 
identifies  normal  costs,  unfunded  actuar¬ 
ial  liabilities,  and  actuarial  gains  and 
losses)  to  disclose  the  funding  status  of 
the  plan  and  pension  costs  assigned  to  the 
cost  accounting  period  are  reduced  by 
any  excess  funding.  The  plan  is  excessive¬ 
ly  funded  if  the  value  of  the  pension  fund 
assets  exceed  the  actuarial  liability. 

(3)  Supplementary  records  are  main¬ 
tained  to  identify  actuarial  gains  and 
losses  and  show  their  disposition. 

(4)  The  cost  of  future  benefits  is  spread 
over  the  remaining  average  working  lives 
of  the  work  force. 

g.  The  auditor’s  compliance  review 
should  identify  the  actuarial  method  used 
by  the  contractor  for  each  plan  in  effect. 
The  auditor  should  review  actuarial  re¬ 
ports  and  statements,  as  well  as  account¬ 
ing  records.  If  projected  benefit  methods 
are  used  which  do  not  separately  identify 
the  pension  cost  elements,  the  auditor 
should  review  the  contractor’s  proposed 
procedure  for  developing  the  supplemen¬ 
tary  records  and  the  computations  made 
thereunder,  until  the  contractor  is  re¬ 
quired  to  comply  with  FASB  No.  87.  (See 

h.  above.)  Indications  that  the  contractor 
may  not  be  able  to  develop  the  supple¬ 
mentary  data  on  a  timely  basis  should  be 
promptly  reported  to  the  AGO.  If  the 
contractor  has  previously  filed  a  Disclo¬ 
sure  Statement,  the  auditor  should  deter¬ 
mine  that  the  block  checked  for  items 
7. 1 .3-“ Actuarial  Cost  Methods”  complies 
with  the  provisions  of  the  standard. 
Blocks  “B”  through  “G”  of  item  7.1.3 
represent  variants  of  projected  cost  meth¬ 
ods  which  will  trigger  the  visibility  re¬ 
quirements  in  CAS  412.50(b)  of  the  stan¬ 
dard.  If  response  “B-Aggregate,”  “C-At- 
tained”  Age-Initial  Liability  Frozen,”  ‘‘E- 
Entry  Ag;e-Initial  Liability  Frozen,”  or 
“G-Individual  Level  Premium”  are 
checked,  the  alternative  computation  and 


supplementary  information  requirements 
of  CAS  412.50(bK2)  will  be  applicable. 
The  Individual  Level  Premium  method 
referred  to  in  this  paragraph  is  the  meth¬ 
od  without  separate  identification  of  a 
supplemental  liability.  The  auditor 
should  determine  what  accounting  prac¬ 
tice  changes  the  contractor  will  make  to 
comply  with  FASB  No.  87. 

h.  The  normal  costs  computed  under 
the  accrued  benefits  cost  method  are  the 
present  value  of  future  benefits  earned  by 
employees  during  the  year.  The  projected 
benefits  cost  methods  shall  base  normal 
costs  on  a  percentage  of  payroll  where  the 
benefits  are  a  function  of  salaries  and 
wages;  otherwise,  normal  costs  shall  be 
based  on  employee  service  or  headcount. 

i.  While  tension  costs  must  be  based 
on  the  provisions  of  existing  plans,  con¬ 
tractors  may  consider  (1)  salary  projec¬ 
tions  for  plans  whose  benefits  are  based 
on  salaries  and  wages  and  (2)  improved 
benefit  projections  for  plans  specifically 
providing  for  such  improvements. 

j.  Actuarial  assumptions  are  related  to 
(1)  interest  or  return  on  funds  invested 
and  (2)  other  projected  factors  such  as 
future  compensation  levels,  inflation, 
mortality,  retirement  age,  turnover,  and 
projected  social  security  benefits.  Each 
actuarial  assumption  used  by  the  contrac¬ 
tor  in  calculating  pension  costs  must  be 
identified  separately.  The  assumptions 
should  represent  the  contractor’s  estimat¬ 
ed  future  experience  based  on  long-term 
trends  to  avoid  short-term  fluctuations. 
The  validity  or  the  reasonableness  of  the 
actuarial  assumptions  can  be  measured  in 
the  a^egate  of  gains  and  losses  rather 
than  a  separate  gain  or  loss  analysis 
for  each  assumption.  However,  if  the 
assumptions  prove  to  be  unreasonable  in 
total;  that  is,  the  total  gain  or  loss  is 
significant,  the  contractor  must  be  able  to 
identify  the  major  causes  and  |ive  rea¬ 
sons  for  either  retaining  or  revising  the 
assumptions.  If  the  actuarial  assumptions 
are  revised,  any  resulting  increase  or 
decrease  in  the  unfunded  actuarial  liabili¬ 
ty  will  be  amortized  over  not  less  than  10 
or  more  than  30  years.  Support  for  each 
actuarial  assumption  used  by  the  contrac¬ 
tor  should  be  critically  examined  by  the 
auditor.  The  compliance  review  should 
include  steps  to  identify  and  evaluate  the 
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reasonableness  of  the  assumptions  and  to 
monitor  actuarial  gains  and  losses  to 
assure  that  the  assumptions  remain  valid. 

k.  Pension  costs  computed  for  a  cost 
accounting  period  are  assignable  to  that 
period  only,  except  when  a  payment 
deferral  has  been  granted  under  the  pro¬ 
visions  of  ERISA.  ERISA  permits  a  con¬ 
tractor  which  has  received  a  funding 
deficiency  waiver  for  a  particular  year  to 
amortize  related  pension  costs  over  the 
immediately  succeeding  15  years.  Pen¬ 
sion  costs  deferred  to  future  periods 
under  this  provision  must  be  assigned  to 
the  periods  in  which  the  funding  actually 
takes  place.  However,  in  accordance  with 
the  first  sentence  of  FAR  31.205- 
6(j)(3Kiii)  and  CAS  412.50(a)(7),  the  in¬ 
terest  equivalent  on  the  unfunded  actuar¬ 
ial  liability  which  results  from  this  de¬ 
layed  funding  would  be  unallowable. 

l.  Except  for  pay-as-you-go  plans,  the 
cost  assignable  to  a  period  is  allocable  to 
cost  objectives  of  that  period  if  (1)  costs 
are  funded  in  the  period  or  (2)  funding 
can  be  compelled.  Costs  will  be  consid¬ 
ered  funded  for  a  period  if  payment  is 
made  by  the  Federal  income  tax  return 
due  date,  including  any  extension.  Fund¬ 
ing  provisions  in  ERISA,  contractual 
funding  agreements,  or  existence  of  third- 
party  rights  to  required  funding  would 
constitute  evidence  that  funding  can  be 
compelled.  Excess  funding  is  considered 
applicable  to  future  periods. 

m.  Pay-as-you-go  plans  are  different 
from  trusteed  or  insured  plans  in  that 
they  are  not  funded.  Therefore,  the  cost 
of  benefits  under  a  pay-as-you-go  plan 
shall  be  measured  the  same  as  costs  of 
defined  benefit  plans  whose  benefits  are 
funded.  Costs  assignable  to  a  period 
under  a  pay-as-you-go  plan  are  allocable 
to  the  cost  objectives  of  the  period  only  if 
the  payment  of  benefits  is  made  in  that 
period  or  can  be  compelled.  If  payment  is 
optional  with  the  contractor,  costs  alloca¬ 
ble  to  cost  objectives  of  the  period  are  the 
lesser  of  the  amount  of  benefits  actually 
paid  to  beneficiaries  in  that  period  or  the 
amount  computed  as  assignable  to  that 
period. 

n.  FAR  has  retained  the  requirement 
that  pension  contributions  be  funded  in 
order  to  be  allowable.  Therefore,  even 
though  the  standard  provides  criteria  for 


measurement  and  assignment  of  pension 
costs,  the  auditor  will  continue  to  estab¬ 
lish  the  allowability  of  pension  costs  in 
accordance  with  FAR  requirements. 

o.  In  accordance  with  FAR  52.230-5,  a 
contractor  is  required  to  describe  to  the 
ACO  the  kind  of  changes  made  because 
of  the  new  standard.  The  description 
should  be  submitted  60  days  after  the 
award  of  a  contract  to  which  the  standard 
is  applicable.  This  should  be  done  wheth¬ 
er  or  not  the  contractor  has  filed  a 
Disclosure  Statement.  If  it  appears  that 
accounting  changes  will  be  required  as  a 
result  of  CAS  412,  and  the  contractor  has 
not  submitted  the  description  on  time, 
the  auditor  should  advise  the  ACO. 

p.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  appropriate  recommendations 
as  outlined  in  8-302.7. 

8-412.2  Waiver 

As  a  result  of  changes  in  the  IRS 
definition  of  full  funding  under  the  Om¬ 
nibus  Budget  Reconciliation  Act  (OBRA) 
of  1987  (P.L.  100-203),  some  government 
contractors’  pension  plan  costs  computed 
in  accordance  with  CAS  412  could  ex¬ 
ceed  the  IRS  full  funding  limitation  (see 
7-606. l.d.).  To  temporarily  mitigate  this 
conflict,  on  8  April  1991  the  new  CASB 
authorized  Federal  procuring  agencies, 
on  a  case-by-case  basis,  the  authority  to 
waive  the  cost  assignment  provisions  of 
CAS  412.40(c)  in  instances  in  which  the 
overfunded  status  of  qualified  plans  pre¬ 
cluded  Federal  tax  deductibility  of  con¬ 
tributions  or  would  cause  the  incurrence 
of  a  10  percent  excise  tax  on  the  over- 
funding.  The  intent  of  the  waiver  authori¬ 
ty  is  to  permit  reassignment  of  those 
pension  costs,  for  which  funding  could 
not  have  been  made  without  foregoing 
tax  deductibility  and  incurring  a  10  per¬ 
cent  excise  tax,  to  the  next  subsequent 
fiscal  period  in  which  funding  can  rea¬ 
sonably  and  equitably  be  accomplished. 
Auditors  should  recommend  to  the  Ad¬ 
ministrative  Contracting  Officer  that 
contractor  requests  for  a  temporary  waiv¬ 
er  include  an  advance  ^reement  address¬ 
ing  the  government’s  right  to  adjust  con¬ 
tract  prices  downward  to  recover  any 
pension  costs  recognized  in  contract  pric¬ 
ing,  but  not  incurred  due  to  the  reassign- 
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ment  of  pension  costs  authorized  by  a 
waiver. 

8-412.3  Illustrations 

The  following  illustrations  are  intend¬ 
ed  to  simplement  those  in  paragraph 
412.60  of  the  standard.  They  are  to  be 
used  as  a  guide  in  determining  whether  a 
contractor's  practices  comply  with  the 
standard. 

a.  Problem.  A  contractor  uses  the  ag¬ 
gregate  cost  method  for  computing  and 
funding  the  S2.3  million  pension  costs 
assignable  to  the  period.  Since  the  aggre¬ 
gate  method  does  not  provide  the  cost 
visibility  required  by  the  standard,  the 
contractor,  for  the  fiscal  year  just  ended, 
made  the  alternative  calculation  using 
the  entry  age  normal  method  and  provid¬ 
ed  supplementary  information  on  actuar¬ 
ial  gains  and  losses.  The  contractor’s 
analysis  disclosed  that  at  fiscal  year  end 
(1)  the  value  of  the  pension  fund  assets 
was  $12.6  million,  (2)  the  actuarial  liabil¬ 
ity  was  $10  million,  and  (3)  the  experi¬ 
enced  actuarial  gain  for  the  period  was  $1 
million. 

Solution.  According  to  CAS 
412.50(bX2),  the  pension  cost  to  be  allo¬ 
cated  to  contracts  for  the  cost  accounting 
period  is  $-0-,  because  the  amount  of 
overfunding  ($2.6  million)  exceeds  the 
computed  cost  for  the  period  ($2.3  mil¬ 
lion).  Furthermore,  the  significance  of 
the  experienced  actuarial  gain  would  in¬ 
dicate  that  the  actuarial  assumptions  may 
not  be  reasonable.  The  contractor  should 
be  required,  according  to  CAS 
412.5(KbX7),  to  identify  the  actuarial 
assumptions  which  were  responsible  for 
the  gain  and  to  provide  rationale  for 
either  retaining  or  revising  those  assump¬ 
tions. 

b.  Problem.  As  a  result  of  a  temporary 
cash  shortage,  a  contractor’s  payments 
into  the  pension  fund  were  not  adequate 
to  meet  the  ERISA  funding  requirements 
for  the  period.  A  5-percent  excise  tax  on 
the  accumulated  funding  deficiency  was 
therefore  assessed  against  the  contractor. 
In  computing  the  pension  cost  for  the 
fiscal  year,  the  contractor  included  the 
assessment  of  the  S-peicent  tax  plus  an 
interest  equivalent  on  the  unpaid 
amount. 


Solution.  Both  the  excise  tax,  which 
was  assessed  as  a  penalty  for  the  delayed 
payment,  and  the  interest  equivalent  on 
the  delayed  payment  should  be  excluded 
from  the  pension  costs  allocated  to  gov¬ 
ernment  contracts  according  to  CAS 
412.5(XaX6)  and  (7).  The  CASB,  in  its 
prefatory  comments  to  the  standard,  ac¬ 
knowledged  that  an  interest  equivalent 
should  be  recognized  to  determine 
whether  a  pension  plan  is  properly  fund¬ 
ed.  However,  since  interest  resulting 
from  delayed  funding  is  caused  by  a 
management  decision  to  use  funds  for 
other  purpos^,  the  interest  should  be 
considered  as  investment  cost  rather  than 
a  component  of  pension  cost. 

8-413  Cost  Accounting  Standard  413 
—  Adjustment  and  Allocation  of 
Pension  Cost 

a.  This  standard  establishes  criteria  for 
(1)  assigning  actuarial  gains  and  losses  to 
cost  accounting  periods,  (2)  valuing  pen¬ 
sion  fund  assets,  and  (3)  allocating  pen¬ 
sion  costs  to  segments. 

b.  Provisions  in  the  standard  are  some¬ 
what  more  stringent  than  ERISA  require¬ 
ments,  concerning  frequency  of  actuarial 
valuations  and  methods  of  valuing  pen¬ 
sion  fund  assets.  Consequently,  some 
accounting  changes  may  be  required  for 
compliance  with  the  standard  in  addition 
to  those  which  were  previously  made  to 
comply  with  ERISA. 

c.  FAR  31.205-6(jX2)  makes  CAS  413 
applicable  to  all  contracts,  even  contracts 
which  are  not  CAS-covered  or  are  subject 
only  to  modified  CAS-coverage.  Auditors 
should  ensure  that  proposed  or  claimed 
pension  costs,  where  significant,  are  in 
compliance  with  the  provisions  of  CAS 
413. 

d.  CAS  413  was  effective  10  March 
1978  and  must  be  followed  in  the  next 
fiscal  year  after  award  of  a  CAS-covered 
contract  to  which  it  is  applicable. 

8-413.1  General 

a.  Actuarial  gains  and  losses  represent 
differences  between  actuarial  assumi^ 
tions  and  actuarial  exp-ricnce.  As  previ¬ 
ously  noted  in  8-4 1 2. 1 j.,  actuarial  as¬ 
sumptions  are  related  to  (1)  interest  or 


DCAA  Contract  Andit  Manual 


January  1995 


857 

18-413.1a. 


return  on  funds  invested  and  (2)  other 
projected  factors  such  as  future  compen¬ 
sation  levels,  inflation,  mortality,  retire¬ 
ment  age,  turnover,  and  projected  social 
security  benefits.  CAS  413  requires  that 
actuarial  gains  and  losses  for  defined 
benefit  plans  be  calculated  annually  and 
assigned  to  current  and  subsequent  cost 
accounting  periods,  as  follows: 

(1)  For  pension  plans  whose  costs  are 
determined  by  an  immediate  gain  actuar¬ 
ial  cost  method,  gains  and  losses  that  are 
material  will  be  amortized  equally  over 
1 S  years  beginning  with  the  current  peri¬ 
od.  The  annual  installment  will  include 
an  interest  equivalent  on  the  unamor¬ 
tized  balance  at  the  beginning  of  the 
period.  Immaterial  gains  or  losses  may  be 
assigned  to  the  current  period.  An  imme¬ 
diate  gain  method  is  one  in  which  actuar¬ 
ial  gams  and  losses  are  determined  sepa¬ 
rately  as  an  adjustment  to  the  unfunded 
actuarial  liability.  Included  in  this  cate¬ 
gory  are  the  accrued  benefit  and  entry  age 
normal  (sometimes  referred  to  as  the 
individual  level  premium  with  supple¬ 
mental  liability)  actuarial  cost  methods. 

(2)  For  pension  plans  whose  costs  are 
determined  by  a  spread  gain  actuarial 
cost  method,  actuarial  gains  and  losses 
will  be  included  in  current  and  future 
normal  cost  and  spread  over  the  remain¬ 
ing  average  working  lives  of  the  work 
force.  The  following  projected  benefit 
actuarial  cost  methods  all  fall  into  the 
spread  gain  cat^ory:  aggregate,  entry  age 
normal-frozen  initial  liability,  individu^ 
level  premium  without  supplemental  lia¬ 
bility,  and  the  attained  age  normal.  These 
methods  do  not  separately  identify 
actuarial  gains  and  losses  but  rather 
include  them  automatically  in  deter¬ 
mining  normal  costs.  However,  CAS 
412.S0(bX2Kiii)  requires  contractors  to 
accumulate  supplemental  information 
identifying  these  actuarial  gains  and 
losses.  FASB  No.  87,  Employers  Ac¬ 
counting  for  Pensions,  does  not  permit 
the  use  of  this  method  for  financial 
accounting;  therefore,  it  would  not  be 
acceptable  under  CAS  412  or  413.  (See  8- 
4 12. If.  for  details  and  effective  dates.) 

b.  The  standard  permits  use  of  any 
recognized  method  for  valuing  pension 
fund  assets  used  in  measuring  pension 
cost  components  provided  it  reflects  ap¬ 


preciation  and  depreciation  of  pension 
fund  assets  and  is  used  consistently  from 
year  to  year.  The  illustration  in  CAS 
413.60(b)  identifies  some  commonly 
used  asset  valuation  methods: 

Type  of  Asset  Basis  for  Valuation 

Equity  securities  S-year  moving  average  of 
and  debt  securities  market  values 
not  expected  to  be 
held  to  maturity 

Debt  securities  ex-  Amortization  of  differences 
pected  to  be  held  between  cost  at  purchase 
to  maturity  and  par  value  at  maturity 

Real  Estate  Cost  less  accumulated  de¬ 

preciation 

If  the  method  produces  a  value  of  less 
than  80  percent  or  more  than  120  percent 
of  market  value,  the  asset  values  in  a 
given  year  must  be  adjusted  to  the  near¬ 
est  80  percent  or  120  percent  boundary. 
The  adjusted  asset  values  are  then  con¬ 
sidered  in  calculating  the  actuarial  gain 
or  loss  subject  to  the  amortization  crite¬ 
ria  described  above.  The  standard’s  pro¬ 
visions  regarding  the  valuation  of  assets 
do  not  apply  to  plans  funded  with  insur¬ 
ance  companies  via  contracts  with  guar¬ 
anteed  benefits. 

c.  Except  where  certain  significant  dis¬ 
parities  in  actuarial  factors  exist  between 
segments,  contractors  have  the  option  to 
calculate  pension  costs  either  separately 
for  segments  or  on  a  composite  basis  for 
allocation  to  segments  on  a  base  which 
represents  the  factors  used  in  computing 
pension  benefits.  Separate  calculations  of 
pension  costs  for  each  segment  are  ac¬ 
ceptable.  CAS  413.50(cK2)  and  (3)  pro¬ 
vide  that  pension  costs  must  be  separate¬ 
ly  calculated  for  a  segment  (on  a  prospec¬ 
tive  basis)  when  the  pension  costs  at  the 
segment  are  materially  affected  by  any  of 
the  following  conditions: 

(1)  The  segment  experiences  material 
termination  gains  or  losses. 

(2)  The  level  of  benefits,  eligibility  for 
benefits,  or  age  distribution  is  materially 
different  for  the  segment  than  for  the 
average  of  all  segments. 

(3)  The  aggregate  of  actuarial  assump¬ 
tions  for  termination,  retirement  age,  or 
salary  scale  is  materially  different  for  the 
s^ment  than  for  the  average  of  the 
segments. 
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(4)  The  ratios  of  assets  to  actuarial 
liabilities  for  merged  segments  are  differ¬ 
ent  from  one  another  after  applying  the 
benefits  in  effect  after  the  merger.  Differ¬ 
ences  between  se^ents  as  to  level  of 
benefits  and  eligibility  of  benefits  should 
be  obtainable  from  the  provisions  of  the 
pension  plan.  Segment  data  for  termina¬ 
tion  experience,  age  distribution,  and 
actuarial  assumptions  for  termination, 
retirement  age  or  salary  scale  will  general¬ 
ly  not  be  included  in  actuarial  reports, 
CPA  reports.  Schedule  B  to  IRS  Form 
5500  or  other  pension  source  documents. 
Thus,  the  auditor  should  attempt  to  gain 
an  understanding  at  the  onset  of  the 
pension  review  as  to  the  segment  data  to 
be  provided  by  the  contractor  which  are 
necessary  for  audit  determination  of 
compliance  with  CAS  413.50(cK2)  and 
(3). 

d.  When  separate  pension  fund  calcula¬ 
tions  are  r^uired  because  of  disparities 
in  termination  gains  or  losses,  level  of  or 
eligibility  for  benefits,  or  actuarial  as¬ 
sumptions  for  termination,  retirement 
age  or  salary  scale,  undivided  pension 
fund  assets  must  be  initially  allocated  to 
the  segment  for  which  the  separate  calcu¬ 
lation  is  being  made.  The  value  of  the 
pension  fund  assets  allocated  shall  equal 
the  segment's  pension  fund  contribu¬ 
tions,  adjusted  for  earned  interest  and 
paid  benefits/expenses,  if  such  informa¬ 
tion  is  determinable;  if  not,  the  assets  can 
be  allocated  among  segments  on  any  ratio 
which  is  consistent  with  the  actuarial  cost 
method(s)  used  to  compute  pension 
costs,  llie  initial  allocation  of  assets  to 
merged  segments  must  be  the  market 
value  of  the  segment's  pension  fund 
assets  when  the  me^er  occurred. 

e.  Employees  participating  in  a  multi- 
segment  pension  plan  occasionally  trans¬ 
fer  between  segments.  However,  the  ap¬ 
plicable  pension  fund  assets  and  liabili¬ 
ties  need  not  follow  the  employees  from 
one  segment  to  the  other  unless  the 
transfers  involve  such  a  large  number  of 
employees  that  a  segment’s  ratio  of  fund 
assets  to  actuarial  liabilities  would  be 
distorted. 

f.  Contractors  who  separately  calculate 
pension  costs  for  one  or  more  segments 
have  the  cmtion  of  establishing  a  separate 
segment  for  inactive  participants  (e.g.. 


retirees).  If  this  action  is  taken,  the 
i:«nsion  fund  assets  and  actuarial  liabili¬ 
ties  should  be  transferred  to  the  inactive 
segment  when  employees  participating  in 
the  pension  plan  become  inactive.  The 
funds  transferred  are  to  reflect  the  funded 
portion  of  the  inactive  participants’  actu¬ 
arial  liability.  CAS  413.5()(c)(l)  and 
413.50(cX9)  provide  that  inactive  seg¬ 
ment  costs  shall  be  allocated  to  the  seg¬ 
ments  with  active  lives  on  a  basis  repre¬ 
sentative  of  the  factors  upon  which  pen¬ 
sion  costs  are  based.  Thus,  pension  cost 
calculated  for  the  inactive  participants 
should  be  allocated  to  the  segments  with 
active  lives  on  a  basis  which  is  relatively 
comparable  to  the  amounts  that  would 
have  been  computed  if  a  separate  seg¬ 
ment  for  inactives  had  never  been  estab¬ 
lished. 

g.  When  a  segment  is  closed,  the  con¬ 
tractor  must  determine  the  difference 
between  the  actuarial  liability  for  the 
segment  and  the  market  value  of  the 
assets  allocated  to  the  segment  as  of  the 
closure  date.  Although  this  difference 
represents  an  adjustment  of  previously 
determined  pension  costs,  the  contractor 
should  make  a  refund  or  give  credit  to  the 
government  for  its  equitable  share  in  the 
cost  accounting  period  of  closure,  not 
prior  cost  accounting  periods. 

h.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  appropriate  recommendations 
as  outlined  in  8-302.7. 

8-413.2  Illuslnitions 

The  following  illustrations  are  intend¬ 
ed  to  supplement  those  in  paragraph 
413.60  of  the  standard.  They  are  to  be 
used  as  a  guide  in  determining  whether  a 
contractor’s  practices  comply  with  the 
standard. 

a.  Problem.  Contractor  X  was  acquired 
by  Contractor  Y  and  renamed  Se^ent 
B.  The  entire  work  force  of  X  was 
retained  by  Y  following  the  acquisition. 
Pursuant  to  terms  of  X’s  pension  plan,  X 
employees  were  paid  all  vested  ^nsion 
benefits  at  the  time  of  dissolution  of  X. 
The  employees,  upon  coming  to  work  for 
Contractor  Y,  were  considered  “new  em- 
plovees”  with  no  actuarial  liabili^  attrib¬ 
utable  to  their  past  service  with  Contrac¬ 
tor  X.  Contractor  Y’s  unfunded  actuarial 
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liability  (UAL)  at  the  time  of  the  merger 
was  $25  million.  Contractor  Y  has  con¬ 
sistently  made  a  composite  pension  cost 
calculation  for  all  of  its  segments  and 
wishes  to  continue  doing  so. 

Solution.  Since  Y’s  pension  plan  had  a 
disproportionately  larger  UAL  than  X’s 
plan  at  the  time  of  acquisition  (i.e.,  $25 
million  vs.  -0-),  any  combining  of  assets 
and  actuarial  liabilities  of  the  two  plans 
would  result  in  a  materially  different 
pension  cost  allocation  to  Y’s  segments 
than  if  pension  costs  for  Segment  B  were 
computed  as  though  it  had  a  separate 
pension  plan.  Pension  costs  must  be 
calculated  separately  for  Segment  B. 

b.  Problem.  Contractor  X  computes 
pension  costs  separately  for  Segments  A, 
B,  and  C.  As  permitted  in  CAS 
413.50(cX9),  the  contractor  elects  to  es¬ 
tablish  a  separate  segment  for  inactive 
plan  participants.  Pension  costs  for  the 
inactive  segment  are  allocated  back  to  A, 
B,  and  C  on  the  ratios  of  the  remaining 
working  lives  of  the  work  force  of  the 
three  segments.  This  method  results  in 
the  following  allocation  of  inactive  seg¬ 
ment  pension  costs: 


Costs 

% 

Segment  A 

$  2.S  million 

25% 

Segment  B 

4.0  million 

40 

Segment  C 

3.5  million 

35 

Total  inactive  seg- 

ment  costs  allocated 

$10.0  million 

100% 

The  actuarial  report  discloses  that  the  inactive 

plan  participants  retired  from  the  following 

segments: 

Segment 

Number  of 

Retired  From 

Retirees 

% 

A 

5950 

85% 

B 

350 

5 

C 

700 

10 

7000 

100% 

Due  to  the  geographical  dispersion  of  the 
three  segments,  few  employees  had  trans¬ 
ferred  among  segments  prior  to  retire¬ 
ment.  The  high  ratio  of  retirees  from 
Segment  A  was  attributable  to  a  major 
plant  layoff  which  had  occurred  10  years 
previously. 

Solution.  The  contractor’s  allocation  of 
inactive  segment  costs  to  Segments  A,  B, 
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and  C  results  in  a  substantially  different 
amount  than  would  have  been  allocated 
if  a  separate  segment  for  inactive  partici¬ 
pants  had  never  been  established.  The 
auditor  should  recommend  an  allocation 
of  inactive  segment  costs  to  A,  B,  and  C 
based  on  the  ratios  of  the  number  of 
retirees  from  each  segment  to  total  retir¬ 
ees. 

8-414  Cost  Accounting  Standard  414 
—  Cost  of  Money  as  an  Element  of 
the  Cost  of  Facilities  Capital 

a.  The  standard  recognizes  the  cost  of 
facilities  capital  as  a  contract  cost.  It 
provides  criteria  for  measuring  and  allo¬ 
cating  an  appropriate  share  of  the  cost  of 
money  which  can  be  identified  with  the 
facilities  employed  in  a  business. 

b.  The  effective  date  of  this  standard 
was  1  October  1976.  Contractors  must 
follow  its  requirements  on  all  contracts 
subject  to  CAS  negotiated  on  or  after  this 
date. 

c.  CAS  414  and  the  FAR  cost  principle 
do  not  apply  to  facilities  where  compen¬ 
sation  for  the  use  of  the  facilities  is  based 
on  use  rates  or  allowances  in  accordance 
with  Federal  regulation.  Where  contrac¬ 
tors  are  compensated  for  some  facilities 
by  use  rates  and  others  by  depreciation, 
the  contractor  should  apply  CAS  414  to 
those  facilities  which  are  being  depreciat¬ 
ed. 

d.  FAR  31.205-10  makes  CAS  414 
applicable  to  all  contracts,  even  contracts 
which  are  not  CAS-covered  or  subject 
only  to  modified  CAS-coverage.  Auditors 
should  ensure  that  proposed  or  claimed 
cost  of  money,  where  significant,  are  in 
compliance  with  the  provisions  of  CAS 
414. 

e.  DFARS  215.871,  “Production  Spe¬ 
cial  Tooling  and  Production  Special  Test 
Equipment  (PST/PSTE),’’  requires  that 
the  contracting  officer  compute  a  cost  of 
money  amount  for  the  unamortized  por¬ 
tion  of  PSTAPSTE  costs  and  include  them 
in  the  price  of  the  instant  contract.  The 
cost  of  money  computation  is  based  upon 
the  time  penod  between  the  initial  con¬ 
tract  award  and  the  next  contract  award 
for  which  PST/PSTE  costs  will  be  reim¬ 
bursed.  FAR  31.205-10  and  CAS  414 
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require  that  the  cost  of  money  be  allocat¬ 
ed  to  contracts  that  benefit  from  the 
facilities’  use.  DFARS  215.871-5(b)  ap¬ 
plies  to  the  time  period  between  the 
initial  and  second  contract  awards;  dur¬ 
ing  this  time  period  there  is  only  one 
benefiting  contract,  i.e.,  the  initial  con¬ 
tract.  Thus,  by  allocating  the  cost  of 
money  directly  to  the  initial  contract,  the 
DFARS  provision  achieves  the  result 
required  by  FAR  31.205-10/CAS  414. 

f.  See  CAS  Working  Group  Papers  77- 
18  and  77-19  for  guidance  issued  by  the 
CAS  Working  Group  on  CAS  414. 

8-414.1  General 

a.  The  CAS  414  techniques  must 
used  to  compute  the  cost  of  money  in 
connection  with  individual  price  propos¬ 
als,  forward  pricing  rate  agreements,  and 
with  the  establishment  of  Hnal  indirect 
cost  rates.  The  cost  of  money  is  an 
imputed  cost  which  is  identified  with  the 
total  facilities  capital  associated  with 
each  indirect  cost  pool,  and  is  allocated 
to  contracts  over  the  same  base  used  to 
allocate  the  other  expenses  included  in 
the  cost  pool.  The  cost  of  money  may  be 
considered  an  indirect  expense  associated 
with  an  individual  cost  pool  but  separate¬ 
ly  identified.  The  cost  of  money  is  subject 
to  all  the  same  allocation  procedures  as 
any  other  indirect  expense  which  is  allo¬ 
cated  on  a  selected  base,  and  each  ele¬ 
ment  of  such  base,  whether  allowable  or 
unallowable,  should  bear  its  pro  rata 
share  of  the  cost  of  money. 

b.  Use  of  the  cost  of  money  factors  in 
final  indirect  rate  determinations  and 
forward  pricing  proposals  is  discussed  in 
paragraphs  c.(4)  and  d.  below.  The  calcu¬ 
lation  of  the  cost  of  money  for  each 
contract  involves  several  steps. 

(1)  The  average  net  book  value  of 
facilities  for  each  indirect  expense  pool 
having  a  significant  allocation  of  facilities 
is  identified  from  accounting  data  used 
for  contract  costing. 

(2)  The  cost  of  money  devoted  to 
facilities  capital  for  each  indirect  expense 
pool  is  the  product  of  these  net  book 
values  multiplied  by  the  cost  of  money 
rates  per  the  Secretary  of  the  Treasury 
under  Public  Law  92-41,  85  Statute  97 
(distributed  semi-annually  by  Headquar¬ 
ters. 
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(3)  Facilities  capital  cost  of  money 
factors  are  computed  by  dividing  the  cost 
of  money  for  each  pool  by  the  corre¬ 
sponding  allocation  base.  The  allocation 
bases  used  in  this  computation  must  be 
compatible  with  the  bases  used  for  apply¬ 
ing  indirect  costs  in  determining  contract 
costs. 

(4)  The  cost  of  capital  committed  to 
facilities  is  separately  estimated,  accumu¬ 
lated,  and  reported  for  each  contract. 
Each  contract’s  share  of  the  facilities 
capital  cost  of  money  is  determined  by 
multiplying  the  portion  of  the  allocation 
bases  for  each  indirect  expense  pool 
applicable  to  the  contract  by  the  facilities 
cost  of  money  factor  for  that  pool  and 
adding  the  products  together. 

c.  The  facilities  capit^  cost  of  money 
factors,  wherever  applicable,  must  be 
computed  in  accordance  with  the  CASB- 
CMF  form.  Facilities  Capital  Cost  of 
Money  Factors  Computation.  The  re¬ 
quirements  of  CAS  414  and  DFARS 
Subpart  230.70  should  be  used  in  evalu¬ 
ating  the  contractor’s  submission. 

(1)  On  the  CASB-CMF  form,  facilities 
capital  items  are  classified  as  Recorded 
Facilities,  Leased  Property,  and  Corpo¬ 
rate  or  Group  Facilities.  Capital  leases 
are  to  be  considered  as  Recorded  Facili¬ 
ties  for  purposes  of  the  CASB-CMF  form. 
Operating  leases,  for  which  constructive 
cost  of  ownership  is  allowed  in  lieu  of 
rental  costs  under  government  acquisi¬ 
tion  regulations,  are  to  be  classified  as 
Leased  Property.  Since  cost  of  money 
would  be  an  allowable  cost  if  the  contrac¬ 
tor  had  purchased  the  property,  the  cost 
of  money  should  be  included  as  an  own¬ 
ership  cost  in  determining  whether  the 
allowable  cost  will  be  based  on  construc¬ 
tive  ownership  cost  or  leasing  cost.  Land 
which  is  an  integral  part  of  the  leased 
facility  is  subject  to  the  same  treatment 
as  the  leased  facility  in  computing  the 
cost  of  money.  Land  leases  for  which  the 
land  is  used  in  the  regular  business  activi¬ 
ty  will  also  be  included  on  the  form  even 
though  land  lease  costs  themselves  do  not 
generate  allowable  costs. 

(2)  Facilities  costs  are  further  identi¬ 
fied  on  the  CASEWTMF  as  either  “distrib¬ 
uted”  or  “undistributed.”  Distributed 
facilities  are  those  capital  items  which 
can  be  identified  in  the  contractor’s  rec- 
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ords  as  solely  applicable  to  those  specific 
indirect  expense  pools  for  which  a  cost  of 
money  rate  is  to  be  computed.  Undistri¬ 
buted  items,  which  represent  the  remain¬ 
der  of  the  business  unit’s  facilities  capi¬ 
tal,  consist  primarily  of  items  charged  to 
service  centers.  Under  the  regular  meth¬ 
od,  undistributed  assets  are  allocated  to 
the  appropriate  indirect  expense  pools  on 
a  basis  that  approximates  the  actual 
absorption  of  depreciation/amortization 
of  the  facilities.  Under  the  alternative 
method  provided  for  in  the  standard,  the 
undistributed  assets  are  allocated  to  the 
G&A  expense  pool.  The  alternative 
method  may  be  used  only  if  the  contract¬ 
ing  parties  agree  that  deprecia¬ 
tion/amortization  generated  by  the  un¬ 
distributed  assets  IS  immaterial  or  the 
results  obtained  from  this  alternative 
procedure  are  comparable  to  those  which 
would  have  been  obtained  under  the 
regular  method. 

(3)  In  determining  the  average  net 
book  values  for  facilities  employed  by  the 
business  unit,  auditors  will  be  required  to 
examine  asset  records  to  the  extent  neces¬ 
sary  in  the  circumstances. 

(a)  Initially,  the  auditor’s  review 
should  establish  the  validity  of  the  aver¬ 
age  values  used  by  the  contractor.  The 
standard  provides  that,  where  there  has 
been  a  major  fluctuation  in  the  level  of 
facilities  during  the  cost  accounting  peri¬ 
od,  the  simple  average  of  the  beginning 
and  ending  net  book  values  may  not  be 
appropriate.  Where  significant  variations 
have  occurred,  the  auditor  should  recom¬ 
mend  a  procedure  for  calculating  the 
average  that  more  accurately  reflects  the 
actual  experience. 

(b)  The  facilities  capital  values  used  as 
a  basis  for  the  cost  of  money  must,  in 
general,  be  the  same  values  used  to 
generate  allowable  depreciation  or  amor¬ 
tization  cost  (ASBCA  Case  No.  32419, 
Raytheon  Co.).  Land  which  is  integral  to 
the  r^lar  operation  of  the  business  unit 
will  be  included.  Operating  leases  which 
are  treated  as  constructive  ownership  will 
be  included  at  net  book  value  on  the 
CASB-CMF  form  starting  with  tanning 
of  the  lease  term.  Where  leasing  costs 
have  previously  been  accepted  as  less 
costly  to  the  government  under  the  lease 
period,  renewal  of  the  lease  requires  a 
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new  comparison  of  lease/ownership 
costs.  If  this  comparison  results  in  the 
allowance  of  constructive  ownership 
costs  in  lieu  of  rental  costs,  the  lease  will 
be  included  at  net  book  value  on  the 
CASB-CMF  starting  with  the  beginning 
of  the  lease  renewal.  The  net  book  value 
will  be  based  on  fair  value  at  asset 
acquisition  (date  that  lease  was  entered 
into  or  renewed  if  appropriate)  less  the 
amount,  if  any,  which  would  have  been 
depreciated  had  the  asset  been  pur¬ 
chased.  The  net  book  value  assigned  to 
the  leased  asset  will  not  include  the  cost 
of  money.  Leasehold  improvements  may 
be  considered  in  computing  the  cost  of 
money  if  they  are  subject  to  amortiza¬ 
tion.  Goodwill  is  not  to  be  included  in 
the  cost  of  money  computation.  The 
acquisition  value  for  all  contractor- 
owned  tangible  assets  and  those  leased 
assets  for  which  constructive  cost  of 
ownership  is  allowed  in  lieu  of  rental 
costs  should  be  determined  in  accordance 
with  CAS  404.  Depreciation  charges  ap¬ 
plicable  to  assets  included  in  the  cost  of 
money  computation  will  be  determined 
in  accordance  with  CAS  409. 

(c)  To  be  included  in  the  base  for  the 
cost  of  money  computation,  the  asset 
must  be  used  in  regular  business  activity. 
Where  a  contractor  maintains  deprecia¬ 
tion  records  for  groups  of  assets,  the 
auditor  should  review  the  assets  in  the 
group  to  see  if  they  should  be  included  in 
the  cost  of  money  computation.  In  addi¬ 
tion,  the  auditors  should  carefully  review 
contractor  land  purchases  and  leases  to 
determine  if  they  are  an  integral  part  of 
the  regular  operation  of  the  business.  The 
auditor  should  request  the  contractor  to 
demonstrate  that  land  purchases  and 
leases  in  question  were  acquired  as  a 
reasonable  response  to  a  prudent  forecast 
of  the  contractor’s  r^ular  business  activi¬ 
ty  and  therefore  are  integral  to  the  regular 
operations  of  the  business.  If  the  pur¬ 
chase/lease  costs  do  not  meet  this  re¬ 
quirement  then  the  auditor  should  assure 
that  these  costs  are  properly  excluded 
from  the  CAS  414  computation.  The 
following  would  not  be  considered  as 
being  used  in  the  regular  business  activi¬ 
ty. 

1.  Land  held  for  speculation. 
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2.  Facilities  or  capacity  which  have 
been  determined  to  be  idle  in  accordance 
with  FAR  31.205-17. 

3.  Assets  which  are  under  construction 
for  a  contractor’s  own  use  (see  CAM  8- 
417.2a.). 

4.  Assets  which  have  been  constructed 
or  purchased  but  have  not  yet  been 
placed  into  service. 

(4)  The  cost  of  money  rate  to  be  used  in 
computing  the  cost  of  money  factors  is 
determined  by  the  Secretary  of  the  Trea¬ 
sury  under  Public  Law  92-4 1,  85  Statute 
97.  This  rate  is  published  semiannually  in 
the  Federal  Register.  The  rate  published 
in  December  is  applicable  to  the  period 
from  1  January  through  30  June;  the  rate 
published  in  June  is  applicable  to  the 
period  from  1  July  through  3 1  December. 
Rates  in  effect  since  1  January  1982  are 
as  follows: 


January  -  June 

July  -  December 

1982 

14.75% 

15.5% 

1983 

11.25% 

11.5% 

1984 

12.375% 

14.375% 

1985 

12.125% 

10.375% 

1986 

9.75% 

8.5% 

1987 

7.625% 

8.875% 

1988 

9.375% 

9.25% 

1989 

9.75% 

9.125% 

1990 

8.5% 

9.0% 

1991 

8.375% 

8.5% 

1992 

6.875% 

7.0% 

1993 

6.5% 

5.625% 

1994 

5.5% 

7.0% 

(5)  In  calculating  final  facilities  capital 
cost  of  money  factors,  the  cost  of  money 
rate  is  the  average  of  the  treasury  rates. 
For  example,  the  cost  of  money  rate  for 
the  fiscal  year  ending  31  October  1987 
would  be  computed  as  follows: 

Cost  of 

Treasury  Money 

Period  Rate  Proration  Rate 

1986  2nd 

Half  8'/j%  2/12  1.417% 

1987  1st 

Half  7%%  6/12  3.813% 

1987  2nd 

Half  8%%  4/12  2,958% 

8.188% 

The  contractor  must  compute  and  sup¬ 
port  the  cost  of  money  factors.  Based  on 


the  auditor’s  recommendation,  the  AGO 
determines  whether  the  factors  are  valid 
for  contract  cost  and  pricing  purposes. 

d.  The  CASB-CMF  form  will  be  used 
to  support  the  cost  of  money  factors  used 
in  incurred  cost  allocations  and  forward 
pricing  proposals.  In  developing  the  fac¬ 
tors  used  in  forward  pricing  proposals, 
the  contractor  should  take  into  account 
the  latest  available  cost  of  money  rate 
and  a  forecast  of  the  facilities  net  book 
values  and  allocation  bases  for  each  cost 
accounting  period  of  contract  perfor¬ 
mance.  In  some  instances,  where  project¬ 
ed  asset  value  and  allocation  bases  are 
not  expected  to  vary  significantly  from 
the  latest  completed  cost  accounting  peri¬ 
od,  the  same  facilities  values  and  alloca¬ 
tion  bases  as  are  required  for  retroactive 
cost  determination  may  be  used  for  for¬ 
ward  pricing  purposes. 

(1)  In  as  much  as  significant  changes  in 
any  of  the  variables,  i.e.,  net  book  value 
of  facilities,  the  treasury  rate  or  the 
allocation  base  may  change  the  relation¬ 
ship  and  affect  the  cost  of  money  factor, 
the  auditor  should  closely  review  any 
proposed  cost  of  money  calculation  be¬ 
fore  it  is  accepted  as  a  basis  for  negotia¬ 
tion.  The  latest  available  semiannual  in¬ 
terest  rate  should  be  verified  and  known 
or  anticipated  additions/deletions  of  as¬ 
sets,  as  well  as  the  effect  of  the  annual 
depreciation  on  the  net  book  value, 
should  be  examined.  The  allocation  bases 
used  in  the  cost  of  money  computation 
should  be  compared  for  consistency  with 
those  used  in  estimating  indirect  cost 
rates. 

(2)  When  the  average  cost  of  money 
rate  to  be  used  in  costing  the  contract  is 
known,  this  average  rate  should  be  used 
in  lieu  of  the  latest  semiannual  treasury 
rate.  This  situation  could  occur  when  a 
short-term  contract  is  negotiated  and 
performed  within  the  6-month  period 
afier  all  the  rates  to  be  weighted  in  the 
actual  historical  cost  of  money  are 
known.  As  an  example,  a  contractor  on  a 
calendar  year  basis  receives  a  contract  on 
1  July  1987,  with  a  performance  period 
of  1  July  1987  to  31  December  1987.  The 
treasury  rate  for  1  July  1987  to  31 
December  1987  was  published  in  June 
1987.  Since  the  contract  will  be  costed 
after-the-fact  using  the  arithmetic  aver- 
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age  of  the  two  semiannual  rates  for  1987, 
7.625%  +  8.875%/2  =  8.25%,  the  8.25 
percent  rate  should  also  be  used  for 
pricing  the  contract.  Auditors  should  be 
aware  that  the  interest  rate  which  will  be 
in  effect  during  the  negotiation  and  ap¬ 
plied  to  the  contractor’s  estimate  may  not 
be  known  when  the  audit  report  is  writ¬ 
ten.  If  this  is  the  case,  we  should  qualify 
the  audit  report  regarding  the  allocable 
cost  of  money.  The  qualification  should 
advise  that  if  a  new  rate  is  available,  the 
PCO  should  consider  recomputing  the 
cost  of  money  amount  before  finalizing 
negotiations. 

e.  FAR  31.205-18  governs  the  compo¬ 
sition,  allocation,  and  allowability  of 
IR&D  and  B&P  costs.  FAR  31.205-18 
states  that  “Both  direct  and  indirect  costs 
shall  be  determined  on  the  same  basis  as 
if  the  IR&D  (or  B&P)  project  were  under 
contract.”  Therefore,  the  cost  of  money  is 
allocable  to  IR&D  and  B&P  projects. 
However,  it  should  be  accounted  for 
separately  and  not  included  in 
IR&D/B&P  costs  for  the  purpose  of  de¬ 
termining  whether  the  established  ceiling 
has  been  exceeded.  The  cost  of  money 
allocable  to  unallowable  IR&D  and  B&P 
costs  (that  is,  that  portion  which  exceeds 
the  established  ceiling)  shall  be  consid¬ 
ered  unallowable. 

f.  The  CASB  regulations  do  not  ex¬ 
pressly  require  the  disclosure  of  the  prac¬ 
tices  used  by  the  contractor  to  determine 
and  assign  the  cost  of  money.  However, 
since  the  cost  of  mon^  calculation  is 
considered  to  be  a  significant  accounting 
matter,  an  adequate  description  of  the 
practices  involved  would  facilitate  the 
acquisition  process.  Accordingly,  audi¬ 
tors  should  formally  advise  ACOs  in 
audit  reports  that  contractors  should  be 
required  to  revise  their  Disclosure  State¬ 
ments  to  include  a  description  of  their 
cost  of  money  procedures.  This  disclo¬ 
sure  will  include  the  procedures  for  iden¬ 
tifying  assets,  calculating  net  book  values, 
assigning  net  book  values  to  indirect  cost 
pools,  and  reallocating  undistributed  net 
book  values  to  indirect  cost  pools.  This 
Disclosure  Statement  revision  may  be  a 
single  statement  to  the  effect  that  the 
contractor  will  use  the  same  procedures 
used  in  identifying  and  allocating  depre¬ 
ciation  to  final  cost  objectives  and  that 


land  will  be  assigned  in  the  same  manner 
as  the  facilities  to  which  it  relates.  A 
more  detailed  statement  describing  the 
procedures  relating  to  the  assets  assigned 
to  each  indirect  expense  pool  should  be 
required  when  the  CAS  414  procedures 
vary  from  those  used  to  measure,  assign, 
and  allocate  depreciation.  The  contractor 
should  also  disclose  whether  (1)  the  regu¬ 
lar  method  will  be  used,  (2)  the  alternate 
method  will  be  used,  and  (3)  if  the  cost  of 
money  will  be  included  in  the  G&A 
allocation  base.  The  CAS  Working  Group 
Interim  Guidance  Paper  No.  77-18  con¬ 
tains  an  example  of  an  acceptable  Disclo¬ 
sure  Statement  description  of  procedures 
used  to  compute  cost  of  money.  Once  an 
option  as  to  the  inclusion  of  cost  of 
money  in  the  G&A  allocation  base  is 
selected,  a  change  from  one  to  the  other 
should  be  considered  a  voluntary  change. 

g.  Contractors  will  include  the  amount 
proposed  for  cost  of  money  in  the  appro¬ 
priate  section  of  the  SF  1411  supported 
by  Form  CASB-CMF  and  any  other  de¬ 
tail  required  to  comply  with  10  U.S.C. 
2306a,  Truth  in  Negotiations.  Where  the 
contractor  elects  to  exclude  the  cost  of 
money  from  its  proposal  or  claim  for 
reimbursement,  such  costs  should  be  des¬ 
ignated  as  unallowable  and  may  not  be 
included  in  profit.  In  addition,  the  con¬ 
tractor  is  still  required  to  compute  the 
cost  of  money  factors  in  accordance  with 
CAS  414.  The  failure  to  make  the  compu¬ 
tation  is  considered  a  violation  of  a 
major  requirement  of  the  standard.  In 
virtually  all  cases,  however,  the  noncom¬ 
pliance  will  not  result  in  increased  cost 
paid  by  the  government.  We  should 
therefore  issue  nonconmliance  reports 
only  if  the  acquisition  office  or  the  ACO 
requests  them.  If  no  such  request  is 
made,  we  will  advise  the  ACO  by  memo¬ 
randum  of  the  technical  noncompliance. 
We  will  also  include  appropriate  com¬ 
ments  in  the  proposal  audit  report  as 
well. 

h.  Request  for  audits  of  the  contrac¬ 
tor’s  computation  of  the  cost  of  money 
may  be  received  in  connection  with  indi¬ 
vidual  price  proposals,  forward  pricing 
rate  agrraments,  and  the  establishment  of 
final  indirect  cost  rates.  With  each  of 
these  audits,  the  report  to  the  ACO  will 
state  whether  the  contractor  has  com- 
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plied  with  the  standard  and  the  require¬ 
ments  of  the  acquisition  regulations. 

i.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  appropriate  recommendations 
as  outlined  in  8-302.7. 

8-415  Cost  Accounting  Standard  415 
—  Accounting  for  the  Cost  of 
Deferred  Compensation 

a.  The  purpose  of  this  standard  is  to 
provide  criteria  for  measuring  deferred 
compensation  costs  and  assi^ing  those 
costs  to  cost  accounting  periods.  It  ap¬ 
plies  to  all  deferred  compensation  costs 
except  for  compensated  absences  and 
pension  costs  covered  in  CAS  408  and 
CAS  412. 

b.  The  standard  was  effective  10  July 
1977.  It  must  be  applied  to  all  new 
deferred  compensation  awards  made  in 
the  next  fiscal  year  after  receipt  of  a  CAS- 
covered  contract  to  which  the  standard  is 
applicable.  It  does  not  disturb  the  con¬ 
tractual  provisions  applicable  to  prior 
awards.  It  allows  the  deferred  compensa¬ 
tion  cost  awarded  before  the  applicability 
date  to  be  allocated  as  a  cost  when  paid 
under  existing  contracts. 

c.  FAR  31.205-6(k)  makes  CAS  415 
applicable  to  all  contracts,  even  contracts 
which  are  not  CAS-covered  or  subject 
only  to  modified  CAS-coverage.  Auditors 
should  ensure  that  proposed  or  claimed 
deferred  compensation  costs,  where  sig¬ 
nificant,  are  in  compliance  with  the  pro¬ 
visions  of  CAS  415. 

8-415.1  General 

a.  Deferred  compensation  is  an  award 
made  by  an  employer  to  compensate  an 
employee  in  a  future  cost  accounting 
period  for  services  rendered  prior  to 
receipt  of  compensation.  It  does  not 
include  normal  year-end  salary,  wage,  or 
bonus  accruals. 

b.  Deferred  compensation  costs  are 
measured  by  the  present  value  of  future 
benefits  to  be  paid  and  are  assigned  to  the 
cost  accounting  period  in  which  the  con¬ 
tractor  becomes  obligated  to  compensate 
the  employee.  The  contractor  incurs  this 
obligation  when: 
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(1)  The  requirement  for  future  pay¬ 
ment  cannot  be  unilaterally  avoided  by 
the  contractor. 

(2)  The  award  is  to  be  paid  in  money, 
other  assets,  or  shares  of  the  contractor’s 
stock. 

(3)  The  future  payment  can  be  mea¬ 
sured  reasonably  accurately. 

(4)  The  recipient  of  the  award  is 
known. 

(5)  Events  entitling  an  employee  to 
receive  an  award  have  a  reasonable  prob¬ 
ability  of  occurrence. 

(6)  There  is  reasonable  probability  that 
stock  options  will  be  exercised.  These 
conditions  are  basically  those  recognized 
under  generally  accepted  accounting 
principles  for  establishing  a  liability. 
Where  these  conditions  are  not  met,  the 
deferred  compensation  cost  will  be  as¬ 
signed  to  the  period  of  payment. 

c.  If  the  award  is  based  on  employee’s 
performance  of  future  service  to  receive 
benefits,  the  contractor’s  obligation  is 
established  as  the  future  service  is  per¬ 
formed. 

d.  The  treasury  rate  determined  by  the 
Secretary  of  the  Treasury  pursuant  to 
Public  Law  92-41,  85  Statute  97,  effec¬ 
tive  when  the  cost  is  assigned,  will  be 
used  for  computing  the  present  value  of 
future  benefits.  The  treasury  rate  consid¬ 
ers  current  private  commercial  interest 
rates  for  loans  maturing  in  approximately 
five  years  and  is  considered  the  most 
appropriate  rate  for  discounting  deferred 
compensation  costs. 

e.  The  measurement  and  assignment  of 
present  values  of  future  benefits  to  cost 
accounting  periods  should  be  separate  for 
each  award.  However,  the  cost  estimated 
on  a  group  basis  for  employees  covered 
by  a  deferred  compensation  plan  will  be 
acceptable  if  the  cost  can  be  measured 
with  reasonable  accuracy  and  includes  an 
adjustment  for  probable  forfeitures. 

f.  The  auditor’s  review  should: 

(1)  Identify  all  deferred  compensation 
awards  currently  provided  to  employees. 

(2)  Determine  what  accounting 
changes,  if  any,  are  contemplated  as  a 
result  of  the  standard.  (According  to  FAR 
52.230-5,  the  contractor  is  req^uired  to 
describe  to  the  AGO  the  kind  of  changes 
required  by  the  standard.)  If  the  contrac¬ 
tor  previously  utilized  a  cash  basis  of 
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accounting  for  deferred  compensation 
costs  on  government  contracts,  a  change 
from  a  cash  to  an  accrual  basis  will  be 
required  for  all  new  awards  made  after 
the  applicability  date  of  the  standard. 

(3)  Verify,  through  examination  of  the 
award  provisions,  that  all  applicable  con¬ 
ditions  for  establishing  the  obligation  for 
compensation  have  been  met  for  those 
awards  in  which  the  entire  cost  is  recog¬ 
nized  in  the  year  of  award. 

(4)  Review  the  present-value  calcula¬ 
tions  to  determine  that  the  treasury  rate 
specified  in  the  standard  has  been  used 
correctly. 

(5)  Review  costs  for  proper  credit  of 
estimated  forfeitures,  based  on  past  expe¬ 
rience  and  future  expectations,  where 
deferred  compensation  costs  are  account¬ 
ed  for  on  a  group  basis. 

g.  Interest  cost  will  be  included  in 
computing  future  benefits  for  all  deferred 
compensation  cash  awards  which  provide 
for  the  payment  of  interest.  The  allowa¬ 
bility  of  such  interest  cost  will  be  deter¬ 
mined  in  accordance  with  applicable  ac¬ 
quisition  regulations.  If  the  award  stipu¬ 
lates  a  fixed  interest  rate,  the  interest  cost 
is  assigned  at  the  fixed  rate  to  the  cost 
accounting  period  in  which  the  contrac¬ 
tor  is  obligated  to  compensate  the  em¬ 
ployee.  Some  deferred  compensation 
awards  provide  for  the  payment  of  inter¬ 
est  at  variable  rates  from  the  date  of  the 
award  until  payment.  When  the  variable 
rate  is  based  on  specified  index  which  is 
determinable  by  cost  accounting  period, 
the  interest  cost  is  assigned  to  the  appli¬ 
cable  period  at  the  actual  rate  for  the 
index  at  the  close  of  the  period.  Since 
that  rate  may  vary  from  the  actual  rates 
in  future  periods,  adjustments  will  be 
made  in  any  future  period  in  which  the 
variable  rate  materially  affects  the  cost  of 
deferred  compensation.  When  the  vari¬ 
able  rate  is  not  based  on  a  specified  index 
and  is  not  determinable  by  year,  the  total 
interest  cost  will  be  assigned  to  the  period 
of  payment.  The  auditor  should  review 
each  deferred  compensation  plan  which 
provides  for  a  cash  award,  to  determine 
whether  the  payment  of  interest  is  re¬ 
quired.  For  each  plan  which  provides  for 
interest,  the  auditor  should  check  the 
contractor's  annual  interest  cost  calcula¬ 
tion  to  ascertain  that  only  interest  costs 
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for  which  the  rates  are  fixed  or  based  on 
specific  indices  have  been  accrued. 

h.  If  a  deferred  compensation  plan  for 
a  cash  award  requires  irrevocable  funding 
(including  interest)  of  future  payments  to 
employees,  the  amount  irrevocably  fund¬ 
ed  will  be  assigned  to  the  cost  accounting 
period  in  which  the  funding  occurs. 

i.  The  deferred  compensation  cost  of 
an  award  of  contractor  stock  will  be 
based  on  the  current  or  prevailing  market 
value  of  the  stock  (as  indicated  by  market 
quotations)  on  the  date  the  number  of 
shares  awarded  becomes  known.  It 
should  be  noted  that  the  standard  does 
not  provide  for  present  value  discounting 
of  the  market  price  for  stock.  Since  the 
market  price  is  presumed  to  reflect  future 
expectations,  further  discounting  would 
not  be  appropriate. 

j.  The  cost  of  an  award  of  an  asset  other 
than  cash,  will  be  based  on  the  market 
value  of  the  asset  when  the  award  is 
made.  If  the  market  value  is  not  avail¬ 
able,  a  fair  value  of  the  asset  will  be 
established.  The  auditor  should  verify 
that  the  claimed  market  value  of  the  asset 
is  supported  by  a  valid  appraisal  ob¬ 
tained  from  an  outside  source. 

k.  If  the  terms  of  an  award  of  either 
cash,  other  assets,  or  stock  require  that  an 
employee  perform  future  service  to  re¬ 
ceive  benefits,  the  deferred  compensation 
cost  will  be  assigned  on  a  pro  rata  basis  to 
those  applicable  periods  of  current  and 
future  service.  The  standard  does  not 
specify  the  method  or  proration  but  pro¬ 
vides  that  the  proration  be  based  on  the 
circumstances  of  the  award.  The  require¬ 
ment  of  the  standard  conforms  with 
Accounting  Principles  Board  Opinion 
No.  1 2  which  states  that  only  the  portion 
applicable  to  the  current  period  should  be 
accrued  if  elements  of  both  current  and 
future  services  are  present.  The  auditor 
should  determine  the  basis  on  which  the 
contractor  prorates  costs  between  current 
and  future  periods.  Where  deferred  com¬ 
pensation  plans  do  not  clearly  establish  a 
basis  for  prorating  costs  between  ac¬ 
counting  periods,  the  contractor  will  be 
required  to  support  the  prorations.  In 
most  instances  the  contractor,  because  of 
the  ease  of  computation,  will  prorate  the 
costs  evenly  over  the  number  of  years  of 
additional  service  required  before  exer- 
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cise  of  the  award.  For  example,  a  contrac¬ 
tor,  declaring  a  year-end  cash  award  to 
key  employees  under  a  plan  requiring 
three  additional  years  of  service  before 
payment,  prorates  the  cost  evenly  over 
the  following  three  years  (excluding  ad¬ 
justment  for  present  value  factors).  The 
contractor’s  proration  would  be  accepted 
by  the  auditor  unless  the  circumstances 
of  the  award  clearly  indicated  that  the 
award  was  related  in  total,  or  in  part,  to 
past  services  rendered. 

l.  Any  forfeitures  which  reduce  the 
contractor’s  obligation  for  payment  of 
deferred  compensation  will  be  credited  to 
contract  costs  in  the  period  the  forfeiture 
occurs.  The  reduction  will  be  the  amount 
of  the  award  assigned  to  the  prior  peri- 
od(s),  plus  interest  compounded  annually 
at  the  Secretary  of  the  Treasury  rate 
under  Public  Law  92-41,  85  Statute  97. 
For  irrevocably  funded  plans,  the  reduc¬ 
tion  will  be  the  amount  initially  funded, 
adjusted  for  a  pro  rata  share  of  fund  gains 
or  losses.  The  voluntary  failure  of  a 
recipient  to  exercise  a  stock  option  is  not 
considered  a  forfeiture.  If  the  cost  of  a 
cash  award  for  a  group  deferred  compen¬ 
sation  plan  is  later  determined  to  be 
greater  than  the  amount  initially  assigned 
due  to  an  overestimate  of  forfeitures,  the 
additional  cost  attributable  to  the  incor¬ 
rect  estimate  will  be  assigned  to  the  cost 
accounting  period  in  which  the  revised 
cost  becomes  known. 

m.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  appropriate  recommendations 
as  outlined  in  8-302.7. 

8-415.2  Illustrations 

The  following  illustrations  are  intend¬ 
ed  to  supplement  those  in  paragraph 
415.60  of  the  standard.  They  are  to  be 
used  as  a  guide  in  determining  whether  a 
contractor’s  practices  comply  with  the 
provisions  of  the  standard. 

a.  Problem.  The  cost  of  a  contractor’s 
deferred  compensation  plan  for  a  cash 
award  is  assigned  to  the  cost  accounting 
period  in  which  the  award  is  made. 
Under  the  provisions  of  the  plan,  the 
contractor  has  complete  authority  over 
forfeiture.  If  an  employee  is  reassigned  or 
laid  off  before  he  is  eligible  for  benefits. 
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the  contractor  may  forfeit  the  employee’s 
rights  to  the  benefits. 

Solution.  Under  CAS  415.50(a),  one 
criteria  for  incurring  an  obligation  is  that 
the  contractor  cannot  unilaterally  avoid 
future  payment.  As  a  result  of  the  con¬ 
tractor’s  discretionary  control  over  the 
forfeiture  provisions,  this  would  not  be 
considered  a  valid  obligation.  The  cost 
should  therefore  be  assigned  to  the  year 
paid,  not  the  year  awarded. 

b.  Problem.  The  contractor’s  deferred 
compensation  requires  all  cash  awards  to 
be  increased  by  an  eight  percent  interest 
factor. 

Solution.  The  cost  of  future  benefits 
assigned  to  the  current  accounting  period 
should  include  interest  cost  calculated  at 
eight  percent  compounded  annually  ac¬ 
cording  to  CAS  415.50(dKI). 

c.  Problem.  The  contractor  accounts 
for  the  cost  of  a  cash  award  deferred 
compensation  plan  on  a  group  basis, 
adjusted  for  an  estimated  four  percent 
forfeiture  allowance.  At  the  close  of  its 
fiscal  year  1987  the  actual  cost  of  forfei¬ 
tures  amounted  to  only  three  percent  as  a 
result  of  a  lower  employee  turnover  than 
was  originally  anticipated. 

Solution.  The  additional  cost  resulting 
from  the  overestimated  forfeiture  allow¬ 
ance  should  be  charged  to  deferred  com¬ 
pensations  costs  in  fiscal  year  1987. 

d.  Problem.  The  contractor  has  a  de¬ 
ferred  compensation  plan  which  specifies 
that  an  employee  receiving  a  cash  award 
must  remain  with  the  company  for  three 
years  after  the  award  to  receive  benefits. 
On  31  March  1987  (fiscal  year-end)  the 
contractor  awards  $5,000  to  an  employee 
to  be  paid  on  31  March  1990.  According 
to  the  plan’s  requirement  for  irrevocable 
funding  of  future  payments,  the  cost 
payable  to  the  employee  on  31  March 
1990  was  funded  on  31  March  1987. 

Solution.  The  entire  amount  irrevoca¬ 
bly  funded  must  be  assigned  to  the  fiscal 
year  ending  31  March  1987  according  to 
CAS  415.50(dK6). 

e.  Problem.  The  circumstances  are  the 
same  as  for  problem  d.  above  except  the 
employee  voluntarily  terminates  his  em¬ 
ployment  on  30  May  1987.  On  the  date 
of  termination  the  fund  has  appreciated 
eight  percent. 
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Solution.  The  amount  irrevocably 
funded  plus  eight  percent  for  the  fund 
gain  will  be  credited  to  deferred  compen¬ 
sation  costs  in  fiscal  year-end  31  March 
1988  as  a  forfeiture  reduction. 

f.  Problem.  The  contractor  maintains  a 
self-insured  retiree  death  benefit  plan  for 
which  costs  are  recorded  at  the  time  the 
death  benefit  is  paid.  Questions  have 
been  raised  as  to  whether  these  benefits 
should  be  considered  deferred  compensa¬ 
tion  subject  to  CAS  415  and  whether  the 
liability  for  currently  retired  employees 
should  be  accrued. 

Solution.  These  benefits  are  not  de¬ 
ferred  compensation  as  contemplated  in 
CAS  415.  CAS  415.50(aK3)  requires  a 
reasonably  accurate  measurement  of  fu¬ 
ture  payments  as  a  condition  for  accrual. 
Retiree  death  benefits  could  only  be 
accrued  by  introducing  mortality  as¬ 
sumptions  and  this  was  not  considered  to 
fall  within  the  meaning  of  “reasonable 
accuracy"  as  used  in  the  standard. 

8-416  Cost  Accounting  Standard  416 
—  Accounting  for  Insurance  Costs 

CAS  416  provides  criteria  for  the  mea¬ 
surement  of  insurance  costs,  the  assign¬ 
ment  of  such  costs  to  cost  accounting 
periods,  and  their  allocation  to  cost  ob¬ 
jectives.  The  standard  was  effective  10 
July  1979  and  is  applicable  to  a  contrac¬ 
tor  on  or  after  the  start  of  its  next 
accountiiw  period  beginning  after  the 
receipt  of  a  CAS-covered  contract. 

8-416.1  General 

a.  CAS  416  covers  accounting  for  pur¬ 
chased  insurance,  self-insurance,  and 
payments  to  a  trustee  of  an  insurance 
fund.  When  coverage  is  obtained  through 
purchase  of  insurance  or  payment  into  an 
insurance  fund,  the  premium  or  payment 
normally  should  represent  the  insurance 
cost.  Amounts  representing  coverage  for 
more  than  one  year  should  be  assigned 
pro  rata  among  the  cost  accounting  peri¬ 
ods  covered  by  the  policy  term.  \^en 
coverage  is  not  obtained  through  pur¬ 
chased  insurance  or  payment  into  an 
insurance  fund,  the  contractor  should 
follow  a  program  of  self-insurance  in 
accordance  with  criteria  in  the  standard. 
Self-insurance  is  defined  as  the  assump¬ 


tion  or  retention  of  the  risk  of  loss  by  a 
contractor,  either  voluntarily  or  involun¬ 
tarily.  Absence  of  insurance  is  regarded 
as  one  form  of  self-insurance.  The  con¬ 
tractor  should  make  a  self-insurance 
charge  for  each  period  for  each  type  of 
self-insured  risk  based  on  an  estimate  of 
the  projected  average  loss  for  that  period. 
Insurance  administration  expenses  which 
are  material  in  relation  to  total  insurance 
costs  should  be  allocated  on  the  same 
basis  as  the  related  costs. 

b.  FAR  31.205-19  makes  the  self  insur¬ 
ance  provisions  of  CAS  416  applicable  to 
all  contracts,  even  contracts  which  are 
not  CAScovered  or  subject  only  to  modi¬ 
fied  CAS-coverage.  Auditors  should  en¬ 
sure  that  proposed  or  claimed  insurance 
costs,  where  significant,  are  in  compli¬ 
ance  with  the  provisions  of  CAS  416. 

8-416.2  Guidance 

a.  The  standard  requires  the  contractor 
to  maintain  records  to  substantiate  the 
amounts  of  premiums,  refunds,  divi¬ 
dends,  losses,  and  self-insurance  charges. 
Records  should  also  show  the  frequency, 
amount,  and  location  of  actual  losses  by 
major  type  of  risk. 

b.  A  contractor  may  need  memoran¬ 
dum  records  to  reflect  material  differ¬ 
ences  between  insurance  costs  deter¬ 
mined  in  accordance  with  CAS  416  and 
those  includable  in  financial  statements 
prepared  in  accordance  with  Financial 
Accounting  Standards  Board  (FASB) 
Statement  5,  Accounting  for  Contingen¬ 
cies.  FASB  Statement  5  does  not  permit 
an  accrual  for  loss  contingencies  in  a 
contractor’s  financial  accounting  records 
unless  (1)  an  asset  has  been  impaired  or  a 
liability  incurred  at  the  date  of  financial 
statements  and  (2)  the  amount  can  be 
reasonably  estimated.  Insurance  costs  de¬ 
termined  in  accordance  with  CAS  416 
cannot  be  accrued  in  financial  accounting 
records  unless  they  represent  purchased 
insurance,  actual  payment  to  a  trustee,  or 
the  recognition  of  an  actual  loss.  A  self- 
insurance  charge  which  only  represents 
exposure  to  the  risk  of  loss  cannot  be 
accrued. 

c.  Exposure  to  the  risk  of  loss  may 
differ  significantly  between  defense  and 
commercial  operations  and  products. 
When  risks  differ  significantly,  defense 
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and  commercial  insurance  costs  should 
be  accumulated  and  allocated  separately. 

d.  The  audit  of  insurance  premiums 
and  payments  to  trustees  should  include: 

(1)  Examining  insurance  policies  to 
determine  the  basis  for  establishing  and 
adjusting  premiums,  and  any  provision 
for  deposits  and  reserves. 

(2)  Determining  whether  the  contrac¬ 
tor  controls  or  has  a  financial  interest  in 
the  insurer.  Purchase  of  insurance  from  a 
related  organization  may  be  a  form  of 
self-insurance  which  should  be  audited  in 
accordance  with  8-416.2e. 

(3)  Examining  the  transactions  in  con¬ 
nection  with  an  insurance  reserve  or  fund 
in  order  to  establish  compliance  with 
CAS  416.50(aKiv)  and  (v). 

(4)  Reviewing  direct  allocations  of  pre¬ 
mium  costs  to  final  cost  objectives  to 
detect  possible  noncompliance  with  CAS 
402. 

(5)  Reviewing  the  assignment  of  premi¬ 
ums,  refunds,  and  assessments  to  and 
among  cost  accounting  periods. 

e.  CAS  416  does  not  establish  mini¬ 
mum  financial  requirements  for  a  con¬ 
tractor’s  self-insurance  program.  In  order 
to  assure  that  a  contractor  has  adequate 
financial  resources  for  a  self-insurance 
program,  FAR  31.205-19  requires  con¬ 
tracting  officer  approval  of  a  self-insur¬ 
ance  program  before  the  related  costs  are 
allowable.  Auditors  may  be  guested  to 
furnish  data  in  connection  with  the  eval¬ 
uation  of  the  proposed  self-insurance 
program.  Self-insurance  charges  should 
be  audited  for  compliance  with  CAS  416 
and  the  approved  program.  The  audit  of 
self-insurance  charges  should  include: 

(1)  Reviewing  the  contractor’s  overall 
self-insurance  program  and  the  adequacy 
of  supporting  records. 

(2)  Analyzing  the  nature,  amount  and 
pattern  of  actual  insurance  losses. 

(3)  Evaluating  the  contractor’s  method 
of  estimating  projected  average  loss  from 
actual  loss  data. 

(4)  Comparing  the  self-insurance 
charge  with  the  cost  of  purchased  insur¬ 
ance  when  it  is  available. 

f.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  appropriate  recommendations 
as  outlined  in  8-302.7. 


8-4163  Illustrations 

The  following  illustrations  are  intend¬ 
ed  to  supplement  those  in  paragraph 
416.60  of  the  standard.  They  are  to  be 
used  as  a  guide  in  determining  whether  a 
contractor’s  practices  comply  with  the 
standard’s  provisions. 

a.  Problem.  Contractor  X  establishes 
an  approved  self-insurance  program  to 
cover  employee  group  health  plans  begin¬ 
ning  with  its  next  accounting  period.  The 
contractor  makes  a  self-insurance  charge 
based  on  analysis  of  its  actual  loss  experi¬ 
ence  over  the  prior  10-year  period  and  an 
evaluation  of  anticipated  conditions.  The 
auditor  determines  that  a  well-known 
insurance  company  offers  coverage  at  a 
cost  materially  lower  than  the  sel^insur- 
ance  charge.  The  contractor  refuses  to 
purchase  insurance  because  the  insurance 
company  is  a  subsidiary  of  a  competitor 
and  has  a  poor  reputation. 

Solution.  The  contractor’s  practice 
complies  with  CAS  416  even  though 
purchased  insurance  is  available  at  a 
lesser  cost.  Paragraph  5  of  the  supple¬ 
mental  information  published  with  CAS 
416  states  that  the  limitation  in  CAS 
416.50(aK2Ki)  is  intended  to  apply  only 
when  the  cost  of  comparable  purchased 
insurance  is  used  as  a  convenient  method 
of  estimating  the  projected  average  loss. 
The  contractor’s  action  is  still  subject  to 
the  test  of  reasonableness  contained  in 
FAR  31.201-3,  and  the  difference  be¬ 
tween  the  cost  of  self-insurance  and  pur¬ 
chased  insurance  should  be  questioned  if 
there  is  sufficient  evidence  that  the  con¬ 
tractor’s  reasons  are  not  valid. 

b.  Problem.  Contractor  Y  proposes  to 
discontinue  its  purchased  insurance  cov¬ 
erage  and  become  self-insured  without 
setting  aside  specific  financial  resources 
to  cover  future  losses. 

SoIntioB.  If  the  self-insurance  charge  is 
measured  and  allocated  properly  follow¬ 
ing  the  criteria  in  CAS  416.50(aX2),  the 
proposed  practice  complies  with  the  stan¬ 
dard  r^rdless  of  the  availability  of 
specific  financial  resources  to  cover  fu¬ 
ture  losses.  The  same  cost,  however,  may 
be  unallowable  under  provisions  of  FAR 
31.205-19  if  the  self-insurance  program 
has  not  been  approved  by  the  ACO. 
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8-417  Cost  Accounting  Standard  417 
—  Cost  of  Money  as  an  Element  of 
the  Cost  of  Capi^  Assets  Under 
Construction 

a.  This  standard  establishes  criteria  for 
the  measurement  of  the  cost  of  money 
attributable  to  capital  assets  under  con¬ 
struction,  fabrication,  or  development  as 
an  element  of  the  cost  of  those  assets.  The 
standard  was  effective  15  December 
1980.  It  is  applicable  on  or  after  the  start 
of  the  next  fiscal  year  beginning  after 
receipt  of  a  contract  to  which  the  stan¬ 
dard  applies. 

b.  FAR  31.205-10  makes  CAS  417 
applicable  to  all  contracts,  even  contracts 
which  are  not  CAS-covered  or  subject 
only  to  modified  CAS-coverage.  Auditors 
should  ensure  that  proposed  or  claimed 
cost  of  money  costs,  where  significant, 
are  in  compliance  with  the  provisions  of 
CAS  417. 

8-417.1  General 

a.  The  standard’s  fundamental  require¬ 
ment  provides  that  the  cost  of  money 
applicable  to  the  investment  in  tangible 
and  intangible  capital  assets  being  con¬ 
structed,  fabricated,  or  developed  for  a 
contractor’s  own  use,  shall  be  included  in 
the  capitalized  acquisition  cost  of  such 
assets. 

b.  For  each  capital  asset  being  con¬ 
structed,  fabricated,  or  developed,  a  rep¬ 
resentative  investment  amount  shall  be 
determined  each  cost  accounting  period, 
giving  appropriate  consideration  to  the 
rate  at  which  costs  of  construction  are 
incurred.  The  cost  of  money  applicable  to 
each  asset  shall  be  calculated  using  the 
applicable  interest  rates  determined  by 
the  Secretary  of  the  Treasury  under  Puf^ 
lie  Law  92-41,  85  Statute  97  (distributed 
semi-annually  by  Headquarters). 

c.  Cost  of  money  shall  not  be  capital- 
iwd  for  any  period  during  which  substan¬ 
tially  all  the  activities  necessary  to  get  the 
asset  ready  for  its  intended  use  are  dis¬ 
continued  unless  such  discontinuance 
arises  out  of  causes  beyond  the  control 
and  without  the  fault  or  negligence  of  the 
contractor. 


8-417.2  Guidance 

a.  CAS  417  applies  to  both  tangible  and 
intangible  assets  being  constructed,  fabri¬ 
cated,  or  developed  for  a  contractor’s 
own  use.  Cost  of  money  applicable  to 
land  should  be  added  to  the  basis  of  the 
land  rather  than  to  the  depreciable  por¬ 
tion  of  the  asset  under  construction. 
Land  should  not  be  included  in  the 
representative  cost  until  the  start  of  activ¬ 
ity  necessary  to  get  it  ready  for  its  intend¬ 
ed  use,  such  as  foundation  development, 
landscaping,  etc. 

b.  Cost  of  money  should  be  computed 
only  once  for  each  cost  accounting  i^riod 
that  the  asset  is  under  construction  based 
on  the  representative  investment  during 
the  cost  accounting  period.  Amounts  ca¬ 
pitalized  as  cost  of  money  in  one  cost 
accounting  period  should  be  included  in 
the  representative  investment  for  suc¬ 
ceeding  periods.  Cost  of  money  shall  be 
calculated  using  the  time-weighted  inter¬ 
est  rates  determined  by  the  Secretary  of 
the  Treasuiy.  It  is  not  necessary  to  enter 
the  cost  of  money  on  the  accounting 
records;  however,  the  contractor  should 
make  a  memorandum  entry  of  the  cost 
and  maintain,  in  a  manner  that  permits 
audit  and  verification,  all  relevant  sched¬ 
ules,  cost  data,  and  other  data  necessary 
to  support  the  entry. 

c.  The  representative  investment  is  the 
calculated  amount  considered  invested 
by  the  contractor  in  the  project  to  con¬ 
struct,  fabricate,  or  develop  the  asset 
during  the  cost  accounting  period.  In 
calculating  the  representative  invest¬ 
ment,  consideration  must  be  given  to  the 
rate  of  expenditure  pattern  of  this  invest¬ 
ment.  For  example,  if  most  of  the  invest¬ 
ment  was  at  the  end  of  the  cost  account¬ 
ing  period,  the  representative  investment 
calculation  must  reflect  this  fact.  DFARS 
Subpart  230.71  provides  guidance  in 
computing  representative  investment 
where  a  contractor  experiences  an  une¬ 
ven  or  irregular  expenditure  pattern. 

d.  The  standard  requires  that  if  sub¬ 
stantially  all  activity  necessary  to  get  the 
asset  ready  for  its  intended  use  is  discon¬ 
tinued,  cost  of  money  shall  not  be  capital¬ 
ized  for  the  period  of  discontinuance. 
However,  when  such  discontinuance  oc¬ 
curs  beyond  the  control  and  without  the 
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fault  or  negligence  of  the  contractor,  the 
cost  of  money  will  continue  to  be  capital¬ 
ized.  Therefore,  the  construction-in-prog¬ 
ress  accounts  should  be  scrutinized  to  see 
if  activity  has  ceased  or  dropped  to  a 
nominal  amount.  If  this  occurs,  the  cir¬ 
cumstances  should  be  examined.  Brief 
interruptions  and  delays  because  of  tech¬ 
nical  construction  problems,  labor  dis¬ 
putes,  inclement  weather,  shortage  of 
material,  etc.  will  not  require  discontin¬ 
uance  of  capitalization  of  cost  of  money. 

e.  Assets  purchased  but  not  immediate¬ 
ly  put  into  service  because  they  require 
installation  are  permitted  to  be  included 
in  the  base  for  determining  cost  of  money 
during  the  period  of  installation.  How¬ 
ever,  caution  should  be  taken  to  ensure 
that  the  activities  necessary  to  get  the 
asset  ready  for  its  intended  use  are  not 
discontinued. 

f.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  appropriate  recommendations 
as  outlined  in  8-302.7. 

8-417,3  Illustrations 

The  following  illustration  is  intended 
to  supplement  those  in  paragraph  417.60 
of  the  standard.  It  is  to  be  used  as  a  guide 
in  determining  whether  a  contractor’s 
practices  comply  with  the  standard’s  pro¬ 
visions. 

Problem.  A  contractor  purchases  a  tur¬ 
bine  for  $1  million  on  I  January  1986. 
The  installation  requires  six  months  and 
is  completed  on  3  June  1986.  The  con¬ 
tractor  capitalizes  cost  of  money  during 
the  six-month  period  of  installation  stat¬ 
ing  that  it  was  the  CASB’s  intent  that 
contractor  investment  be  recognized 
through  cost  of  money. 

Solution.  The  contractor  is  entitled  to 
capitalize  cost  of  money  during  the  six- 
month  installation  period.  However,  in 
the  event  that  the  activities  necessary  to 
get  the  asset  ready  for  its  intended  use  are 
discontinued,  cost  of  money  will  not  be 
capitalized  for  the  period  of  discontin¬ 
uance. 

8-418  Cost  Accounting  Standard  418 
—  Allocation  of  Direct  and  Indirect 
Costs 

CAS  418  requires  the  consistent  classi¬ 
fication  of  costs  as  direct  or  indirect. 


establishes  criteria  for  accumulating  indi¬ 
rect  costs  in  indirect  cost  pools,  and 
provides  guidance  on  allocating  indirect 
cost  pools.  The  standard  was  effective  20 
September  1980.  It  is  applicable  on  or 
after  the  start  of  the  second  fiscal  year 
beginning  after  receipt  of  a  contract  to 
which  the  standard  applies. 

8-418.1  General 

The  standard's  fundamental  require¬ 
ments  provide  that  (1)  a  business  unit 
shall  have  a  written  statement  of  account¬ 
ing  policies  and  practices  for  classifying 
costs  as  direct  or  indirect  which  shall  be 
consistently  applied;  (2)  indirect  costs 
shall  be  accumulated  in  indirect  cost 
pools  which  are  homogeneous;  and  (3) 
pooled  costs  shall  be  allocated  to  cost 
objectives  in  reasonable  proportion  to  the 
beneficial  or  causal  relationships  of  the 
pooled  costs  to  cost  objectives.  While  the 
CAS  and  the  FAR  are  similar  with  regard 
to  the  conceptual  basis,  the  standard  goes 
beyond  the  requirements  of  the  FAR  and 
provides  more  definitive  guidance  for 
allocation  base  selection. 

8-418.2  Guidance 

a.  The  requirement  for  a  written  state¬ 
ment  of  accounting  iwlicies  for  classify¬ 
ing  costs  as  direct  or  indirect  is  a  critical 
aspect  for  assuring  consistent  implemen¬ 
tation  of  this  standard.  If  information 
disclosed  by  the  contractor  in  “Part  III. 
Direct  vs.  Indirect,”  Item  3.1.0,  of  the 
Disclosure  Statement  is  insufficient  to 
meet  this  requirement,  the  contractor 
should  be  requested  to  furnish  additional 
detail. 

b.  Materiality  is  emphasized  in  evalu¬ 
ating  any  perceived  need  for  change  in 
cost  accounting  practices.  Materiality  cri¬ 
teria  are  in  48  CFR  9903.305. 

c.  When  a  noncompliance  condition  is 
not  reported  because  the  amounts  are  not 
material,  periodic  reviews  are  required  to 
ascertain  that  the  amounts  remain  imma¬ 
terial.  Noncompliant  conditions  that  cur¬ 
rently  involve  immaterial  amounts  but 
which  may  involve  material  amounts  in 
the  future  should  be  reported  to  the  AGO 
in  accordance  with  8-302.7. 

d.  The  creation  of  additional  indirect 
cost  pools  should  be  required  only  if 


DCAA  Contract  Audit  Mannal 


January  1995 


changes  will  result  in  materially  diflerent 
cost  allocations. 

e.  Homogeneity  of  indirect  cost  pools  is 
a  significant  requirement  of  the  standard; 
however,  a  pool  may  be  considered  ho¬ 
mogeneous  if  the  separate  allocation  of 
costs  of  the  dissimilar  activities  would 
not  result  in  a  materially  different  alloca¬ 
tion  of  cost  to  cost  objectives.  Where 
there  are  no  audit  problems  with  the 
existing  structure,  it  is  not  anticipated 
that  CAS  418  would  require  further  re¬ 
view  of  the  homogeneity  of  indirect  cost 
pools.  However,  the  allocation  base  for 
those  pools  must  still  be  reviewed  for 
compliance  with  the  standard. 

f.  Where  current  problems  regarding 
the  allocation  of  direct  and/or  indirect 
costs  do  exist,  CAS  418  provides  authori¬ 
tative  support  and  criteria  which  may  be 
helpful  in  formulating  an  acceptable  solu¬ 
tion. 

g.  Where  the  contractor  is  establishing 
new  indirect  cost  pools,  careful  attention 
should  be  directed  toward  whether  the 
pools  meet  the  r^uirements  of  the  stan¬ 
dard.  Audit  considerations,  applicable  to 
conditions  both  before  and  after  the 
establishment  of  a  new  pool,  should 
include  propriety  of  the  allocation  base, 
homogeneity  of  the  cost  pools,  and  ma¬ 
teriality. 

h.  For  purposes  of  selecting  an  alloca¬ 
tion  base,  CAS  418  distinguishes  between 
two  tyi^s  of  indirect  cost  pools:  (1)  those 
which  include  a  material  amount  of  the 
costs  of  management  and  supervision  of 
activities  involving  direct  latrar  or  direct 
material,  and  (2)  those  which  do  not. 

(1)  If  an  indirect  cost  pool  contains  a 
material  amount  of  the  costs  of  manage¬ 
ment  or  supervision  of  activities  involv¬ 
ing  direct  labor  or  direct  material,  the 
standard  requires  selecting  an  allocation 
base  representative  of  the  activity  being 
supervised.  Allocation  bases  are  limited 
to  direct  labor  hours  or  dollars,  machine 
hours,  units  of  production,  or  material 
costs,  whichever  is  more  likely  to  vary  in 
proportion  to  the  costs  included  in  the 
cost  pool  being  allocated. 

(2)  If  an  indirect  cost  pool  does  not 
contain  material  amounts  of  the  costs  of 
management  or  supervision  of  activities 
involving  direct  labor  or  direct  material, 
the  standard  specifies  criteria  for  select- 
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ing  a  base  representing  an  appropriate 
measure  of  resource  consumption.  The 
standard  establishes  a  hierarchy  of  ac- 
ceptaUe  representations  of  beneficial  or 
causal  relationships  between  the  activi¬ 
ties  in  the  pool  and  benefiting  cost  objec¬ 
tives.  The  best  representation  is  a  mea¬ 
sure  of  the  resource  consumption  of  the 
activities  of  the  indirect  cost  pool.  If 
consumption  measures  are  unavailable, 
or  impractical  to  ascertain,  the  next  best 
representation  is  a  measure  of  the  output 
of  the  activities  of  the  indirect  cost  pool. 
If  neither  resources  consumed  nor  output 
of  the  activities  can  be  measured  practi¬ 
cally,  the  standard  requires  the  use  of  a 
surrogate  that  varies  in  proportion  to  the 
services  received  to  be  used  as  a  measure 
of  resources  consumed. 

i.  The  allocation  base  used  should 
result  in  an  allocation  to  cost  objectives 
in  reasonable  proportion  to  the  beneficial 
or  causal  relationship  of  the  pooled  costs 
to  cost  objectives.  Where  the  allocation 
base  used  is  direct  labor  hours  or  dollars, 
all  work  accomplished,  including  hours 
worked  in  excess  of  8  hours  per  day/40 
hours  per  week  by  exempt  employees  or 
assigned  costs,  should  be  included  as 
appropriate  in  the  base  for  allocation  of 
overhead  costs.  (See  6-410.3d.) 

j.  The  criteria  in  CAS  407  should  be 
applied  to  the  use  of  average  and  prees¬ 
tablished  direct  labor  rates.  Material 
variances  must  be  allocated  annually  to 
cost  objectives  in  proportion  to  costs 
previously  allocated. 

k.  Contractors  are  required  to  review 
preestablished  rates  for  indirect  costing 
at  least  annually,  and  revise  the  rates  to 
reflect  anticipated  conditions.  In  addi¬ 
tion,  variances  between  actual  or  antici¬ 
pated  rates  and  preestablished  rates  must 
be  disposed  of  at  least  annually,  if  materi¬ 
al. 

l.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  appropriate  recommendations 
as  outlined  in  8-302.7. 

8-418.3  Illustrations 

The  following  illustrations  are  intend¬ 
ed  to  supplement  those  in  paragraph 
418.60  of  the  standard.  They  are  to  be 
used  as  a  guide  in  determining  whether  a 


DCAA  Contract  Audit  Manual 


9ni 

18-418.3 

contractor’s  practices  comply  with  the 
standard’s  provisions. 

a.  Problem.  Contractor  A  proposes  to 
establish  an  allocation  method  for  the 
central  reproduction  cost  center.  The 
contractor  wants  to  use  the  number  of 
personnel  in  each  department  as  the  base 
for  allocation  of  the  cost  center. 

Solution.  A  central  reproduction  cost 
center  does  not  contain  a  material 
amount  of  management  and  supervision 
of  activities  involving  direct  labor  and 
direct  material.  Hence,  the  selection  of  a 
base  is  governed  by  CAS  418.50(e).  Num¬ 
ber  of  personnel  is  a  surrogate  for  re¬ 
source  consumption  which  may  be  repre¬ 
sentative  of  the  beneficial  or  causal  rela¬ 
tionship  between  the  cost  center  and  the 
benefiting  cost  objectives.  However,  ac¬ 
ceptability  of  this  base  requires  an  analy¬ 
sis  of  the  availability  of  more  preferred 
bases: 

(1)  The  best  measure  of  resource  con¬ 
sumption  related  to  a  central  reproduc¬ 
tion  cost  center  may  be  equipment  usage 
(hours).  However,  if  the  reproduction 
equipment  does  not  have  time  meters 
and  installation  is  not  cost-effective,  the 
use  of  such  a  base  would  be  impractical. 

(2)  The  next  best  representation  of 
beneficial  or  causal  relationship  is  out¬ 
put.  A  base  consisting  of  the  number  of 
reproduced  pages  mi^t  be  selected  as  an 
appropriate  allocation  measure  of  the 
output  of  the  activities  of  the  central 
reproduction  cost  center.  However,  if  it  is 
not  practical  to  measure  the  number  of 
pages  reproduced  for  each  requesting 
activity,  a  surrogate  that  varies  in  propor¬ 
tion  to  the  services  rendered  may  be  used 
to  measure  the  resources  consumed. 

(3)  Such  a  surro^te  could  be  the 
number  of  personnel  in  each  department 
if  past  experience  demonstrates  that  the 
number  of  r^uisitions  varies  in  reason¬ 
able  proportion  to  departmental  popula¬ 
tion,  thereby  constituting  a  reasonable 
measure  of  the  activity  of  the  cost  objec¬ 
tives  receiving  the  service.  Accordingly, 
the  method  adopted  by  the  contractor 
could  constitute  an  acceptable  allocation 
basis,  depending  upon  the  circumstances. 

b.  Problem.  An  audit  of  contractor  B 
reveals  that  several  indirect  cost  pools 
contain  costs  of  activities  having  dissimi¬ 
lar  beneficial  or  causal  relationships  to 
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cost  objectives  to  which  the  pool  is 
allocated.  Further  analysis  indicates  that 
allocation  of  the  costs  of  the  activities, 
included  in  the  cost  pool,  result  in  an 
allocation  to  cost  objectives  which  is  not 
materially  different  from  the  allocation 
that  would  result  if  the  costs  of  the 
activities  were  allocated  separately. 

Solution.  The  contractor's  practice  is 
currently  in  compliance  with  CAS 
418.5(XbKl).  However,  if  it  is  expected 
that  the  practice  will  have  a  material 
impact  in  the  future  and  the  probability 
of  this  impact  can  be  specifically  com¬ 
mented  upon,  the  situation  should  be 
reported  to  the  cognizant  ACO.  In  addi¬ 
tion,  periodic  followup  reviews  should  be 
performed  to  ascertain  whether  circum¬ 
stances  have  changed  the  allocation  dif¬ 
ferences  from  immaterial  to  material. 

c.  Problem.  The  base  for  allocation  of 
overhead  costs  at  contractor  C  is  direct 
labor  hours.  Although  contractor  C’s  sal¬ 
aried  employees  work  on  the  average  60 
hours  a  week,  only  8  hours  per  day  and 
40  hours  per  week  are  recorded  on  the 
employees’  timesheets.  Floor  checks  and 
employee  interviews  have  revealed  that 
the  excess  hours  worked  by  salaried  em¬ 
ployees  are,  in  many  cases,  incurred  on 
cost  type  contracts  in  an  overrun  situa¬ 
tion,  bid  and  proposal  costs  in  excess  of 
the  negotiated  ceiling,  and  other  fixed 
price  and  commercial  work. 

SolutioD.  Subject  to  the  criteria  of 
materiality,  the  contractor  should  be  cit¬ 
ed  as  being  in  noncompliance  with  CAS 
418.S(Xd)  in  that  the  base  selected  to 
measure  the  allocation  of  the  pooled  costs 
to  cost  obiectives  is  not  a  base  representa¬ 
tive  of  the  activity  being  managed  or 
supervised  and  all  significant  elements  of 
the  selected  base  have  not  been  included. 
The  contractor  should  be  required  to 
record  excess  hours  worked  by  salaried 
employees  and  include  all  direct  labor 
hours  worked  in  the  base  for  allocation  of 
overhead  costs.  (See  6-410.) 

8-419  Reserved 

8-420  Cost  Accounting  Standard  420 
—  Accounting  for  Independent 
Research  and  Development  Costs  and 
Bid  and  Proposal  Costs  (IR&D/B&P) 

a.  This  standard  provides  criteria  for 
the  accumulation  of  IR&D/B&P  costs 
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and  for  the  allocation  of  such  costs  to  cost 
objectives.  The  standard  was  effective  IS 
March  1980  and  must  be  followed  as  of 
the  start  of  the  second  fiscal  year  begin¬ 
ning  after  the  receipt  of  a  CAS-covered 
contract.  It  does  not  apply  to  contractors 
subject  to  Office  of  Management  and 
Budget  Circular  A-87,  Cost  Principles  for 
State  and  Local  Governments. 

b.  FAR  31.205-18  makes  CAS  420 
partially  applicable  to  all  contracts,  even 
contracts  which  are  not  CAS-covered  or 
subject  only  to  modified  CAS-coverage. 
Auditors  should  ensure  that  propo%d  or 
claimed  IR&D/B&P  costs,  where  signifi¬ 
cant,  are  in  compliance  with  the  provi¬ 
sions  of  CAS  420. 

8-420.1  General 

The  standard  provides  that 
IR&D/B&P  costs  are  to  be  accumulated 
by  project.  Under  specific  conditions, 
costs  of  IR&D/B&P  prmects  performed 
by  a  segment  but  benefiting  more  than 
one  segment  must  be  accumulated  at  the 
home  office.  Home  office  IR&D/B&P 
costs  are  to  be  allocated  to  smments 
throu^  (1)  allocation  to  specific  se^- 
mentfs)  when  beneficial  or  causal  identi¬ 
fication  can  be  made,  or  (2)  use  of  the 
CAS  403  residual  expense  allocation 
base.  Special  allocations  are  also  permit¬ 
ted.  IR&D/B&P  costs  accumulated  at 
segments  (including  home  office  alloca¬ 
tions  and  transfers  from  other  segments) 
will  be  allocated  to  final  cost  objectives 
using  the  same  base  used  for  G&A  ex¬ 
penses  under  CAS  410;  however,  special 
allocations  are  permitted. 

8-420.2  Gnidaiice 

a.  The  requirements  for  accumulation 
of  IR&D/B&P  costs  by  project  and  home 
office  accumulation  of  IR&D/l^P 
projects  benefiting  more  than  one  sf%- 
ment  increase  the  need  for  maintaining 
close  coordination  between  the  CAC, 
CHOA,  or  GAC  and  auditors  at  operat¬ 
ing  seraents.  It  is  necessary  that  project 
identification  be  retained  on  costs  trans¬ 
ferred  from  a  segment  to  a  home  office  in 
order  that  appropriate  allocations  from 
the  home  office  to  all  benefiting  segments 
can  be  accomplished.  The  coordination 
process  includes  reviews  of  advance 


873 

1|8-420a. 

agreement  proposals  and  audits  of  in¬ 
curred  costs. 

b.  The  standard  provides  that 
IR&D/B&P  costs  accumulated  at  the 
home  office  which  can  be  identified  with 
one  or  more  specific  segments  shall  be 
allocated  to  the  specific  segment(s).  The 
standard  does  not  specify  the  allocation 
method  to  be  used  when  two  or  more  (but 
not  all)  segments  of  an  organization  bene¬ 
fit  from  a  specific  IR&D/B&P  project.  In 
evaluating  the  method  used,  consider¬ 
ation  must  be  given  to  whether  the  base 
will  reasonably  match  cost  distributions 
with  the  beneficial  or  casual  relationships 
between  the  IR&D/B&P  projects  and  the 
segments.  The  most  straightforward  base 
would  consist  of  the  same  components 
used  to  allocate  home  office  residual 
expenses.  However,  among  other  poten¬ 
tially  acceptable  bases  are  total  cost  input 
and  production  labor  hours  or  dollars. 
This  listing  is  not  all  inclusive  and  any 
base  which  reasonably  matches  cost  with 
the  beneficial  or  causal  relationships  be¬ 
tween  IR&D  and  B&P  projects  and  bene¬ 
fiting  segments  would  be  acceptable  un¬ 
der  the  provision  of  the  standard. 

c.  The  standard’s  prefatory  comments 
indicate  that  a  definition  for  B&P  admin¬ 
istrative  costs  was  proposed  by  commen¬ 
tators,  i.e.,  “B&P  administrative  costs, 
when  not  separately  identified  and  classi¬ 
fied  as  B&P  costs  in  accordance  with  the 
contractor’s  normal  accounting  practice, 
are  not  considered  B&P  costs  for  the 
purpose  of  this  standard.’’  The  CASB 
concluded  that  the  proposed  definition 
was  not  necessary  b^ause  it  dealt  with 
allocation  requirements  which  are  ad¬ 
dressed  in  CAS  420.50(aXl).  CAS 
420.S0(aXl)  states  that  IR&D/B&P 
project  costs  shall  include  “.  .  .  costs, 
which  if  incurred  in  like  circumstances 
for  a  final  cost  objective,  would  be  treat¬ 
ed  as  direct  costs  of  that  final  cost 
objective  ....’’  B&P  administrative 
costs,  when  not  separately  identified, 
may  be  excluded  from  the  B&P  pool  if  in 
accordance  with  the  contractor’s  normal 
accounting  practice.  B&P  administrative 
costs  which  are  charged  to  an  overhead 
(non-B&P)  pool  are  not  construed  as 
being  incurred  “in  like  circumstances  for 
a  final  cost  objective.”  Therefore,  the 
standard  does  not  disturb  the  accounting 
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treatment  of  B&P  administrative  costs 
under  the  FAR  provisions. 

d.  Special  allocations  of  IR&D/B&P 
costs  are  permitted  from  the  home  office 
to  specific  segments  and  from  segment 
cost  pools  to  specific  final  cost  objectives 
provided  the  particular  segment  or  final 
cost  objective  would  receive  a  dispropor¬ 
tionate  allocation  of  the  costs  by  using 
the  prescribed  allocation  base.  However, 
the  special  allocation  must  be  commensu¬ 
rate  with  the  benefits  received.  The  pro¬ 
visions  governing  special  allocations 
(CAS  420.5(KeK2)  and  420.50(1X2))  are 
applicable  to  occurrences  which  are  ex¬ 
ceptions  to  the  contractor’s  normal  oper¬ 
ation,  and  are  not  intended  for  applica¬ 
tion  to  segment  groups  or  classes  of 
contracts  or  final  costs  objectives.  As  is 
the  case  with  special  allocations  under 
CAS  403.40(cX3)  and  410.50(j),  it  ap¬ 
pears  the  CASB’s  intent  is  to  use  the 
special  allocation  provisions  to  resolve 
specific  situations  where  equitable  alloca¬ 
tion  cannot  be  achieved  by  normal  meth¬ 
ods.  When  a  special  allocation  under 
CAS  420.50(eK2)  or  420.50(fX2)  is  used, 
it  must  be  described  in  the  contractor’s 
disclosure  statement.  The  description 
should  identify  the  specific  special  alloca¬ 
tion  and  the  circumstances  which  require 
it. 

e.  The  standard  provides  that  any  work 
performed  by  one  segment  for  another 
segment  shall  not  be  treated  as  IR&D  or 
B&P  costs  of  the  performing  segment 
unless  the  work  is  part  of  an  IR&D  or 
B&P  project  of  the  performing  segment 
(CAS  420.50(d)).  If  the  work  of  the 
performing  s^ment  does  not  qualify  as 
IR&D  or  B&P  effort,  the  costs,  including 
business  unit  G&A  expenses,  are  trans¬ 
ferred  directly  to  the  receiving  segment. 
Auditors  at  the  performing  segment  will 
have  the  primary  responsibility  for  re¬ 
viewing  the  propriety  of  the  accounting 
treatment  of  these  interdivisional  costs. 

f.  If  noncompliances  are  found,  the 
auditor  must  ascertain  their  significance 
and  make  appropriate  recommendations 
as  outlined  in  8-302.7. 

8-420 J  Illntratioiis 

The  following  illustrations  are  intend¬ 
ed  to  supplement  those  in  paragraph 
420.60  of  the  standard.  They  are  to  be 
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used  as  a  guide  in  determining  whether  a 
contractor’s  practices  comply  with  the 
standard. 

a.  Problem.  A  contractor  currently  uses 
a  total  cost  input  allocation  base  for 
G&A.  In  implementing  CAS  420,  this 
contractor  proposes  to  exclude  purchased 
services  and  major  subcontracts  from  the 
allocation  base  for  IR&D/B&P  costs, 
citing  the  special  allocation  provisions  of 
CAS  420.50(fK2).  The  contractor  points 
out  that  this  practice  -  i.e.,  the  exclusion 
of  these  costs  from  allocation  of 
IR&D/B&P,  has  been  accepted  in  previ¬ 
ous  years. 

Solution.  This  practice  would  not  be  in 
compliance  with  the  standard.  Allocation 
of  IR&D/B&P  costs  to  final  cost  objec¬ 
tives  is  to  be  on  the  same  allocation  base 
used  for  G&A.  Special  allocations  for- 
classes  of  contracts  (e.g.,  exclusions  of 
major  subcontracts  from  the  base)  are  not 
appropriate  under  CAS  420.50(f)(2).  The 
sp^ial  allocation  provision  in  CAS 
420.50(0(2)  is  limited  to  circumstances 
of  a  particular  final  cost  objective. 

b.  Problem.  Contractor  H  charges  an 
engineering  department’s  typing  services 
for  proposal  preparation  direct  to  B&P 
projects.  General  support  typing  services 
applicable  to  B&P  and  other  departmen¬ 
tal  effort  are  not  separately  identified  but 
are  charged  to  an  intermediate  overhead 
pool  and  allocated  to  B&P  projects,  con¬ 
tract  engineering  projects,  and  other  cost 
objectives  based  on  labor  hours. 

Solution.  The  contractor’s  practice  of 
charging  general  support  B&P  typing 
services  to  an  intermediate  overhead 
pool  is  in  compliance  with  CAS 
420.5(Ha)(i).  The  B&P  general  support 
typing  enort  is  not  separately  identified 
and  classified  as  B&P  cost  and  is  not 
construed  as  being  incurred  “in  like  cir¬ 
cumstances  for  a  final  cost  objective." 
Therefore,  B&P  general  support  typing 
effort  is  allocable  to  an  overhead  account, 
providing  the  allocation  practice  is  other¬ 
wise  considered  acceptable  and  equita¬ 
ble. 

c.  Problem.  Company  R  has  eight  seg¬ 
ments.  S^ment  A  performs  IR&D 
projects  which  have  technical  application 
to  It  and  two  other  segments.  Technical 
application  is  not  identifiable  to  the 
remaining  five  segments.  The  cost  of 
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those  projects  performed  by  Segment  A  is 
transferred  to  the  home  office  and  allo¬ 
cated  in  equal  parts  (one-third)  to  the 
three  segments. 

Solution.  Company  R  is  in  compliance 
with  CAS  420.50(e)(1)  and  420.50(0(1) 
providing  the  technical  app  cations  re¬ 
ceived  by  the  three  segments  ..re  equal.  If 


an  allocation  of  equal  shares  does  not 
reflect  the  participation  in  technical  ap¬ 
plications,  other  allocation  bases  that 
could  be  considered  include  total  cost 
input  (for  the  three  segments)  or  a  base 
consisting  of  the  same  components  used 
to  allocate  home  office  residual  expenses. 


DCAA  Contract  Andit  Manual 


876 

8-500 


January  1995 


8-500  Section  5  —  Review  of  Cost  Impact  Proposals  Submitted  Pursuant  to 
the  Cost  Accounting  Standards  Clause 


8-501  Introduction 

This  section  contains  guidance  on  the 
review  of  contractor  cost  impact  propos¬ 
als  which  are  submitted  in  accordance 
with  the  price  adjustment  provisions  of 
the  CAS  clause. 

8-502  General 

8-502.1  CAS  Clause  Requiring  Price 
Adjustments 

Under  paragraph  (aX5)  of  the  CAS 
clause  (FAR  52.230-2),  contractors  and 
subcontractors  are  required  to  agree  to 
contract  price  adjustments,  with  interest, 
if  increased  costs  to  the  government 
result  from  their  failure  to  comply  with 
CAS  or  to  follow  their  disclosed  cost 
accounting  practices  in  estimating,  accu¬ 
mulating  and  reporting  costs  on  contracts 
containing  the  CAS  clause.  The  CAS 
clause  specifically  provides  in  paragraph 
(aK4Xi)  for  an  equitable  price  adjustment 
when  a  new  standard  causes  a  change  in 
the  contractor’s  cost  accounting  prac¬ 
tices;  paragraph  (aX4Xiii)  for  an  equita¬ 
ble  price  adjustment  when  the  parties 
agree  to  a  change  to  either  a  disclosed  or 
established  cost  accounting  practice;  and 
paragraph  (aX4Xii)  that  adjustments  re¬ 
sulting  from  all  other  changes  may  not 
result  in  any  net  increased  costs  to  the 
government. 

8-502.2  FAR  Requirement  for 
Submission  of  Cost  Impact  Proposal 

a.  Whenever  a  contractor  makes  a 
change  to  disclosed  or  established  ac¬ 
counting  practices  or  is  determined  to  be 
in  noncompliance,  FAR  52.230-5  re¬ 
quires  the  submission  of  a  cost  impact 
proposal  within  60  days  (or  other  mutual¬ 
ly  agreed-upon  date)  after  the  proposed 
change  is  determined  adequate  and  com¬ 
pliant. 

b.  An  inteval  part  of  the  cost  impact 
proposal  is  the  list  of  CAS-covered  con¬ 
tracts  and  subcontracts  which  will  be 
affected  by  the  change  or  noncompliance. 
To  comply  with  the  requirements  of  FAR 
S2.230-S,  contractors  should  maintain  a 


system  for  identifying  accurately  and 
completely  all  contracts  and  subcontracts 
containing  the  CAS  clause.  The  auditor 
should  review  the  adequacy  of  contrac¬ 
tors’  procedures  and  report  to  the  ACO  if 
the  contractor  does  not  maintain  the 
required  records.  Once  the  contractor  has 
established  such  procedures,  perform 
limited  test  checks  of  contract  listings  on 
specific  cost  impact  proposals  to  assure 
the  continuing  effectiveness  of  the  con¬ 
tractor’s  system.  Report  exceptions  in  the 
cost  impact  proposal  evaluation  report. 
For  smaller  contractors,  test  the  listing  of 
CAS-covered  contracts  included  in  spe¬ 
cific  cost  impact  proposals  against  FAO 
files  of  active  cost  reimbursable  contracts 
and  listings  of  CAS-covered  fixed  price 
procurement  actions  available  within 
DoD.  (See  CAS  Working  Group  Paper 
77-17.) 

8-502.3  Cost  Impact  Proposal  Data 
Requirements 

A  basic  problem  encountered  by  audi¬ 
tors  is  the  proper  preparation  of  a  pro¬ 
posal  by  the  contractor.  FAR  requires  the 
propo^l  be  prepared  in  the  manner  and 
form  (level  of  detail)  agreed  to  by  the 
contracting  officer  (usually  with  audit 
advice).  Any  cost  impact  proposal  format 
specified  by  the  ACO  should  allow  the 
same  approximate  result  as  if  the  cost 
impact  for  each  CAS-covered  contract 
was  calculated  individually.  The  basic 
'equired  data  include  (i)  identification  of 
each  CAS-covered  contract  and  cost  im¬ 
pact  (including  cost,  profit/fee,  and 
price/amount)  on  each  CAS-covered  con¬ 
tract  and  subojntract  or,  if  agreed  to  by 
the  ACO,  a  representative  selection  of 
contracts  which  will  give  the  same  ap¬ 
proximate  result  as  if  the  cost  impact  on 
each  CAS-covered  contract  was  calculat¬ 
ed  individually  and  (ii)  grouping  the 
CAS-covered  contracts  and  subcontracts 
by  contract  type  (e.g.,  FFP,  FPI,  CPFF, 
CPIF)  and  by  the  various  Depart- 
ment^agencies  (e.g..  Army,  Navy,  Air 
Force,  NASA,  DoE).  If  inadequately  pre¬ 
pared,  return  the  proposal  to  the  contrac- 
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tor  through  the  ACO  with  deficiencies 
specifically  identified. 

8-502.4  Review  of  Proposed  Price 
Changes 

Under  FAR  30.602- l(e)/DFARS 
230.601(aX4)  the  auditor  is  responsible 
for  reviewing  proposed  price  changes 
submitted  by  contractors  or  subcontrac¬ 
tors  as  a  result  of  revisions  made  to 
previously  disclosed  or  established  cost 
accounting  practices.  The  purpose  of  the 
review  is  to  ascertain  whether  the  pro¬ 
posed  amounts  are  fair  and  reasonable. 
Audit  advice  she  aid  be  provided  consid¬ 
ering  materiality  and  risk  criteria.  Audi¬ 
tors  should  consider  an  array  of  audit 
procedures  as  appropriate  during  review 
of  cost  impact  proposals,  including  statis¬ 
tical  and  judgment  sampling,  risk  assess¬ 
ment,  past  experience,  discussion  with 
contractor  personnel,  and  comparison 
with  previous  cost  estimates.  The  results 
of  these  reviews  will  be  reported  to  the 
ACO  responsible  for  negotiating  the  price 
adjustment. 

8-502.5  Requirement  for  Cost  Impact 
Proposal 

Cost  Impact  proposals  are  required  in 
the  following  instances: 

a.  The  contractor  or  subcontractor  is 
required  to  comply  prospectively  with  a 
new  cost  accounting  standard.  The  relat¬ 
ed  cost  impact  proposal  provides  a  basis 
for  an  equitable  adjustment  on  CAS-cov- 
ered  contracts  existing  on  the  effective 
date  of  the  standard  in  accordance  with 
FAR  52.230-2(aK4Ki)  and  may  result  in 
either  price  increases  or  decreases. 

b.  The  contracting  ofTicer  proposes  a 
change  in  the  disclosed  or  established 
accounting  practices  or  the  contractor 
proposes  such  a  change  and  the  contract¬ 
ing  officer  agrees.  Such  changes  include 
early  implementation  of  new  cost  ac¬ 
counting  standards.  (See  8-301c.)  The 
related  cost  impact  proposal  provides  a 
basis  for  an  equitable  adjustment  on 
CAS-covered  contracts  in  accordance 
with  FAR  52.23(]^2(aK4Kiii)  and  may 
result  in  either  increases  or  decreases. 
Other  changes  are  subject  to  the  provi¬ 
sions  of  FAR  S2.230-2(a)<4Kii)  and  shall 
not  increase  the  net  cost  paid  by  the 
government  on  covered  contracts.  Only 


prospective  adjustments  will  be  made  for 
these  changes.  (See  CAS  Working  Grou- 
Paper  79-23.) 

c.  The  contractor  fails  to  comply  witu 
an  applicable  cost  accounting  standard  or 
to  consistently  follow  any  disclosed  or 
established  cost  accounting  practice. 
FAR  52.230-2(a)(5)  requires  that  when 
increased  costs  as  defined  in  FAR  30.306 
result,  contract  prices  or  cost  allowances 
must  be  adjusted.  Such  adjustment  shall 
provide  for  recovery  of  the  increased 
costs  to  the  government  together  with 
interest  thereon  computed  using  the  Sec¬ 
retary  of  the  Treasury,  Public  Law  92-41, 
interest  rate  from  the  time  the  payment 
by  the  government  was  made  to  the  time 
the  adjustment  is  effected.  The  recently 
passed  Public  Law  100-679  states  that  the 
interest  rate  applicable  to  any  contract 
price  adjustment  shall  be  the  annual  rate 
of  interest  established  under  section  6621 
of  the  Interna!  Revenue  Code  of  1986 
(U.S  C.  6621).  However,  Public  Law  100- 
679  requires  that  the  effective  date  for 
use  of  the  new  interest  rate  be  set  by  the 
new  Cost  Accounting  Standards  Board 
through  an  amendment  to  the  FAR. 
Until  such  an  amendment  has  been  pub¬ 
lished,  the  government  will  continue  to 
use  the  interest  rate  pursuant  to  Public 
Law  92-41,  85  Stat.  97  to  determine 
interest  on  contract  price  adjustments. 

8-502.6  Inclusion  of  Implementation 
Costs 

Implementation  costs  may  be  included 
in  cost  impact  statements  only  to  the 
extent  they  are  a  part  of  appropriate 
indirect  expense  pools  and  allocated  in 
accordance  with  the  contractor's  normal 
accounting  practices.  (See  CAS  Working 
Group  Paper  76-5.) 

8-502.7  Noncompliance  with  FAR  Part 
31 

The  FAR  52.230-2  CAS  clause  does 
not  provide  for  price  adjustment  for 
noncompliance  with  FAR  Part  3 1 .  There¬ 
fore,  if  a  contractor  fails  to  follow  FAR, 
cost  disapprovals  will  be  processed  in 
accordance  with  existing  procedures. 
However,  if  the  contractor  is  required  to 
change  an  accounting  practice  brcause  of 
failure  to  follow  FAR  (for  example,  a 
change  to  a  distribution  base  previously 
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used  for  pricing  and/or  recording  pur¬ 
poses),  then  prospective  adjustments  to 
all  CAS-covered  contracts  would  be  re¬ 
quired  under  8-502.5,  above.  (See  8- 
302.7.) 

8-503  Guidance 

8-503.1  Types  of  Reviews 

In  evaluating  cost  impact  proposals, 
the  auditor  will  perform  essentially  two 
types  of  reviews: 

a.  An  evaluation  of  the  contractor’s 
estimate  of  the  cost  impact  on  covered 
contracts  caused  by  changes  in  cost  ac¬ 
counting  practices.  (The  resulting  adjust¬ 
ments  to  covered  contracts  are  applied 
only  on  a  prospective  basis.) 

b.  A  review  of  proposed  cost  increases 
to  the  government  caused  by  the  contrac¬ 
tor’s  milure  to  follow  consistently  its 
disclosed  or  established  practices  or  to 
comply  with  applicable  cost  accounting 
standards.  The  amount  of  the  adjustment 
is  the  increase  in  cost  to  the  government 
over  what  the  cost  would  have  been  had 
the  contractor  complied  with  the  stan¬ 
dards  and/or  followed  consistently  its 
disclosed  or  established  practices. 

8-503.2  Increased  Costs  —  Changes 

Increased  costs  to  the  government  un¬ 
der  FFP  contracts  should  be  considered 
to  exist  when  the  costs  allocated  to  the 
contracts  are  less  than  would  have  been 
allocated  if  the  method  of  allocation  had 
not  been  changed.  This  concept,  which  is 
specifically  cited  in  48  CFR  9903.306 
related  to  noncompliances,  should  apply 
to  all  price  adjustments  involving  FFP 
contracts.  (See  CAS  Working  Group  Pa¬ 
pers  76-4  and  76-9.) 

8-503.3  Increased  Costs  — 
Noncompliance 

For  noncompliance  on  firm  fixed  price 
contracts,  the  amount  of  “increased 
costs”  to  the  government  is  the  difference 
between  cost  estimates  used  in  negotia¬ 
tions  and  lower  cost  estimates  that  would 
have  been  used  had  the  contractor  com¬ 
plied  with  the  applicable  CASB  rules, 
regulations,  and  standards.  This  mea¬ 
surement  is  necessary  since  “increased 
costs”  on  FFP  contracts  cannot  be  mea- 
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sured  in  terms  of  higher  costs  to  be 
reimbursed  during  contract  performance. 
Consequently,  if  the  contractor  failed  to 
accumulate  costs  in  consonance  with  its 
disclosed  or  established  practices  and 
applicable  standards,  the  appropriate  ad¬ 
justment  for  the  noncompliance  will  be 
computed  as  described.  For  noncompli¬ 
ances  on  flexibly  priced  contracts,  the 
“increased  cost”  to  the  government  is  the 
difference  between  the  current  estimated 
cost  at  completion  under  the  noncompli- 
ant  method  and  the  same  estimate  recon¬ 
structed  under  the  compliant  method. 
(See  CAS  Working  Group  Papers  76-4 
and  76-9.) 

8-503.4  Cost  Adjustments  for  Changes 

Cost  adjustments  for  either  mandatory 
or  voluntaiy  changes  should  generally  be 
the  net  difference  between  the  current 
estimated  cost  to  complete  under  the  old 
accounting  method  and  the  same  esti¬ 
mate  reconstructed  to  reflect  the  new 
method.  (See  CAS  Working  Group  Paper 
76-9.) 

8-503.5  Cost  Offset  Techniques 

The  proposed  cost  effect  and  the  relat¬ 
ed  audit  recommendations  must  be 
shown  on  a  contract-by-contract  basis  to 
enable  the  ACO  to  identify  the  affected 
contracts  and  determine  the  amount  of 
the  adjustment  for  each  contract  in¬ 
volved.  Adherence  to  this  format  (con¬ 
tract-by-contract)  by  the  contractor  and 
the  auditor  is  particularly  vital  when  cost 
offsets  apply.  No  specific  method  for 
offsetting  price  increases  and  decreases 
has  been  prescribed.  It  is  the  ACO’s 
responsibility  to  address  each  spraific 
situation  in  a  way  that  best  accomplishes 
the  overall  objective  and  to  assure  that 
the  offset  technique  is  applied  judiciously 
so  that  the  final  cost  to  the  government  or 
to  individual  departments  or  agencies  is 
not  materially  different  from  that  which 
would  have  resulted  if  the  contract  prices 
had  actually  been  adjusted.  Offsets  affect¬ 
ing  incentive  contracts  should  be  careful¬ 
ly  reviewed  to  avoid  material  impacts  on 
the  incentive  provisions.  The  following 
guidelines  should  be  employed  in  using 
offset  techniques  (see  CAS  Working 
Group  Paper  76-8): 
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a.  Contracts  may  be  adjusted  individu¬ 
ally  or  cost  increases  and  decreases  may 
be  offset  to  reduce  the  number  of  con¬ 
tract  adjustments  for  mandatory  and 
voluntary  changes  and  for  noncompli¬ 
ances. 

b.  Cost  increases  at  one  organizational 
segment  of  a  company  may  be  offset  by 
decreases  at  another  segment  if  the 
change  causes  costs  to  flow  between  the 
segments  either  directly  or  via  a  higher 
organizational  level  such  as  a  home  of¬ 
fice. 

c.  Within  a  segment,  the  effect  of 
several  changes  may  be  combined  in  the 
offset  consideration  if  the  changes  all 
take  place  at  the  same  time. 

d.  When  a  mix  of  contract  types  is 
involved,  grouping  of  contracts  by  type, 
by  materiality  of  cost  impact,  or  other 
type  segregation  may  often  reduce  the 
complexity  of  the  problem  and  also  re¬ 
duce  the  number  of  price  adjustments 
that  must  be  made. 

8-503.6  Adequacy  of  Cost  Impact 
Proposals 

Pursuant  to  acquisition  regulations 
that  implement  the  CASB  promulgations, 
contractors  and  subcontractors  are  re¬ 
quired  to  submit  proposals  that  reflect 
the  cost  impact  of  changes  made  to  their 
disclosed  or  established  cost  accounting 
practices.  The  auditor  should  initially 
review  such  cost  impact  proposals  for 
adequacy  of  content  and  method  of  pre¬ 
sentation.  If  inadequately  prepared,  re¬ 
turn  the  proposal  to  the  contractor 
throuj^  the  ACO  with  the  deficiencies 
specincally  identified. 

8-503.7  Failure  to  Submit  Cost  Impact 
Proposal 

a.  Auditors  should  work  closely  with 
the  administrative  contracting  officer 
(ACO)  to  get  contractors  to  submit  timely 
and  adequate  cost  impact  proposals.  It 
may  be  necessary  for  the  ACO  to  instruct 
the  contractor  that  the  withhold  provi¬ 
sions  of  FAR  30.602-1(0  will  be  imple¬ 
mented  if  an  adequate  cost  impact  pro¬ 
posal  is  not  submitted  by  a  stipulated 
date. 

b.  If  the  contractor  fails  to  submit  a 
cost  impact  proposal,  FAR  provides  that 
the  ACO,  with  the  assistance  of  the 


auditor,  shall  estimate  the  cost  impact  on 
contracts  and  subcontracts  containing  the 
CAS  clause.  Base  the  estimate,  as  much 
as  possible,  on  readily  available  data.  The 
auditor’s  objective  is  not  to  relieve  the 
contractor  of  its  responsibility  for  prepar¬ 
ing  the  cost  impact  statement  but  merely 
to  provide  sufficient  information  upon 
which  the  ACO  can  base  a  unilateral 
decision.  Once  the  ACO’s  final  decision 
has  been  rendered,  the  burden  of  proof 
should  rest  with  the  contractor  to  demon¬ 
strate,  through  a  detailed  analysis,  the 
cost  impact  on  each  CAS-covered  con¬ 
tract  and  subcontract,  rather  than  to 
debate  the  merits  of  the  government 
estimate.  (This  is  similar  to  the  procedure 
established  in  FAR  49.109-7  for  termina¬ 
tion  settlement  by  unilateral  determina¬ 
tion.)  The  associated  audit  report  should 
include  (1)  the  scope  of  the  review,  (2)  a 
description  of  the  circumstances  relating 
to  the  contractor’s  failure  to  submit  a  cost 
impact  proposal,  and  (3)  the  basis  used  to 
develop  the  estimate.  If  the  auditor  is 
unable  to  provide  the  estimate,  the  report 
should  give  the  reasons  and  identify  the 
data  needed  to  comply  with  the  ACO’s 
request. 

c.  Although  not  sp^ifically  provided 
for  in  the  FAR,  auditors  may  also  be 
requested  by  the  ACO  to  provide  an 
estimate  of  the  cost  impact  prior  to  the 
ACO’s  exercising  of  the  FAR  withhold 
provisions.  The  FAR  withhold  provisions 
provide  that  the  ACO  may  withhold  an 
amount  not  to  exceed  10  percent  of  each 
subsequent  payment  request  related  to 
the  contractor’s  CAS  covered  prime  con¬ 
tracts  which  contain  the  appropriate 
withholding  provisions  until  the  cost  im¬ 
pact  proposal  has  been  furnished.  In 
these  situations,  the  estimate  of  the  cost 
impact  will  be  used  by  the  ACO  to 
determine  a  maximum  amount  that 
should  be  withheld.  Again,  the  estimate 
of  the  cost  impact  should  be  based,  as 
much  as  possible,  on  readily  available 
data.  Also  recommend  to  the  ACO  that 
withholding  begin  immediately  and  con¬ 
tinue  while  the  estimate  of  the  cost 
impact  is  being  developed. 

8-504  Conferences  and  Reports  on 
Cost  Impact  Proposal  Renews 

a.  See  4-300  for  guidance  on  entrance, 
interim,  and  exit  conferences  with  the 
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contractor.  When  appropriate,  e.g.,  when 
there  are  numerous  CAS-covered  con¬ 
tracts,  a  series  of  changes,  or  complicated 
changes,  the  contractor  and  the  govern¬ 
ment  should  discuss  and  agree  in  advance 
on  the  manner  and  form  of  a  cost  impact 
proposal  in  order  to  ease  the  administra¬ 
tive  process. 

b.  Promptly  after  completing  each  cost 
iinpact  proposal  review,  prepare  and  dis¬ 
tribute  a  report  using  the  guidance  in  10- 
808. 

8-505  Coordination 

Extensive  coordination  will  be  re¬ 
quired  when  the  adjustments  are  for 
changes  to  or  failure  to  follow  home 


office  accounting  practices.  Such  adjust¬ 
ments  will  affect  all  contracts  at  all 
organizational  units  which  receive  cost 
allocations  from  the  home  office.  It  is 
expected,  therefore,  that  the  CAC,  the 
CHOA,  the  GAC,  and/or  the  auditor 
cognizant  of  an  intermediate  manage¬ 
ment  organization  will  furnish  the  audi¬ 
tors  cognizant  of  all  se^ents  with  the 
results  of  the  review  on  distributing  home 
office  expenses  so  that  the  proposed 
effect  on  contracts  at  the  receiving  seg- 
meiits  can  be  verified.  The  cognizant 
auditors  would  then  report  back  to  the 
CAC,  CHOA,  or  GAC  who  would  issue  a 
consolidated  report  to  the  ACO  responsi¬ 
ble  for  the  home  office. 
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CHAPTER  9 

9-000  REVIEW  OF  COST  ESTIMATES  AND  PRICE  PROPOSALS 


9-001  Scope  of  Chapter 

a.  This  chapter  presents  guidance  for 
evaluating  estimates  of  cost  and  profit 
supporting  price  proposals  submitted  by 
contractors  in  connection  with  the  award, 
administration,  modification,  or  repric¬ 
ing  of  government  contracts.  The  guid¬ 
ance  applies  to  audit  of  estimates  submit¬ 
ted  in  connection  with  negotiation  of  the 
following;  (1)  prices  of  nrm-fixed-price 
contracts;  (2)  initial  and  adjusted  prices 
of  redeterminable  fixed-price  contracts; 
0)  initial  and  successive  target  costs  of 
incentive  fixed-price  and  incentive  cost- 
reimbursement  contracts;  (4)  estimated 
costs  of  cost-plus-fixed-fee  contracts;  (5) 
prices  of  spare  parts;  (6^  contract  change 
proposals;  (7)  rates  for  time  and  material 
and  technical  services  contracts;  (8) 
claims  for  price  adjustments  due  to  ab¬ 
normal  events;  (9)  economic  price  adjust¬ 
ments;  (1^)  price  adjustments  pursuant 
to  Cost  Accounting  Standards  clauses; 
and  (11)  advance  agreements  on  forward 

firicing  factors  such  as  indirect  cost  rates, 
abor  hour  rates,  material  handling  rates, 
and  other  elements  of  pricing  formulas  to 
be  used  repetitively. 

b.  Section  1  discusses  administrative 
procedures  for  field  pricing  support;  that 
section  includes  coverage  of  requests  to 
provide  specific  cost  information  and  to 
assist  higher-tier  contractors  review  pro¬ 
posals  submitted  by  subcontractors.  Sec¬ 
tion  2  provides  guidance  in  evaluating 
the  adequacy  of  cost  or  pricing  data  in 
the  proposal.  Section  3  discusses  general 
evaluation  procedures  for  estimates.  Sec¬ 
tions  4  through  7  present  specific  guide¬ 
lines  for  evaluating  cost  estimates  for 
direct  labor,  direct  material,  other  direct 
costs,  and  indirect  costs.  Section  8 
presents  special  considerations  in  pricing 
the  impact  of  inflation,  including  the 
review  of  proposed  contractual  economic 
price  adjustment  provisions.  Profit  eval¬ 
uation  assistance  to  the  contracting  of^- 
cer  is  discussed  in  Section  9.  Section  10 
hi^lights  audit  criteria  for  review  of 
estimates  derived  from  cost  estimating 


relationships  that  involve  noncost  vari¬ 
ables.  Section  11  presents  procedures 
applicable  to  comprehensive  team  sur¬ 
veys  of  contractors’  estimating  systems 
by  auditors  and  technical  sp^i^ists.  Sec¬ 
tion  12  provides  guidance  in  evaluating 
forward  pricing  rate  agreements.  Section 
13  provides  guidance  for  DCAA  partici¬ 
pation  as  a  member  of  a  should-cost 
review  team. 

9-002  Related  Audit  Guidance 

a.  Audit  report  preparation  is  covered 
in  Chapter  10.  Since  audit  reporting 
requirements  affect  the  field  work  re¬ 
quired,  be  familiar  with  Chapter  10  pro¬ 
visions  applicable  to  the  proposal  at  hand 
before  you  begin  the  proposal  review. 

b.  Appendix  E  and  Appendix  F,  which 
describe  graphic  and  computational  anal¬ 
ysis  and  improvement  curve  analysis 
techniques  as  evaluation  tools,  should  be 
used  in  conjunction  with  this  chapter. 

c.  Throu^out  this  chapter,  various 
Cost  Accounting  Standards  are  cited. 
Refer  to  the  complete  text  of  CASB 
Rules,  Regulations  and  Standards  and  to 
Chapter  8  for  audit  guidance  on  CAS. 

d.  When  appropriate,  the  Agency  DIIS 
application  software  should  be  used  to 
expedite  (1)  rate  applications;  (2)  audit 
summarization;  and  (3)  preparation  of 
summary  working  papers,  audit  report 
exhibits,  and  rate  schedules. 

e.  As  part  of  planning  the  review  of  a 
price  proposal,  brief  the  request  for  pro¬ 
posals  in  accordance  with  3-203.  During 
each  review  of  cost  estimates  or  price 
proposals,  observe  any  operations  securi¬ 
ty  (OPSEC)  measures  required  by  current 
DoD  contracts  or  requests  for  proposals, 
in  accordance  with  3-205. 

9-003  The  Total  Audit  Enviroament 

a.  The  guidance  in  this  chapter  should 
be  applied  to  the  audit  of  individual 
propoMis  with  due  regard  for  the  audit 
environment,  considering  previous  audit 
experience  with  the  contractor  and  the 
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materiality  of  the  various  elements  of  the 
proposal.  A  detailed  evaluation  of  each 
element  of  every  proposal  submitted  for 
review  is  normally  unnecessary. 

b.  Make  full  use  of  all  relevant  knowl¬ 
edge  about  the  contractor  which  has  been 
documented  in  prior  reviews.  This  would 
include: 

(1)  The  strengths  or  weaknesses  of  the 
contractor’s  estimating  system,  which 
may  also  be  the  subject  of  a  separate 
review  (5-1200). 

(2)  The  general  credibility  of  the  con¬ 
tractor’s  proposals,  as  determined  in  the 
course  of  previous  proposal  evaluations 
and  postaward  audits.  (When  a  contrac¬ 
tor’s  accounting  practices  or  representa¬ 
tions  of  histoncal  and  projected  costs 
repeatedly  contain  signincant  deficien¬ 
cies,  errors,  or  unreasonable  estimates 
which  suggest  either  negligence  or  an 


apparent  intent  to  deceive  the  govern¬ 
ment,  such  cases  are  reportable  under  4- 
700.) 

(3)  The  reliability  of  the  contractor’s 
cost  accounting  system. 

(4)  Current  trends  in  the  contractor’s 
labor,  indirect  cost,  or  other  costs,  as 
reflected  in  the  results  of  recent  proposal 
evaluations  or  audits  of  incurred  costs. 

(5)  Current  changes  in  and/or  moderni¬ 

zation  of  the  contractor’s  manufacturing 
practices  as  noted  during  tours  of  the 
manufacturing  floor,  perambulations, 
and  in  the  results  of  estimating  surveys, 
recent  proposal  evaluations,  or  audits  of 
incurred  costs.  (Changing  the  flow  of  how 
products  are  made  can  affect  the  flow  of  , 
costs  (14-800)).  I 

(6)  Cost  avoidance  recommendations 
made  as  a  result  of  operations  audits  and 
other  functional  reviews  (14-500).  I 
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9-100  Section  1  —  Administrative  Procedures  for  Field  Pricing  Support 


9-101  Introduction 


a.  This  section  presents  the  general 
procedures  for  processing  requests  for 
adviso^  audit  reports  and  other  contract 
audit  information  related  to  contractor 
and  subcontractor  price  proposals.  Basic 
guidance  on  audit  field  work  and  prepa¬ 
ration  of  audit  reports  is  not  repeated  in 
this  section  (see  subsequent  sections  of 
this  chapter  and  10-300). 

b.  The  term  “PCO”  is  also  applied  to  a 
plant  representative/ AGO  who  has  been 
delegated  procurement  authority  to  exe¬ 
cute  the  particular  contract  action. 


9-102  The  Field  Pricing  Support 
Concept 


9-102.1  The  Approach 


I 


a.  FAR  15.8  and  DFARS  215.8  de¬ 
scribe  the  responsibilities  and  functions 
in  the  review,  analysis,  and  negotiation  of 
price  proposals,  and  related  matters  con¬ 
cerning  negotiated  procurements.  Much 
of  this  guidance  applies  to  all  types  of 
negotiated  pricing  actions,  including  con¬ 
tract  price  redetermination  after  costs 
have  been  incurred  under  the  contract. 
However,  certain  requirements  may  ap¬ 
ply  only  to  the  initial  pricing  of  contracts, 
contract  additions,  or  contract  modifica¬ 
tions  (sometimes  called  forward  or  prea¬ 
ward  pricing  actions). 

b.  Field  pricing  support  consists  of  all 
audit  and  other  specialist  effort  necessary 
for  the  contracting  officer  to  determine 
the  reasonableness  of  the  proposed  cost 
or  price.  FAR  15.805-5  assigns  the  con¬ 
tracting  officer  responsibility  for  deter¬ 
mining  the  extent  of  field  pricing  support 
requited,  and  for  establishing  the  specific 
areas  in  which  audit  input  is  needed,  lliis 
usually  results  in  a  price  proposal  audit 
request  to  perform  a  complete  examina¬ 
tion  of  the  contractor’s  price  proposal. 
However,  the  contracting  officer  may 
occasionally  request  an  audit  of  only 
specific  cost  elements  within  a  propo^ 
(e.g.,  review  only  proposed  material 
costs);  or  request  only  the  application  of 
agreed-upon  procedures  (e.g.,  verify  cur¬ 
rent  labor  rates  or  apply  certain  attest 


procedures  to  high-value  material  items). 
(See  9-107  for  adiscussion  of  requests  for 
specific  cost  information  and  9-108  for 
requests  to  review  part  of  a  proposal.)  A 
clear  understanding  of  the  ^uester’s 
needs  is  essential  for  establishing  the 
audit  scope  as  discussed  in  9-103.3. 
When  significant  contractor  deficiencies 
or  system  problems  exist,  the  auditor 
should  explain  them  to  the  contracting 
officer  and  discuss  the  potential  for  addi¬ 
tional  audit  coverage.  When  a  request  is 
received  for  an  audit  of  the  entire  propos¬ 
al  and  there  is  little  risk  involved,  discuss 
with  the  requester  if  their  needs  could  be 
met  by  other  services  such  as  reviewing 
part  of  the  proposal  (9-108)  or  providing 
specific  cost  information  (9-107).There 
are  special  requirements  for  reporting  on 
an  audit  of  a  part  of  a  contractor’s 
proposal  as  stated  in  9-108,  9-206, 9-207, 
and  10-300. 

c.  Under  the  DoD  approach  (DFARS 
215.805-5),  the  plant  representative/ AGO 
is  the  team  manager  for  all  PGO  requests 
for  field  pricing  support.  The  PGO  sends 
all  such  requests  to  the  plant  representa- 
tive/AGO,  with  a  copy  to  the  cognizant 
contract  audit  office;  the  contract  auditor 
shall  treat  the  advance  copy  of  the  PGO 
request  as  a  signal  to  b^n  the  audit 
work.  If  after  receiving  an  advance  re¬ 
quest  there  is  concern  about  whether  an 
audit  will  be  necess^,  immediately  dis¬ 
cuss  the  matter  with  the  AGO.  Any 
uncertainty  about  whether  an  audit  will 
be  needed  should  be  resolved  in  favor  of 
starting  the  audit.  If  the  AGO  states  that 
an  audit  will  not  be  requested,  contact 
the  PGO  to  determine  whether  AGO 
actions  will  be  sufficient.  If  the  PGO 
states  that  an  audit  is  necessary,  it  should 
be  performed  as  a  direct  request  in  accor¬ 
dance  with  FAR  15.805-5(c)  and  the 
AGO  should  be  so  advised  (see  9- 
103.1(dX7)). 

d.  DFARS  215.805-5faX2KA)  outlines 
the  procedural  steps  for  coordinating 
field  pricing  support.  This  evaluation 
process  is  conducted  as  a  cooperative 
team  effort  in  order  to  ensure  timely  and 
effective  response  to  the  KO’s  request. 
The  efforts  of  all  field  pricing  support 
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team  members  are  complementary, 
therefore,  coo(Kration  and  communica¬ 
tion  are  essential  in  order  to  establish  a 
proper  understanding  of  each  members’ 
role. 

e.  The  procedural  steps  involving  con¬ 
tract  audit  are  discussed  in  later  para¬ 
graphs  of  this  section.  The  roles  and 
relationships  described  in  9-303  also  ap¬ 
ply  in  the  field  pricing  support  situation. 

9-102.2  Applicability  of  Procurement 
Procedures 

FAR/DFARS  procedures  are  cited  in 
this  section  for  convenience  and  only 
briefly  outlined.  Slight  variations  may 
occur  among  DoD  components,  and  pro¬ 
cedures  applicable  to  non-DoD  agencies 
may  differ.  Auditors  reviewing  major  or 
numerous  proposals  for  a  particular  DoD 
or  non-DoD  contracting  activity  should 
be  familiar  with  the  applicable  agency 
FAR  supplement  and  any  special  propos¬ 
al  requirements  of  the  procurement  of¬ 
fice.  This  information  is  needed  to  ensure 
good  support  to  the  PCO,  to  anticipate 
procurement  needs  for  contract  audit 
services,  and  to  estimate  and  monitor 
workload  trends,  it  is  especially  impor¬ 
tant  in  this  reurd  to  know  the  procure¬ 
ment  office’s  dollar  thresholds  and  relat¬ 
ed  criteria  for  requesting  field  review  of 
proposals  (9-102.3). 

9-102  J  Applicability  of  Dollar 
Tbreshoiito 

a.  DFARS  215.805-5(aKlXA)  requires 
contracting  officers  to  request  field  pric¬ 
ing  support  for  contract  and  modification 
proposals  in  excess  of  $300,000  for  fixed- 
price  contracts  and  $1,000,000  for  cost- 
type  contracts.  The  requirement  may  be 
waived,  with  adequate  written  justinca- 
tion,  by  the  contracting  officer.  General¬ 
ly,  neld  pricing  support  should  not  be 
requested  for  propolis  below  these 
thresholds.  However,  if  the  contracting 
officer  becomes  aware  that  the  cognizant 
administrative  contracting  officer  has 
found  a  significant  deficiency  in  the 
contractor’s  estimating  system  and  has 
instructed  the  contractor  to  correct  the 
deficiency.  Held  pricing  reports  shall  be 
requested  for  fixed-pnced  proposals  in 
excess  of  $230,000  and  cost-type  propos¬ 
als  in  excess  of  $300,000. 


b.  FAR  13.803-3(b)  permits  contract¬ 
ing  officers  to  request  an  audit  of  a 
proposal  below  the  thresholds  when  there 
are  unusual  circumstances.  These  include 

(1)  lack  of  knowledge  of  the  contractor, 

(2)  sensitive  conditions,  or  (3)  inability  to 
evaluate  the  price  reasonableness.  When 
requested  to  audit  a  propo^l  that  is 
below  the  threshold,  the  auditor  should 
understand  the  unusual  circumstances 
(see.  9-103.1d(3)). 

9-103  DCAA  Field  Pricing  Support 
at  the  Prime  Contract  Level 

9-103.1  Coordinating  the  PCO  Request 
for  an  Audit 

a.  In  responding  to  requests  for  audit 
services,  FAO  mam^ers,  supervisors,  and 
auditors  should  keep  in  mind  that  the 
contracting  officer  is  our  customer.  Our 
aim  is  to  provide  timely  and  responsive 
audits,  audit  reports  and  financial  advi¬ 
sory  services  that  meet  our  customer’s 
needs.  This  goal  can  be  achieved  by 
establishing  opra  and  effective  channels 
of  communication  which  allow  for  the 
sharing  of  information  and  ideas  as  the 
audit  progresses. 

b.  In  particular,  requests  for  field  pric¬ 
ing  support  need  to  be  handled  in  an 
expeditious  manner.  Proposals  should  be 
reviewed  for  adequacy  criteria  within 
seven  days  after  receiving  the  proposal  so 
that  corrective  action  can  be  taken  imme¬ 
diately.  In  addition,  expeditious  handling 
of  this  matter  will  enable  the  auditor  to 
meet  the  requestor’s  time  constraints. 
The  auditor  should  seek  assistance  from 
the  ACO/PCO,  if  needed,  early  in  this 
process.  The  Agency  has  riso  developed 
criteria  which  can  be  used  to  evaluate  the 
adequacy  of  contract  pricing  proposals. 
The  auditor  may  discuss  the  checklist 
with  contracting  officers  and  suggest  that 
they  use  it  in  the  screening  process.  The 
form  is  available  on  the  FAO  DIIS  sub¬ 
system  (file  name  ADEQUACY). 

c.  Locally  established  working  arra^e- 
ments  may  expedite  handling  or  relative¬ 
ly  routine  requests.  However,  effective 
field  pricing  supiwrt  to  the  PCO  may,  in 
some  cases,  require  individualized  coop¬ 
erative  arrangements  between  the  plant 
representativ&ACO  and  the  auditor. 
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Also,  some  matters  may  need  reconsider¬ 
ation  during  the  course  of  major  field 
pricing  support  cases. 

d.  Additional  key  matters  the  auditor 
needs  to  coordinate  with  the  plant  repre¬ 
sentative/ ACO  are  listed  below  (see  FAR 
15.805-5(cKl)). 

(1)  Obtaining  a  copy  of  the  contractor's 
proposal  and  applicable  portions  of  the 
RFP,  if  not  received  with  the  PCO  re¬ 
quest. 

(2)  Establishing  the  due  date  for  the 
audit  report,  considering  existing  audit 
workload,  required  audit  scope,  or  any 
other  relevant  factors.  The  contract  audi¬ 
tor  should  coordinate  due  date  adjust¬ 
ments  with  the  plant  representative/ACO 
and  the  PCO.  Any  audit  conflicts  involv¬ 
ing  more  than  one  PCO  should  be 
worked  out  jointly  between  the  auditor 
and  the  plant  representative/ACO  (see  9- 
103.7). 

(3)  Obtaining  a  clear  understanding  of 
the  requester’s  needs  and  identifying  ar¬ 
eas  of  the  contractor’s  profwsal  for  spe¬ 
cial  consideration  (in  addition  to  any 
specified  by  the  PCO).  If  the  request  is 
for  an  audit  of  something  that  is  immate¬ 
rial  or  that  could  be  handled  as  a  request 
for  specific  cost  information  (see  9- 
107.1),  the  auditor  should  discuss  this 
with  and  make  an  appropriate  recom¬ 
mendation  to  the  contracting  officer. 
However,  the  final  decision  regarding  the 
need  for  a  complete  audit  rests  with  the 
contracting  officer. 

(4)  Arranging  for  all  technical  input 
ne^ed  for  the  audit,  including  field 
technical  reports  the  PCO  requests  to  be 
incorporated  into  the  audit  report.  Tech¬ 
nical  input  can  often  be  obtained  through 
informal  consultation,  however,  written 
confirmation  of  the  requested  informa¬ 
tion  should  follow.  Similarly,  informal 
audit  input  may  be  needed  to  support 
other  field  pricin(|  support  efforts  before 
the  audit  report  is  prepared  (see  9-306 
and  D-204). 

(3)  Arranging  for  any  needed  supple¬ 
mentary  analysis  of  subcontract  or  intra¬ 
company  proposals  by  the  prime  contrac¬ 
tor  and/or  government  field  personnel. 
Time  constraints  r^uire  that  this  area  be 
given  early,  expedited  attention  (see  9- 
104  and  9-105). 


(6)  Obtaining  the  PCO’s  estimate  of 
most  likely  level  of  procurement  require¬ 
ments  under  a  proposed  basic  ordering 
agreement  or  time-and-materials-type 
contract.  The  reasonableness  of  propoi^d 
costs  should  be  evaluated  considering  the 
anticipated  level  of  effort. 

(7)  In  some  cases,  requests  will  be 
received  directly  from  the  PCO.  Auditors 
should  not  delay  these  reviews  awaiting  a 
request  throu^  the  ACO.  When  these 
requests  are  received,  necessary  coordi¬ 
nation  will  be  made  directly  with  the 
requester.  In  addition,  auditors  should 
advise  the  plant  representative/ACO  of 
the  request. 

9-103.2  Acknowledging  the  Request 

At  an  early  stage  in  planning  the  audit, 
send  a  memorandum  to  the  plant  repre¬ 
sentative/ACO  (or  PCO  if  it  relates  to  a 
direct  request)  confirming  the  following 
matters: 

a.  Dates  the  request  for  audit  and  the 
contractor’s  proposal  were  received. 

b.  The  due  date  for  issuing  the  audit 
report.  (In  establishing  the  time  r^uired 
to  complete  a  satisfactory  review,  include 
any  areas  for  special  emphasis  or  specific 
requirements  requested  by  the  PTO  or 
coordinated  with  the  plant  representa¬ 
tive/ACO.) 

c.  The  areas  of  the  contractor’s  propos¬ 
al  to  be  given  special  consideration. 

d.  The  arrangements  for  submission  of 
reports  on  any  (1)  technical  analyses  and 
(2)  reviews  of  subcontract  and  intracom¬ 
pany  proposals. 

e.  Any  other  relevant  items  that  would 
improve  the  coordination  process. 

9-103  J  Audit  Scope 

a.  Determining  the  scope  of  a  price 
proposal  audit  (FAR  1  S.80S-S(e))  will,  in 
part,  depend  on  the  nature  of  the  audit 
request  tor  field  pricing  support.  When  a 
complete  examination  of  the  contractor’s 
price  proposal  is  requested,  the  auditor  is 
responsible  for  determining  the  scope 
and  depth  of  audit  required  to  render  an 
informed  opinion  as  to  the  adequacy  of 
the  cost  or  pricing  data  for  negotiation  of 
a  price,  including  the  use  of  technical 
spwialists  when  necessary.  DCAAF 
7640-36  can  be  used  to  document  the  risk 
assessment  and  scope  determination.  Re- 
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quests  to  audit  part(s)  of  a  price  proposal 
are  discussed  in  9-108. 

b.  As  early  as  possible,  determine 
whether  technical  review  requested  by 
the  ACO  will  be  suflicient  to  allow  the 
auditor  to  express  an  opinion  regarding 
the  quantitative  and  qualitative  aspects 
of  the  contractor’s  proposal.  The  auditor 
is  responsible  for  ensuring  that  adequate 
evidential  matter  is  examined  to  render 
an  opinion  on  the  proposed  costs.  This 
includes  making  decisions  about  what 
technical  assistance  is  needed,  effectively 
communicating  with  the  technical  spe- 
cialist(s),  assessing  the  impact  of  techni¬ 
cal  si^ialist  flndings  upon  the  audit 
opinion,  and  reporting  on  the  uses  of 
technical  sp^ialists  or  the  impact  of  their 
nonavailability  (see  Appendix  D  and  9- 
306). 

c.  When  ACO/PCO-imposed  time  con¬ 
straints  make  it  impossible  to  perform  an 
entire  proposal  audit,  coordinate  with  the 
ACO/PC()  to  determine  if  other  services 
can  be  performed  in  the  prescribed  time 
frame  to  assist  in  the  negotiation  of  the 
award  (e.g.,  providing  speciflc  cost  infor¬ 
mation  or  rewiewing  part  of  a  proposal — 
see  9-107  and  9-108).  If  no  services  can 
be  provided  in  the  prescribed  time  frame, 
confirm  the  results  of  the  conversation  in 
writing  with  the  ACO/PCO. 

d.  If  there  is  a  lack  of  adequate  techni¬ 
cal  input  necessary  for  the  expression  of 
an  unqualified  opinion  r^rding  the 
quantitative  and  qualitative  aspens  of 
the  proposal,  the  audit  report  should  be 
qualified  accordingly  (10-304.2). 

e.  In  some  cases,  the  risk  assessment 
and  other  audit  planning  procedures 
could  conclude  that  a  proposal  may  be 
evaluated  b]/  a  desk  review  rather  than  a 
comprehensive  examination  of  all  pro¬ 
posed  elements.  A  desk  review  consists  of 
a  comparison  of  the  contractor’s  proposal 
with  audit  data  available  or  readily  ob¬ 
tainable  at  the  FAO  on  such  things  as  the 
contractor’s  estimating  methods,  current 
cost/price  experience,  and  currently  fore- 
castcid  labor  or  indirect  cost  rates.  It 
involves  more  than  merely  checking  the 
contractor’s  arithmetic.  The  professional 
application  of  audit  experience  and  as¬ 
sessment  of  materiality  and  risk  is  re¬ 
quired  in  order  to  determine  if  suflicient 
information  is  available  to  the  auditor  to 
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justify  a  desk  review.  Limited  additional 
information  can  sometimes  be  obtained 
by  telephone  inquiry  to  the  contractor. 
The  auditor  must  also  carefully  consider 
any  necessary  adjustments  to  the  audit 
scope  because  of  changed  conditions, 
such  as  a  forecasted  increase  in  the 
contractor’s  volume  of  business  (alloca¬ 
tion  base)  which  may  result  in  a  reduc¬ 
tion  of  the  indirect  cost  rate. 

f.  Desk  review  procedures  are  an  inte¬ 
gral  part  of  the  audit  planning  process 
and  may  result  in  a  conclusion  that 
sufficient  information  is  available  in  the 
files  from  other  audits  to  form  the  basis 
for  expression  of  an  opinion  on  the 
contractor’s  cost  statement  (estimate  or 
incurred).  In  such  cases,  care  should  be 
taken  to  assure  that  the  auditor  has 
complied  with  government  auditing  stan¬ 
dards. 

g.  Desk  reviews,  either  alone  or  in 
conjunction  with  a  limited  review  of 
selected  proposal  areas,  may  be  appropri¬ 
ate  for  audit  of  proposals  in  the  lower 
dollar  ranges.  Consequently,  a  desk  re¬ 
view  will  normally  be  performed  when 
the  following  criteria  are  substantially 
met: 

( 1 )  The  contractor  has  been  visited  by  a 
contract  auditor  within  the  past  12 
months  and  audits  are  reasonably  cur¬ 
rent. 

(2)  There  are  no  outstanding  CAS  or 
accounting/estimating  system  deficien¬ 
cies  that  have  a  bearing  on  the  propos^. 
(The  audit  files  must  reflect  a  prior 
review  of  the  significant  elements  of  the 
accountin^estimating  system.) 

(3)  No  significant  change  is  expected  to 
occur  in  the  contractor’s  business  which 
will  affect  cost  projections  during  the 
proposed  period  of  performance. 

(4)  The  contractor  has  been  able  to 
support  its  proposed  costs  on  previous 
submissions  by  vendor  quotations,  prior 
actual  costs,  or  other  acceptable  eviden¬ 
tial  matter.  Thus,  experience  shows  mini¬ 
mal  or  no  cost  exceptions  (other  than 
known  repetitive-type  exceptions)  on  pre¬ 
vious  reviews. 

(5)  The  cost  elements  proposed  are 
consistent  with  prior  practice  and  consis¬ 
tently  applied  with  no  new  costing  fac¬ 
tors. 
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(6)  The  contractor  and  the  government 
have  agreed  on  forward  pricing  rates, 
with  appropriate  DCAA  input,  for  the 
proposed  period  of  performance  or  cur¬ 
rent  rate  information  is  available  from 
recent  audits. 

9-103>l  Sampling  Procedures  to  be  Used 

a.  Requests  to  evaluate  an  inordinate 
number  of  items  and/or  dollar  amounts 
should  be  discouraged.  Criteria  used  by 
some  procuring  offices  for  reviewing  line 
items  may  be  more  extensive  than 
DCAA’s  established  statistical  sampling 
guidance  and  government  auditing  stan¬ 
dards  requirements.  Although  the  auditor 
establishes  the  scope  of  audit  following 
established  and  accepted  statistical  sam¬ 
pling  procedures  (see  4-6(X)  and  Appen¬ 
dix  B),  the  requester’s  sampling  proce¬ 
dures  may  be  considered,  as  appropriate. 

b.  Coordinate  the  selected  line-item 
sample  with  the  PCO.  Additional  line 
items  of  particular  concern  to  the  PCO 
that  were  not  selected  in  the  initial  sam¬ 
ple  selection  should  be  looked  at  sepa¬ 
rately  on  a  case-by-case  basis.  Coordinat¬ 
ing  the  stratification  process  and  ensur¬ 
ing  that  random  techniques  are  properly 
applied  will  make  the  sample  results 
more  useful  to  the  auditor  and  the  re¬ 
quester. 

c.  Value  Review.  A  value  review  in¬ 
volves  a  subjective  assessment  of  item 
prices  (as  compared  to  an  illustrated 
parts  breakdown,  picture,  drawing,  or 
sketch  of  the  item),  including  a  short 
written  description  of  labor,  material, 
and  engineering  characteristics  of  the 
item.  The  purpose  of  a  value  review  is  to 
determine  if  the  price  offered  appears  to 
be  a  fair  value.  For  example,  a  value 
review  could  determine  that  $1.30  is  a 
fair  price  for  a  switch,  toggle,  multi-ter¬ 
minal  while  $11. SO  may  not  be  a  fair 
price;  or  that  $10.00  is  not  a  fair  price  for 
a  iMrticular  bolt  while  $0.23  may  be  a  fair 
price.  Generally,  a  value  review  is  per- 
tormed  as  a  procurement  function. 
Therefore,  the  auditor  should  ensure  that 
a  listing  of  all  items  that  failed  the  value 
review  has  been  provided  as  part  of  the 
audit  request.  These  items,  along  with  an 
explanation  as  to  what  caused  their  fail¬ 
ure,  should  be  considered  as  audit  leads. 
If  the  auditor  plans  to  evaluate  a  failed 
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value  item  separately,  the  requester 
should  be  advised  so  as  to  avoid  duplica¬ 
tion. 

9-103.5  Reqnest  to  Report  by  Line  Item 

a.  Audit  requests  which  require  audi¬ 
tors  to  spend  an  inordinate  amount  of 
time  reporting  their  findings  by  line  item 
do  not  usually  result  in  an  economical 
use  of  audit  resources,  p^icularly  when 
the  contractor’s  accounting  system  does 
not  identify  total  cost  by  individual  line 
item. 

b.  Although  some  contractors  propose 
engineering  and  other  direct  support  ef¬ 
fort  by  using  estimating  or  pricing  factors 
for  individual  line  items,  their  account¬ 
ing  systems  usually  do  not  account  for 
direct  support  cost  by  individual  line 
item.  Furthermore,  the  use  of  such  tech¬ 
niques  cannot  be  supported  by  historical 
cost  experience. 

c.  When  there  is  no  direct  relationship 
between  factors  and  individual  line  item 
costs,  the  total  amount  of  direct  support 
effort  should  be  evaluated  by  government 
technical  personnel  to  ascertain  the  rea¬ 
sonableness  of  the  effort  proposed.  The 
auditor  will  recommend  labor  and  indi¬ 
rect  cost  rates  applied  to  this  total  effort 
and  results  will  be  reflected  in  the  audit 
report.  The  auditor  will  also  comment  on 
any  estimating/pricing  techniques  used  to 
distribute  the  direct  effort  to  line  items 
and  their  impact  on  the  proposed  cost. 

d.  Contractors  may  not  record  their 
costs  on  a  line-item  basis  and  it  may  not 
always  be  iiractical  to  track  audit  findings 
to  a  line  item.  When  impediments  to 
identification  exist,  request  contracting 
officer  assistance  before  any  additionid 
audit  resources  are  spent  to  develop  audit 
findings  and  write  a  report  by  line  item. 
In  these  cases,  the  contracting  officer 
should  solicit  the  contractor’s  assistance 
to  aid  in  the  identification  of  costs  by  line 
item.  Such  assistance  is  needed  in  order 
for  the  auditor  to  report  questioned  costs 
by  line  item. 

9-103.6  ReqMsts  to  Report  oa 
CoBiporathc  Historical  Cost  farfbrmmioa 

a.  The  ^uiiement  to  have  compara¬ 
tive  historicid  cost  information  should  be 
placed  on  the  contractor  and  included  as 
part  of  the  cost  pnqMsal. 
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b.  If  a  request  to  develop  this  type 
information  is  received,  request  that  the 
contractor  prepare  the  information,  noti¬ 
fy  the  requester  of  the  action  taken, 
perform  whatever  audit  steps  are  neces¬ 
sary  to  verify  the  accur^  of  the  infor¬ 
mation,  and  include  the  information  with 
the  audit  report.  In  the  event  the  infor¬ 
mation  is  not  received  in  time  for  inclu¬ 
sion  in  the  audit  report,  include  appropri¬ 
ate  comments  necessary  to  explain  the 
circumstances.  This,  of  course,  does  not 
preclude  the  inclusion  of  readily  avail¬ 
able  recent  historical  cost  information  in 
audit  reports  to  support  the  audit  find¬ 
ings. 

9-103.7  Scheduling  Andit  Report 
Issuanoe 

a.  Issuance  of  a  report  on  an  audit  of  a 
price  proposal  should  not  be  delayed 
beyond  the  rmreed-to  due  date  pending 
the  receipt  of  an  assist  audit  report  (9- 
104)  or  technical  report  (Appendix  D). 
Neither  should  the  report  be  delayed 
because  of  the  contractor’s  verbal  state¬ 
ment  about  revising  the  proposal.  How¬ 
ever,  other  developments  during  the 
course  of  the  audit  may  threaten  the 
audit  reiwrt  schedule,  such  as: 

(1)  Serious  problems  with  the  contrac¬ 
tor  such  as  lack  of  cooperation,  insuffi¬ 
cient  supporting  data,  or  denial  of  access 
to  records,  which  may  have  a  major 
adverse  impact  on  price  n^tiations  (see 
also  9-203). 

(2)  Expansion  of  audit  requirements  by 
the  PCO. 

(3)  Major  uiumticipated  problems  with 
the  proposal,  such  as  unusual  or  complex 
data  or  significant  controversial  items  of 
cost. 

(^  New,  competing  priorities  in  other 
PCXi  requests. 

b.  Promptly  discuss  these  other  devel- 
(^ments  with  the  plant  representa- 
tive/ACX).  His  or  her  earlv  attention  tiuy 
correct  the  problem  and  eliminate  the 
need  for  the  auditor  to  request  a  due  date 
change  or  an  audit  report  qualification. 
FAR  lS.80S-Md)  and  (e)  require  that  the 
contractini  officer  be  notifira  in  writing, 
following  immediate  verbal  notification, 
of  circumstances  shown  in  (1)  above.  The 
notification  should  include  a  description 
of  the  deficient  or  denied  data  or  records 


(copies  of  the  deficient  data  should  be 
provided,  if  requested  by  the  contracting 
officer),  the  need  for  the  evidence,  and 
the  unsupported  costs  resulting  from  the 
denial  (1-S04.3).  In  addition,  the  audit 
report  should  identify  any  cost  or  pricing 
data  submitted  that  are  not  accurate, 
complete,  and  current  and  a  schedule  of 
any  cost  representations  that  are  unsup¬ 
ported  (See  also  l(>-304.2e  and  10-308.2). 

c.  Supplemental  reports  may  be  re¬ 
quired  upon  receipt  of  assist  audit  reports 
(9-104),  technical  reports  (9-103.8),  or 
receipt  of  additional  cost  or  pricing  data. 
In  addition,  FAR  lS.80S-S(h)  requires 
the  contracting  officer  to  request  that  the 
auditor  immediately  review  significant 
information  disclosed  subsequent  to  sub¬ 
mission  of  a  cost  proposal.  Tbis  informa¬ 
tion  may  include  data  related  to  costs 
unsupported  in  the  original  audit  report. 
The  contracting  officer  will  require  the 
offeror  to  concurrently  submit  this  data 
to  the  audit  office.  Upon  receipt  of  the 
data  and  the  audit  request,  the  auditor 
should  initiate  a  timely  review  of  the  data 
and  orally  report  the  results  to  the  con¬ 
tracting  officer.  When  considered  neces¬ 
sary  by  the  contracting  officer  or  the 
auditor,  a  supplemental  report  may  also 
be  issu^  if  the  status  of  negotiations  is 
such  that  a  supplemental  report  will  serve 
a  useful  purpose  (10-103.3f  and  10- 
304.4). 

d.  If  an  extension  of  the  audit  report 
due  date  is  considered  necessary,  follow 
the  procedures  in  9-103.1,  9-103.2,  and 
10-3(X),  including  coordination,  written 
confirmation,  and,  if  applicable,  report 
qualification. 

e.  Providing  verbal  results  of  audit  is 
merely  advance  information  for  the  re¬ 
quester  and  is  not  a  substitute  for  issuing 
a  written  audit  report  by  the  established 
due  date. 

f.  Peak  workload  periods  and  other 
unforeseen  strains  on  FAO  audit  re¬ 
sources  do  not  relieve  FAO  management 
from  the  reqxmsibility  for  judicious  and 
timely  manigement  of  proposal  audits 
(CAM  10-103.1).  Therefore,  every  effort 
should  be  made  to  issue  proposal  audit 
reports  by  the  original  due  dates.  In  any 
event,  it  is  generally  unacceptable  to 
request  a  due  date  extension  for  60  days 
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beyond  the  date  of  receipt  of  the  request 
for  audit. 

9-103.0  Teckaical  Report  Impact  on 
Aadit  Report  Schedue 

a.  DEARS  21S.80S-S(eX6)  states  that  if 
the  auditor  requests  a  technical  analysis, 
the  auditor  normally  will  incorporate  the 
financial  effect  of  the  analysis  in  the 
audit  report.  In  view  of  the  number  of 
technical  specialties  that  could  be  in¬ 
volved,  there  may  be  several  technical 
reports  to  consider  (see  9-103.1  and  Ap¬ 
pendix  D).  If  the  auditor  requests  a 
technical  analysis,  the  auditor  should  not 
expect  any  other  party  to  consolidate 
reports  on  proposal  analyses  made  by  the 
several  technical  specialists  on  the  Held 
pricing  support  team. 

b.  In  the  absence  of  adequate  requested 
technical  analysis,  the  audit  report  will  be 
qualified  (10-300).  However,  if  the  audi¬ 
tor  can  obtain  sufficient  evidence  to 
suprart  an  audit  opinion  on  the  proposal, 
including  requirements,  then  a  request 
should  not  be  made  and  the  report  should 
not  be  qualified.  This  holds  even  if  the 
auditor  knows  that  an  evaluation  is  being 
done,  and  the  results  are  not  received.  A 
qualification  should  not  be  used  in  this 
case  even  though  the  technical  r^rt 
may  question  elements  which  the  auditor 
did  not  question. 

c.  Technical  report  results  which  are 
not  received  in  time  for  inclusion  in  the 
initial  audit  report  will  be  incorporated 
in  a  supplemental  report,  if  the  status  of 
negotiation  is  such  that  a  sun>lemental 
report  will  serve  a  useful  purpose.  All 
technical  rmrt  results  received  by  the 
auditor  will  be  included  in  the  audit 
report. 

d.  Any  continued  delays  in  receipt  of 
Held  technical  reports  required  to  satisfy 
the  PCO’s  request  for  field  pricing  sup¬ 
port  should  be  treated  as  a  matter  of 
special  management  concern  because  of 
the  impact  on  contract  audit  workload.  If 
the  matter  cannot  be  resolved  at  the  local 
level,  it  should  be  elevated  to  the  r^onal 
office. 

9-104  Sabcoatnct  Proposab 
lachidcd  in  Priac  Contract  Proposals 

9-104.1  Bask  RcspoasiMlitles 
TsitoalistI  lYoaossli 

a.  FAR  lS.804-6(bX2)  requires  that  SF 
141 1  support  provide  data  showing  the 


basis  for  establishing  the  source  and 
reasonableness  of  price.  For  competitive 
acquisitions  this  data  should  also  include 
the  degree  of  competition.  This  data 
should  be  provided  for  all  acquisitions 
exceeding  the  pertinent  threshold  set 
forth  in  FAR  lS.804-2(aXl).  For  non¬ 
competitive  acquisitions  that  meet  the 
requirements  of  FAR  lS.806-2(a)  the 
results  of  the  analysis  of  the  prospective 
source’s  proposal  as  required  by  FAR 
15.806  should  also  be  submitted. 

b.  Contractors  and  hi^er-tier  subcon¬ 
tractors  are  primarily  responsible  for  re¬ 
viewing  their  subcontractors.  FAR 
15.806  requires  contractors  and  higher- 
tier  subcontractors  to  conduct  a  cost 
analysis  of  each  subcontract  when  cost  or 
pricing  data  are  required  by  FAR  15.804- 
6(bX2)  regarding  noncompetitive  meth¬ 
ods  and  to  provide  the  results  of  such 
evaluations  prior  to  negotiations.  How¬ 
ever,  FAR  15.806-3  permits  the  contract¬ 
ing  officer  to  request  audit  or  field  pric¬ 
ing  support  to  analyze  and  evaluate  the 
propo^  of  a  subcontractor  at  any  tier,  if 
the  contracting  officer  believes  that  this 
support  is  necessary  to  ensure  reasonable¬ 
ness  of  the  total  proposed  price.  DEARS 
215.806-3(aXi)  further  provides  that,  if  in 
the  opinion  of  the  PCO,  plant  representa- 
tive/ACO,  or  auditor,  the  review  of  a 
prime  contractor’s  proposal  requires  fur¬ 
ther  government  review  of  subwntractor 
cost  estimates  at  the  subcontractor’s 
plant,  these  reviews  should  be  fully  coor¬ 
dinated  with  the  requester  before  being 
initiated. 

c.  During  coordination  of  the  PCO 
request  for  audit  of  a  prime  contract 
proposal  (9-103.1),  the  needed  coverage 
of  any  significant  proposed  subcontract 
costs  will  be  a  major  consideration.  The 
auditor  at  the  prime  contract  level  plays  a 
major  role  in  ensuring  that  proposed 
subcontract  costs  are  adequately  evalu¬ 
ated.  Depending  upon  the  contractor’s 
basis  for  the  proposed  subcontract  costs, 
an  evaluation  may  be  made  only  at  the 
prime  contractor  plant  or  an  audit  at  the 
subcontractor  plant  may  be  required  (see 
9-103  and  9-104.2). 

d.  The  prime  contract  auditor  is  re¬ 
sponsible  for  providing  the  subcontract 
auditor  with  government  price  negotia¬ 
tion  memorandums  applicable  to  negoti- 
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ations  with  the  prime  contractor  concern¬ 
ing  subcontract  prices. 

9-104.2  Deddiag  Whether  a  Govenmmtt 
Field  Review  of  a  Snhoontractor’s 
Proposal  Should  he  Obtained 

a.  Generally  the  prospective  prime  con¬ 
tractor  should  support  proposed  subcon¬ 
tract  prices,  including  performance  of 
cost  and  price  analysis  of  subcontractor 
cost  or  pricing  data,  when  required  by 
FAR  15.804-^X2)  reading  noncom¬ 
petitive  methods.  DFARS  215.806- 
l(aXl)  provides  that  the  plant  representa¬ 
tive/ AGO  will  return  inadequate  contrac¬ 
tor  analysis  packages  for  reacoomplish- 
ment.  The  government  may  decide,  how¬ 
ever,  that  adequate  review  of  a  prime 
contract  proposal  requires  field  pricing 
support  at  the  location  of  one  or  more 
prospective  subcontractors  at  any  tier. 

b.  The  prime  contract  auditor  will 
specifically  review  each  pricing  submis¬ 
sion  and  available  suprorting  data  to 
advise  the  contracting  ofllcer  of  the  need 
for  subcontractor  assist  audits.  As  part  of 
this  review,  ascertain  the  adequacy  of  the 
prime  contractor’s  completed  cost  analy¬ 
sis  of  subcontract  proposals.  For  those 
cost  analyses  that  are  not  completed, 
determine  the  contractor’s  completion 
schedule  and  consider  the  adequacy  of  its 
procedures  for  conducting  cost  analysis. 
Generally,  there  will  be  no  need  to  re¬ 
quest  an  assist  audit  when  the  contrac¬ 
tor’s  procedures  are  adequate  and  the 
cost  analyses  are  scheduled  for  comple¬ 
tion  prior  to  negotiation.  However,  this 
should  always  be  broi^t  to  the  attention 
of  the  contracting  ofn^r  ^see  9-104.2d). 
This  review  and  the  resulting  determina¬ 
tions  on  the  assist  audits  to  performed 
will  be  clearly  documented  in  the  audit 
working  papers.  The  following  items  will 
generally  indicate  a  need  for  an  assist 
audit: 

(1)  The  contractor’s  cost  analysis  is 
inadequate  or  is  not  exp^ed  to  be 
completed  prior  to  n^tiations. 

(2)  The  prime  contractor’s  policies  and 
proc^ures  for  awarding  subrantracts  are 
inadequate. 

(3)  There  is  a  business  relationship 
between  the  prospective  prime  contractor 
and  subcontractor  not  conducive  to  inde¬ 
pendence  and  objectivity,  as  in  the  case 


of  a  parent-subsidiary  or  when  prime  and 
sub<»ntracting  roles  of  the  companies  are 
frequently  reversed. 

(4)  The  proposed  subcontract  costs 
represent  a  substantial  part  of  the  total 
contract  costs. 

(5)  The  prospective  prime  contractor 
was  denied  access  to  the  proposed  sub¬ 
contractor’s  records. 

c.  Upon  determinii^  and  documenting 
the  need  for  an  assist  audit,  establish 
whether  the  assist  audit  has  al^dy  been 
aimropriately  requested  by  either  the 
AGO  or  PGO.  If  a  needed  assist  audit  has 
not  been  requested,  immediately  briim 
this  matter  to  the  attention  of  the  AGO 
and  PGO  and  convey  the  reason  the  assist 
audit  should  be  obtained.  In  doing  this, 
provide  aU  available  data  the  contracting 
officer  should  consider  in  making  a  deci¬ 
sion. 

d.  The  auditor  should  take  special  care 
to  point  out  to  the  AGO  and  PGO  any 
prime  contractor  cost  analysis  that  will 
not  be  available  before  the  conclusion  of 
audit  field  work,  but  is  scheduled  for 
completion  prior  to  n^tiations  (see  9- 
104.2b).  Also  comment  on  the  adequacy 
of  the  contractor’s  procedures  for  con¬ 
ducting  cost  analysis  (see  9-406.1).  This 
information  will  allow  the  AGO  and/or 
PGO  to  decide  whether  to  wait  for  the 
contractor’s  cost  analysis  or  to  request  an 
assist  audit.  When  a  decision  is  made  to 
wait  for  the  contractor’s  cost  analysis,  the 
costs  should  be  classified  as  unsupported 
(see  10-308.2). 

e.  When  the  prime  contract  auditor 
determines  that  the  AGO  or  PGO  has 
requested  or  will  request  an  assist  audit, 
he  or  she  should  at  once  alert  the  subcon¬ 
tract  auditor  by  telephone  and  confirm 
that  the  audit  can  be  completed  timely 
(i.e.;  in  time  for  inclusion  in  the  prime 
audit  report  if  possible,  but  in  no  case 
later  than  the  due  date  requested  by  the 
AGO  or  PGO).  The  prime  auditor  will 
immediately  confirm  the  telephone  noti¬ 
fication  via  fax  or  GG:MAIL.  If  the 
subcontraa  auditor  has  not  already  be¬ 
gun  the  audit,  it  should  be  started  upon 
such  notification. 

f.  If,  after  notification  and  discussion 
with  the  AGO  and  FCO,  the  assist  audit 
is  still  determined  necessaiy  and  it  is  not 
going  to  be  requested  by  either  the  AGO 


DCAA  CoBtract  Aailt  Maaaal 


January  1995 


or  PCO,  the  prime  contract  auditor  wiii 
prepare  and  address  an  assist  request  to 
the  prime  contractor  AGO.  The  prime 
contract  auditor  will  also  immediately 
notify  the  subcontract  auditor  by  tele¬ 
phone  of  the  impending  audit  request 
and  send  a  copy  of  the  request  directly  to 
the  assist  auditor.  It  should  include  aU  of 
the  information  required  by  DCAA’s 
management  information  system  to  set 
up  an  assist  audit  assignment  including  a 
due  date  which,  if  possible,  will  allow  the 
assist  audit  results  to  be  incorporated 
into  the  prime  auditor’s  report.  However, 
in  no  case  should  the  requested  due  date 
be  after  prime  contract  negotiations  be¬ 
gin.  The  r^uest  for  assist  audit  should  be 
accompanied  by  copies  of  (1)  the  subcon¬ 
tractor’s  proposal,  along  with  all  related 
cost,  pricing,  and  pertinent  technical 
data;  (2)  if  available,  the  results  and 
supporting  data  from  the  prime  contrac¬ 
tor’s  review  of  the  subcontractor’s  pro¬ 
posal;  and  (3)  the  audit  request  received 
by  the  prime  DCAA  omce  (used  to 
identify  reimbursable  work). 

g.  A  government  review  of  proposed 
subcontract  costs  does  not  relieve  the 
prime  contractor  of  its  responsibilities. 
FAR  13.806-1  requires  prime  contractors 
and  higher-tier  subcontractors  to  conduct 
cost  analysis  of  each  subcontract  propos¬ 
al  for  which  the  subcontractor  must  sub¬ 
mit  cost  or  pricing  data.  The  DCAA 
auditor  should  include  an  appendix  in 
the  audit  report  identifying  subcontracts 
requiring  contractor  cost  analyses  which 
have  not  yet  been  provided  to  the  auditor 
(see  10-307.7). 

9-104  J  Advance  Notice  of  Mitfor 
Program  Snboontract  Reviews 

A  DoD  contracting  activity  is  r^uired 
to  notify  applicable  contract  administra¬ 
tion  activities  when  a  planned  major 
a^uisition  will  require  extensive,  spe¬ 
cial,  or  expedited  field  pricing  review  of 
subrantractors’  proposals  (DFARS 
213.806-3(a)(ii)).  DCAA  support  of  these 
programs  will  be  facilitated  by  prompt 
and  thorot^  coordination  among  the 
PLA,  regional  ofHces,  FAOs,  and  Head¬ 
quarters  element  involved  in  the  acquisi¬ 
tion  program. 
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19-104.2f. 

9-104.4  Processing  Requests  for  Audit  of 
Subcontractor  Proposals 

a.  Under  DoD  field  pricing  support 
procedures,  audit  requests  of  subcontrac¬ 
tor  proposals,  at  any  tier,  will  be  pro¬ 
cessed  through  plant  representative/ACO 
channels.  This  applies  whether  the  re¬ 
quest  has  been  initiated  by  the  PCO,  by 
the  field  pricing  support  team,  or  by  the 
cognizant  auditor  at  the  prime  contractor 
location.  In  each  case,  a  copy  of  the 
request  is  to  be  sent  directly  to  the 
contract  auditor  responsible  for  audit  of 
the  prospective  subcontractor.  The  re¬ 
quest  wiU  be  accompanied  by  copies  of 
(1)  the  subcontractor’s  proposal  to  the 
prime  or  higher-tier  contractor,  including 
the  SF-141 1  and  related  cost  or  pricing 
data,  and  (2)  the  review  package  accom¬ 
plished  by  the  prime  contractor  and/or  by 
the  higher-tier  subcontractor  involved, 
including  any  cost  and/or  price  analysis  if 
available  (FAR  15.806-3). 

b.  Upon  receipt  of  either  a  copy  of  the 
PCO  request,  a  written  request  through 
AGO  channels,  or  a  copy  of  the  prime 
contract  auditor’s  request,  the  auditor  at 
the  subcontractor  location  will  set  up  the 
assist  audit  assignment  and  begin  the 
audit,  if  not  already  started  as  a  result  of 
following  the  guidance  for  advance  tele¬ 
phone  notification  of  impending  r^uests 
in  9-104.2.  Required  technical  assistance 
for  such  audits  will  be  arranged  throu^ 
AGO  channels  as  currently  provided  for 
in  9-103.1d. 

9-104J  Special  Reqairements  for 
Tiawiiness  and  Cowdiaatfoa  of 
SnbcoBtractor  Aadits 

a.  Time  available  for  proposal  audit 
becomes  successively  shorter  as  field 
pricing  support  is  required  at  mqjor  sub¬ 
contractors  and  lower  subcontract  tiers. 
To  support  the  PCO  on  the  prime  con¬ 
tract  pricing  action,  field  audit  ofHces 
must  take  special  prompt  action  on  re¬ 
quests  and  reports  concerning  subcon¬ 
tract  proposals. 

b.  Ilie  prime  contract  auditor  is  re¬ 
sponsible  for  taking  all  reasonable  steps 
to  ensure  that  the  results  of  the  assist 
audit  are  incorporated  in  the  flnal  audit 
report.  This  includes  following  up  period- 
ic^y  on  the  status  of  all  assist  audits 
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being  performed  and  documenting  this 
follow-up  effort  in  the  audit  working 
papers.  Thus,  the  prime  contract  auditor 
must  be  fully  aware  of  the  results  of  any 
cost  evaluations  performed  at  prospec¬ 
tive  subcontract  locations.  Coordinate 
closely  with  the  plant  representa- 
tive/ACO  to  ensure  complete  interchange 
of  communications  to  and  from  other 
plant  representatives/ACOs  and  contract 
auditors  concerning  the  proposed  sub¬ 
contract  costs.  If  incorporation  of  assist 
audit  results  is  not  possible,  the  prime 
contract  auditor  should  conHrm  that  the 
assist  audit  report  will  be  available  in 
time  to  meet  the  needs  of  the  ACO/PCO 
(see  9-104.2e  &  0- 

c.  To  help  ensure  timely  incorporation 
of  assist  audits  results  into  the  prime 
auditor’s  report,  auditors  should  notify 
each  other  by  telephone  of  any  impend¬ 
ing  delays  in  report  issuance. 

9-104.6  Differences  of  Opinion  Between 
DCAA  Offices 

Should  a  difference  of  opinion  arise 
between  offices  when  performing  subcon¬ 
tractor  audits,  the  procedures  stated  in  6- 
806  for  resolving  the  difference  will  be 
followed. 

9-105  Intracompany  Proposals 
Included  in  Prime  Contract  Proposals 

a.  Basic  FAR  provisions  on  responsi¬ 
bilities  for  subcontract  proposals  (9-104. 1 
and  9-104.2)  also  apply  to  proposals  of 
other  company  segments  included  in  a 
prime  contract  proposal.  However,  the 
factor  of  common  control,  or  possible 
lack  of  arms-length  dealing  (9- 104.2b), 
make  any  significant  intracompany  pro¬ 
posal  an  area  for  special  consideration  in 
reviewing  the  prime  contract  proposal 
(see  9-103.1). 

b.  If  adequate  review  of  a  prime  con¬ 
tract  proposal  requires  field  pricing  sup¬ 
port  at  another  segment  location,  proce¬ 
dures  in  9-104  will  be  followed  as  appli¬ 
cable  to  the  intracompany  situation,  ^is 
includes  processing  of  requests  through 
plant  representative/ACO  channels,  as 
well  as  the  special  audit  coordination 
requirements  stated  in  9-I04.S. 

c.  Upon  receiving  the  copy  of  a  request 
from  the  higher-tier  plant  repiesenta- 


tive/ACO,  the  contract  auditor  at  the 
other  segment  location  will  follow  proce¬ 
dures  in  9-103,  9-l(M,  and  10-300,  as 
applicable  to  the  intracompany  situation. 

9-106  Reviews  of  Lower-Tier 
Proposals  Not  Included  in  Prime 
Contract  Proposals 

9-106.1  Basic  Responsibilities 

a.  As  covered  in  9-104  and  9-105, 
government  field  pricing  reviews  of  pro¬ 
posals  submitted  by  prospective  or  cur¬ 
rent  subcontractors  or  other  company 
segments  are  generally  made  for  use  of 
the  PCO,  as  part  of  the  review  of  a  price 
proposal  submitted  by  a  prospective  or 
current  prime  contractor.  This  paragraph 
covers  certain  cases  where  DCAA  may 
need  to  audit  a  lower-tier  price  proposal 
as  a  separate  action,  independent  of 
proposal  reviews  performed  for  a  prime 
contract  pricing  action. 

b.  Each  hi^er-tier  contractor  is  basi¬ 
cally  responsible  for  making  any  needed 
review  of  lower-tier  proposals,  both  be¬ 
fore  and  after  the  prime  proposal  is 
negotiated  with  the  government  (FAR 
15.805-l(c)  and  15.806).  The  same  prin¬ 
ciple  applies  whether  the  prime  contract 
priciM  action  is  for  a  contract  award  or 
modification.  However,  DCAA  may  be 
called  upon  to  assist  a  higher-tier  contrac¬ 
tor’s  review  when  it  will  serve  the  govern¬ 
ment’s  best  interest.  Unless  a  prime  con¬ 
tract  proposal  is  immediately  under  re¬ 
view,  this  assistance  may  app^r  to  be  for 
primary  use  of  the  higher-tier  contractor 
rather  than  the  PCO.  However,  as  dis¬ 
cussed  further  below,  no  such  review  will 
be  made  solely  to  benefit  a  contractor, 
there  must  be  a  benefit  to  the  government 
to  justify  use  of  government  review  re¬ 
sources. 

c.  To  satisfy  the  government  auditing 
standards  (2-()iOO)  in  particular  situations, 
the  auditor  may  also  require  assist  audit 
of  lower-tier  price  proposals  to  support 
other  audit  objectives,  unrelated  to  audit 
of  a  prc^xisal  for  contract  award  or 
modification.  This  tequirement  can  arise, 
for  example,  in  connection  with: 

(1)  Audit  of  incurred  costs  for  accept¬ 
ability  (allowability,  allocability,  reason¬ 
ableness,  economy  and  efficiency,  and 
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compliance  with  other  legal  and  contrac¬ 
tual  requirements)  under  an  auditable 
type  contract  or  an  unbroken  chain  of 
auditable  type  subcontracts  (6-800). 

(2)  Postaward  audit  of  cost  or  pricing 
data  (14-100). 

(3)  Audit  of  abnormal  claims  under 
contracts  not  otherwise  subject  to  audit 
(12-000,  12-900,  etc.).  DCAA  procedures 
in  other  CAM  sections  apply  to  these 
situations  and  are  not  reprated  in  this 
section. 

9-106.2  Justifyiu?  Government 
Assistance  to  Higher-Tier  Contractor 
Reviews 

a.  As  a  general  rule,  it  would  be  inefTi- 
cient  and  uneconomical  for  the  govern¬ 
ment  to  assist  an  upper-tier  contractor 
beiore  the  prime  contract  proposal  has 
been  formally  submitted  to  the  PCO. 
Then,  until  the  prime  contract  negotia¬ 
tion  is  completed,  any  field  pricing  sup¬ 
port  effort  is  for  use  by  the  PCO  and  not 
for  a  higher-tier  contractor.  Reviews  for 
use  by  a  contractor  will  usually  occur 
only  after  the  prime  contract  is  negotiat¬ 
ed. 

b.  Before  concurring  in  a  request  for  a 
separate  lower-tier  proposal  review  for 
use  by  a  higher-tier  contractor,  the  con¬ 
tract  auditor  at  the  higher-tier  should  be 
satisfied  that  the  audit  will  serve  a  valid 
government  interest.  Generally,  this 
would  mean  a  potential  for  government 
prime  contract  price  adjustment  if  the 
proposal  is  found  to  be  misstated.  In 
normal  contract  situations,  therefore,  use 
of  government  review  resources  would 
not  be  justified  where  any  higher-tier 
contract  or  subcontract  in  the  chain  actu¬ 
ally  has  a  firm-fixed-price  (in  exceptional 
cases  a  firm-fixed-pnce  type  contract  or 
subcontract  may  have  a  special  clause 
providing  for  recovery  of  later  subcon¬ 
tract  price  reductions). 

c.  DCAA  may  properly  concur  in  a 
request  for  a  separate  lower-tier  proposal 
review  for  use  by  a  hi^er-tier  contractor 
when  (1)  the  expected  monetary  or  non¬ 
monetary  benefit  to  the  government  ex¬ 
ceeds  the  value  of  requiring  the  contrac¬ 
tor  to  make  the  review  or  (2)  review  by 
the  contractor  is  not  expected  to  protect 
the  government  interest.  Situations 
which  may  justify  government  assistance, 


subject  to  the  conditions  stated  in  a.  and 
b.  above,  can  be  categorized  as  follows: 

(1)  The  contractor  usually  undertakes 
to  review  subcontract  proposals  but  has 
been  denied  access  to  the  particular  sub¬ 
contractor’s  records  for  a  valid  reason, 
(e.g.,  a  competitive  business  relation¬ 
ship). 

(2)  The  contractor  has  a  generally  ade¬ 
quate  staff  for  subcontract  propo^  re¬ 
views  but  has  a  severe  temporary  over¬ 
load  of  high  priority  subcontract  pricing. 

(3)  The  subcontractor  location  is  dis¬ 
tant  from  the  higher-tier  contractor  and 
DCAA  is  in  a  ixisition  to  audit  the 
proposal  at  significantly  less  cost  to  the 
government. 

(4)  The  business  relationship  between 
the  higher  and  lower-tier  contractors  is 
not  conducive  to  an  independent  and 
objective  proposal  review  by  the  higher- 
tier  contractor,  as  in  the  case  of  procure¬ 
ments  between  segments  of  the  same 
company  or  procurements  between  com¬ 
panies  whose  prime  and  subcontracting 
roles  are  frequently  reversed. 

(5)  The  government  has  an  unusually 
laige  cost  risk  in  the  validity  of  the 
subcontract  price  to  be  negotiated.  This 
situation  may  arise,  for  example,  if  the 
subcontract  is  sole  source  and  represents 
a  major  portion  of  the  prime  contract 
costs,  particularly  if  the  prime  contract  is 
also  sole  source  and  cost-reimbursable. 

9-1063  Processiiu  Contractors’  Requests 
for  Field  Pricing  Support 

Where  DoD  Held  pricing  support  pro¬ 
cedures  apply,  contractor  requests  for 
assist  audit  review  of  lower-tier  proposals 
will  be  processed  through  plant  represen- 
tative/ACO  channels.  However,  the  con¬ 
tract  auditor  at  the  higher-tier  should 
coordinate  closely  with  the  plant  repre¬ 
sentative/ ACO  concerning  the  appropria¬ 
teness  of  such  requests.  Audit  problems 
arising  from  such  requests  may  be  re¬ 
ferred  throu^  DCAA  channels  for  coor¬ 
dination  with  the  higher-tier  plant  repre- 
sentative/ACO,  especially  where  face-to- 
face  communication  may  expedite  reso¬ 
lution. 

9-106.4  Special  Considerations  — 

Release  of  SnbcontrMtor  Data  to  Higher- 
Tier  Contractors 

a.  FAR  lS.806-3(c)  governs  the  meth-  I 
ods  by  which  the  plant  representa- 
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tive/ACO  will  release  Held  pricing  results 
to  the  higher-tier  contractor.  Where  the 
lower-tier  contractor  consents,  the  gov¬ 
ernment  will  furnish  “a  summary  of  the 
analysis  performed  in  determining  any 
unacceptable  costs,  by  element,  included 
in  the  subcontract  proposal.”  Absent  the 
lower-tier  contractor’s  consent,  the  gov¬ 
ernment  will  furnish  “a  range  of  unac¬ 
ceptable  costs  for  each  element.” 

b.  Based  on  the  above,  a  subcontrac¬ 
tor's  objection  to  unrestricted  release  of 
the  audit  report  may  place  an  extra 
reporting  burden  on  the  higher-tier  plant 
representative/ACO.  Therefore,  the  con¬ 
tract  auditor  will  determine  at  the  start  of 
the  review  whether  the  subcontractor  will 
have  any  restrictions  or  reservations  on 
release  of  the  report  to  the  higher-tier 
contractor.  If  so,  promptly  notify  the 
requesting  plant  representative/ACO  to 
determine  whether  the  proposal  review 
should  be  continued.  The  plant  represen¬ 
tative/ACO,  working  with  the  higher-tier 
contractor,  may  be  able  to  remove  the 
subcontractor’s  restrictions  or  reserva¬ 
tions. 

c.  If  the  review  is  completed  at  the 
request  of  the  plant  representative/ACO 
despite  the  subcontractor’s  objections  to 
unrestricted  release  of  the  results,  audit 
report  marking  and  contents  will  be  mod- 
iHed  per  10-2M.3.  In  no  event  may  the 
subcontractor  withhold  its  decision  on 
release  of  the  audit  report  pending  review 
of  the  audit  results  or  report  contents. 

d.  Where  subcontract  proposal  audits 
are  made  on  a  recurring  basis  for  the 
same  higher-tier  contractor,  try  to  expe¬ 
dite  the  process  by  developing  a  working 
arrangement  for  unrestricted  audit  report 
release.  The  arrangement  should  be  docu¬ 
mented  by  the  subcontractor’s  represen¬ 
tative,  with  a  copy  to  the  plant  represen¬ 
tative/ACO  and  the  auditor. 

9-107  Written  and  Telephone 
Requests  for  Specific  Cost 
Infmnntion 

9-107.1  Processing  Requests  for  Specific 
Cost  laforuMnion 

a.  In  connection  with  a  pricing  action, 
a  PCO  may  request  specific  information 
concerning  a  contractor’s  costs  without 


requesting  any  review  of  the  contractor 
proposal.  Examples  of  such  information 
include  recent  costs  for  sp^iflc  produc¬ 
tion  items  or  lots;  established  pricing 
formulas  such  as  for  spare  parts  or  other 
logistics  items;  established  prices  for 
standard  components;  and  current  rates 
for  labor,  indirect  costs,  per  diem,  etc. 

b.  The  PCO  may  request  specific  cost 
information  by  telephone,  or  in  writing, 
directly  from  the  field  auditor.  Such 
requests  should  receive  timely  attention. 
Written  requests  are  sometimes  desirable 
for  clarity,  but  will  not  be  required.  See 
15-300,  and  particularly,  15-305.3b,  for 
obtaining  the  assistance  of  a  DCAA  pro¬ 
curement  liaison  auditor  (PLA)  in  re¬ 
questing  specific  cost  information. 

c.  The  auditor  should  ask  the  requester 
for  the  value,  type  of  contract  contemp¬ 
lated  and  the  performance  period,  in 
order  to  provide  advice  on  the  usefulness 
of  the  data  being  provided.  If  the  infor¬ 
mation  that  th?  requester  seeks  is  consid¬ 
ered  to  be  of  limited  or  no  use  in 
assessing  the  reasonableness  of  the  pro¬ 
posed  costs,  the  auditor  should  explain 
any  concerns  to  the  requester.  However, 
even  if  the  auditor  recommends  limita¬ 
tions  on  the  use  of  the  information,  it 
must  still  be  furnished. 

d.  Take  care  to  ensure  that  contractor 
data  is  released  only  to  known  authorized 
government  procurement  or  contract  ad¬ 
ministration  personnel.  Within  24  hours, 
by  telephone  or  in  person,  provide  re¬ 
quested  information  contained  in  the 
files  or  otherwise  readily  obtainable. 

9-107.2  Written  Confinnatioa  of  Specific 
Cost  Information 

a.  FAOs  (other  than  PLAs)  will  issue  a 
written  response  to  each  PCO  request  for 
specific  cost  information.  Less  formal 
responses  should  be  confirmed  within 
one  week.  However,  specific  cost  infor¬ 
mation  submitted  to  the  plant  representa¬ 
tive/ACO  at  his  or  her  request  need  not 
be  confirmed  in  writing  unless  the  re¬ 
quester  so  desires.  See  9-107.3  as  to 
information  requested  by  a  higher-tier 
contractor. 

b.  The  response  should  be  in  the  form 
of  a  memorandum/letter,  with  “Submis¬ 
sion  of  Specific  Cost  Information”  as  the 
first  line  of  the  subject  block.  Do  not  use 
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the  terms  “report,”  “audit,”  or  “review,” 
in  the  subject.  State  that  the  purpose  is  to 
furnish  the  cost  information  requested, 
and  include  applicable  cautionary  state¬ 
ments  per  9- 107.1c.  Whenever  applica¬ 
ble,  state  that  the  information  is  based  on 
the  contractor’s  yearly  sales  volume  of 
SXXXXX  and  may  require  adjustment  if 
the  proposed  procurement  will  affect  the 
contractor’s  level  of  operation.  Also, 
when  indirect  rate  information  is  fur¬ 
nished,  state  the  period  to  which  the 
rate(s)  apply  and  the  cost  elements  the 
contractor  classifies  as  the  allocation 
base.  Provide  a  copy  of  the  memorandum 
I  to  the  PLA  if  any.  See  Figure  9-1-1  for  a 
sample  response  format. 

9-107J  Special  Considerations  — 
Subcontractor  Cost  Infonnation 

a.  Specific  cost  information  on  pro¬ 
spective  or  current  subcontractors  will  be 
provided  to  government  procurement  or 
contract  administration  personnel  at  any 
tier  per  the  preceding  paragraphs.  Special 
care  must  be  taken,  however,  to  ensure 
that  subcontractor  information  is  not 
released  by  DCAA  to  an  upper-tier  con¬ 
tractor  without  express  permission  of  the 
subcontractor.  In  addition,  avoid  provid¬ 
ing  assistance  to  contractors  that  would 
not  serve  a  governmental  purpose  (see  9- 
106). 

b.  The  necessity  for  controlling  subcon¬ 
tractor  information  will  usually  preclude 
releasing  it  to  higher-tier  contractors  by 
telephone  or  in  person  unless  the  subcon¬ 
tractor’s  authorized  representative  is 
present.  Where  there  are  continuing  re¬ 
quirements  for  DCAA  confirmation  of 
specific  cost  information  of  a  subcontrac¬ 
tor  to  a  particular  higher-tier  contractor, 
a  local  working  arrangement  may  be 
made  to  expedite  the  process.  The  ar¬ 
rangement  should  be  documented  by  the 
subrontractor’s  representative,  with  a 
copy  to  the  plant  representative/ACO 
and  the  auditor. 

c.  If  the  higher-tier  contractor  prefers 
to  submit  r^uests  for  subcontractor  spe¬ 
cific  cost  information  in  writing,  this 
should  be  accommodated.  Coordination 
between  the  plant  representative/ACO 
and  contract  auditor  at  the  requester’s 
plant  will  establish  how  such  requests  are 
to  be  processed. 


d.  The  required  written  response  (9- 
107.2)  on  subcontractor  specific  cost  in¬ 
formation  provided  to  a  higher-tier  con¬ 
tractor  will  be  addressed  to  the  plant 
representative/ACO  at  the  higher  tier. 
Distribute  a  copy  to  the  contract  auditor 
at  the  higher  tier,  and  distribute  a  copy  to 
the  subcontractor’s  plant  representa¬ 
tive/ACO  if  he  or  she  so  desires. 

9-108  Review  of  a  Part  of  a  Proposal 

a.  Auditors  will  be  responsive  to  a 
contracting  officer  request  for  audit  of 
specified  cost  element(s)  or  the  applica¬ 
tion  of  agreed-upon  procedures  (such  as 
the  verification  of  rates,  the  verification 
of  factors,  or  the  review  of  specific  esti¬ 
mating  technique(s))  provided  it  clearly 
establishes  the  cost  elements  to  be  audit¬ 
ed  or  the  agreed-upon  procedures  to  be 
applied.  This  applies  to  contemplated 
awards  made  on  the  basis  of  negotiation 
as  well  as  source  selection  awards  made 
in  accordance  with  FAR  Subpart  15.6.  In 
establishing  the  need  for  audits  of  this 
type,  the  dollar  thresholds  by  contract 
type  in  FAR  15.805-5  and  DFARS 
215.805-5(aKlKA)  apply  to  the  total 
amount  of  the  contractor’s  proposal  re¬ 
gardless  of  the  dollar  value  of  the  ele¬ 
ments  specified  for  review  (also  see  9- 
207). 

b.  When  a  full  proposal  has  been 
prepared,  the  total  price  proposal  pack¬ 
age  should  accompany  these  requests 
even  though  only  certain  cost  elements 
will  be  examined  or  only  specified 
agreed-upon  procedures  will  be  com¬ 
pleted  (see  9-206).  In  those  situations  I 
where  the  PCO/ACO  initially  requests  an 
audit  of  the  complete  proposal  but  later 
modifies  this  to  a  review  of  specified 
items  or  the  accomplishment  of  agreed- 
upon  procedures  based  solely  upon  the 
fact  that  a  complete  audit  cannot  be 
performed  within  the  PCO’s  requested 
time  frame,  the  reporting  guidance  in  10- 
103.1c  is  applicable. 

c.  A  clear  understanding  of  the  reques¬ 
ter’s  needs  is  essential.  Discussions  with 
the  ACO  and/or  O.  should  be  held 
before  beginning ;  'le  review.  When  signif¬ 
icant  contractor  J  Tk  lencies  or  system 
problems  exist,  explain  them  and  discuss 
the  potential  for  additional  audit  cover- 
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age.  Also  convey  information  about  prior 
contract  performance  and  related  cost 
history  which  the  contracting  officer  may 
want  to  consider  in  finalizing  the  audit 
request.  However,  the  final  decision  re¬ 
garding  the  type  of  review  to  be  Mr- 
formed  rests  with  the  contracting  officer 
responsible  for  negotiating  the  contract. 
Once  the  type  of  review  is  established, 
the  auditor  should  perform  the  required 
audit  steps  and  report  the  findings.  The 
report  will  confirm  the  auditor’s  advice 
to  the  contracting  officer  regarding  the 
potential  impact  of  known  contractor 
deficiencies  or  systems  problems  on  areas 
not  reviewed  and  the  reasons  given  by  the 
contracting  officer  for  not  expanding  the 
audit  request. 

d.  Audit  reports  will  clearly  describe  as 
part  of  the  purpose  and  scope  section 
what  cost  elements  were  reviewed  or 
what  weed-upon  procedures  were  ap¬ 
plied.  ^r  reports  on  specified  cost  ele¬ 
ments,  the  scope  section  will  include  the 
standard  paragraph  that  the  review  was 
performed  in  accordance  with  GAGAS 
and  an  audit  opinion  on  the  adoiuacy 
and  compliance  of  the  cost  and  pricing 
data  related  to  the  specified  cost  element 
reviewed.  For  reports  on  t^reed  upon 
procedures,  the  scope  section  will  state 
that  auditing  procedures  were  not  per¬ 
formed  to  constitute  an  examination 
made  in  accordance  with  GAGAS.  A 
disclaimer  of  audit  opinion  will  be  made 
unless  significant  cost  and  pricing  inade¬ 
quacies  or/and  FAR  and  CAS  (if  applica¬ 
ble)  noncompliances  are  found.  In  these 
circumstances,  an  adverse  audit  opinion 
will  be  reported  (see  9-209).  Any  exhibits 
included  with  the  report  will  address  only 
the  specified  cost  element(s)  reviewed  or 
the  agreed  upon  procedures  applied. 
However,  any  known  significant  estimat¬ 
ing  system,  internal  control,  or  account¬ 
ing  mtem  deficiencies  and  all  known 
si^incant  FAR  or  CAS  noncompliances 
will  be  included  in  the  report.  Additional 
reciting  guidance  is  in  9-200  and  10- 


e.  It  is  important  to  recomize  that  the 
review  of  part  of  a  proposiu  differs  from 
the  processing  of  requests  for  specific 
cost  information  (9-107),  wherein  the 
auditor  provides  information  from  the 
audit  files  without  doing  an  audit  of  any 


specific  proposal.  Paragraph  9-107  pro¬ 
hibits  the  use  of  the  terms  “report,” 
“audit,”  or  “review”  in  the  subject  para¬ 
graph. 

9-109  Evaluation  of  Data  Rights 
Proposals 

a.  DFARS  227.471,  “Definitions,” 
states  that  data  developed  under  an  Inde¬ 
pendent  Research  and  Development 
(IR&D)  or  a  Bid  and  Proposal  (B&P) 
project  is  developed  exclusively  at  pri¬ 
vate  expense.  Therefore,  the  government 
is  entitled  to  only  limited  rights.  In 
addition,  the  government  is  generally 
entitled  to  only  limited  rights  to  data 
developed  under  an  indirect  project  ac¬ 
count  (manufacturing  and  production  en¬ 
gineering,  overhead,  or  G&A),  unless  it 
can  be  shown  that  such  development  was 
required  as  an  element  of  performance 
under  a  government  contract  or  subcon¬ 
tract.  When  the  government  requires 
unlimited  rights  to  data  whose  develop¬ 
ment  has  bMn  previously  charged  to 
IR&D  or  B&P,  DFARS  Subpart  227.4 
authorizes  the  contracting  officer  to  ne¬ 
gotiate  a  fair  and  reasonable  price  for 
obtaining  those  rights. 

b.  In  determining  a  fair  and  reasonable 
price,  the  contracting  officer  may  request 
assistance  from  the  DCAA  auditor.  How¬ 
ever,  the  contractor  proposals  are  not 
generally  supported  by  cost  or  pricing 
data;  therefore,  the  auditor’s  involve¬ 
ment  in  reviewing  such  proposals  is  limit¬ 
ed.  The  auditor  can  verify  to  the  books 
and  records  the  amount  claimed  by  the 
contractor  as  the  cost  of  developii^  the 
proposed  technical  data  (previously 
charged  to  IR&D/B&P  costs,  other  indi¬ 
rect  costs,  or  direct  contract  costs).  The 
auditor  can  also  review  information  re¬ 
garding  sales  of  the  technical  data  to 
other  parties,  if  any.  If  such  sales  have 
occun^,  the  government  should  not  pay 
any  more  than  the  price  paid  by  the 
contractor’s  most  favored  customer. 
However,  the  auditor  cannot  determine  if 
the  costs  incurred  under  a  claimed 
project  or  account  relate  only  to  the 
proix)^  data;  nor  can  the  auditor  deter¬ 
mine  if  there  were  other  costs  related  to 
the  data  that  were  incurred  under  addi¬ 
tional  projects  or  accounts.  The  auditor 
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also  cannot  be  reasonably  certain  as  to 
whether  or  not  there  is  a  specific  contract 
or  contracts  that  required  development 
of  some  or  all  of  the  proposed  data  (such 
a  determination  would  give  the  govern¬ 
ment  increased  data  ri^ts  and  possibly 
preclude  the  need  to  make  the  purchase). 

c.  As  indicated  above,  the  auditor  will 
be  unable  to  render  an  informed  opinion 
regarding  the  reasonableness  of  the  con¬ 
tractor’s  proposed  price  for  data  rights. 
DCAA  audit  will  normally  be  limited  to  a 
cost  or  price  verification.  Hie  report  will 


include  a  statement  regarding  the  ade¬ 
quacy  and  compliance  of  the  contractor’s 
disclosed  accounting  practices.  However, 
to  be  fully  responsive  to  the  contracting 
officer,  the  auditor  should  contact  the 
requester  upon  receipt  of  a  data  rights 
audit  request  to  discuss  the  specific 
agr^d-upon  procedures  to  be  performed. 
Guidance  for  the  application  of  agreed- 
upon  procedures  is  contained  in  9-108. 
The  appropriate  audit  report  format, 
including  the  disclaimer  of  opinion,  is 
included  in  10-300. 
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Figure  9-1-1 

Sample  Format  for  Confirmation  of  Specific  Cost  Information 

IS  October  1988 


MEMORANDUM  FOR  PROCURING  CONTRACTING  OFFICER, 

DEFENSE  FUEL  SUPPLY  CENTER 

ATTENTION:  PPK/John  Smith 

SUBJECT:  Submission  of  Specific  Cost  Information  Related  to  RFP  No.  DLA3I-89-R-0001  The  ABC 
Company,  Alexandria,  Virginia 


As  you  requested  by  telephone  on _ _  we  gathered  the  following  ABC  Company  data  contained  in  our  files 

or  otherwise  readily  available: 


Description 

Amount 

How  Applied 

Source 

Engineer 

$19.00 

Rate  per  Hour 

Weekly  Labor  Run  16 

Design  Engineer 

$20.50 

** 

Senior  Engineer 

$25.00 

** 

** 

Technician 

$16.50 

Material  Overhead 

16.1% 

%  of  Mat’l  Costs 

May  1988  Audit  of 
a  Previous  Proposal 

Labor  Overhead 

153.6% 

%  of  Labor  Costs 

G&A 

8.4% 

%  of  Mat’l/Labor 

** 

The  above  information  is  only  applicable  to  contractor  fiscal  year  (CFY)  1988  and  is  based  on  the 

contractor’s  annual  sales  volume  ofS _ These  rates  and  factors  may  require  adjustment  if  a  pricing  action 

significantly  affects  the  contractor’s  level  of  operation. 

I  ABC  Company  information  given  above  may  be  proprietary.  The  restrictions  of  18  U.S.C.  1905  should  be 
considered  before  releasing  it  to  the  public.  Also,  this  information  should  not  be  used  for  other  purposes 
without  first  consulting  us  regarding  its  applicability. 

Any  questions  on  this  matter  should  be  directed  to _ at  telephone  number _ _ 


Mary  C.  Simms 
Branch  Manager 

Copy  furnished: 

DCMAO  AlexandriaA'M  (ACO) 

DCAA,  Alex  Br  (PLA) 
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9-200  Section  2  —  Evaluating  the  Adequacy  of  Cost  or  Pricing  Data  in  the 

Propo^ 


9-201  Introduction 

a.  This  section  provides  criteria  for 
determining  whether  the  contrac- 
tor/ofieror  has  submitted  adequate  cost 
or  pricing  data  in  support  of  its  price 
proposal.  It  also  provides  guidance  for 
deciding  what  type  of  audit  opinion 
should  be  used  depending  on  the  nature 
of  the  audit  request  and  whether  the  cost 
or  pricing  data  submitted  by  the  contrac¬ 
tor  are  considered  adequate,  inadequate 
in  some  respects,  or  wholly  inadequate. 

b.  The  objective  in  requiring  cost  or 
pricing  data  is  to  enable  the  government 
to  penorm  cost  or  price  analysis  and 
ultimately  enable  the  government  and  the 
contractor  to  negotiate  fair  and  reason¬ 
able  contract  pnces. 

9-202  Definition  of  (Certified)  Cost 
OT  Pricing  Data 

a.  Cost  or  pricing  data,  as  defined  and 
further  explained  in  FAR  15.801,  consist 
of  all  facts  existing  up  to  the  time  of 
agreement  on  price  which  prudent  buyers 
and  sellers  would  reasonably  expect  to 
have  a  significant  effect  on  price  negotia¬ 
tions.  In  addition  to  historical  accounting 
data,  cost  or  pricing  data  include  such 
factors  as  vendor  quotations,  nonrecur¬ 
ring  costs,  make-or-buy  decisions,  and 
other  management  decisions  (e.g.,  from 
minutes  of  Board  of  directors  meetings) 
which  could  reasonably  be  expected  to 
have  a  significant  bearing  on  costs  under 
the  proposed  pricing  action.  Cost  or 
pricing  data  consist  of  facts  which  can  be 
verified  and  should  be  distinguitiied 
from  judgments  (opinions  based  on  facts) 
made  by  the  contractor  in  estimating 
future  costs.  (Also  see  14-1040 

b.  Excrat  as  provided  in  FAR  15.804- 
2/DFARS  215.804-1  the  (sub)contractor 
must  submit  a  certificate  of  current  cost 
or  pricing  data  (in  the  format  specified  in 
FAR  15-804-4  certifying  that  to  the  best 
of  its  knowledge  and  belief,  the  cost  or 
pricing  data  were  accurate,  complete,  and 
current  as  of  the  date  of  final  i^reement 
on  price  of  the  (sub)contract. 

9-203  Cost  or  Pridng  RcqidrNBeiits 

FAR  15.804/DFARS  215.804  contain 
the  basic  requirements  related  to  cost  or 


pricing  data,  including  the  procedural 
requirements  to  be  used  when  submitting 
cost  or  pricing  data  to  the  contracting 
officer  or  the  contracting  officer’s  repre¬ 
sentative.  Subject  to  the  exemptions  list¬ 
ed  in  FAR  ll804-3/DFARS  215.804-3, 
the  contractor  is  required  to  provide  cost 
or  pricing  data  whenever  a  pricing  action 
win  be  over  certain  stated  dollar  thresh¬ 
olds  (see  14-103.2).  The  contractor  must 
submit  this  cost  or  pricing  data  with  its 
SF  1411,  Contract  Pricing  Propfssal,  ei¬ 
ther  actually  or  by  specific  identification 
in  writing.  The  mere  availability  of 
books,  records,  and  other  documents  for 
verification  purposes  does  not  constitute 
submission  of  cost  or  pricing  data. 

9-204  Determining  Adeqnacy  of  Cost 
or  Pricing  Data 

a.  Review  the  proposal  to  determine 
the  adequacy  of  the  cost  or  pricing  data 
for  review  and  evaluation  purposes  and 
advise  the  contracting  officer  whether  the 
offeror  has,  in  the  auditor’s  opinion,  met 
its  obligation  to  submit  adequate  cost  or 
pricing  data  (See  9-205).  FAR  15.804- 
6(d)  states  that  when  certified  cost  or 
pricing  data  are  required,  this  require¬ 
ment  IS  met  if  all  cost  or  pricing  data 
reasonably  available  to  the  offeror  are 
either  submitted  or  identified  in  writing 
by  the  time  of  agreement  on  price.  How¬ 
ever,  neither  this  FAR  provision  nor  the 
basic  public  laws  describe  in  detail  what 
constitutes  submission  or  identification 
and  bow  much  data  is  enough  data. 

b.  Use  professional  judgment  when 
deciding  whether  all  reasonably  available 
data  hiB  been  submitted  or  identified. 
The  determining  factor  usually  will  be 
whether  the  submitted  or  identified  data 
is  considered  accurate,  complete,  and 
current.  If  so,  the  cost  or  pricing  data  can 
be  considered  adequate  and  the  contrac¬ 
tor  has  met  its  requirements  relating  to 
cost  or  pricing  data. 

c.  When  the  cost  or  pricing  data  are 
considered  adequate  and  the  proposal  is 
prroared  in  accordance  with  FAR/ 
DFARS  (i.e.,  no  cost  principle  deficien¬ 
cies)  and  CAS  (if  aimlicable),  then  the 
pn^osal  will  usually  be  considered  “ac¬ 
ceptable”  as  a  basis  for  negotiation  of  a 
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price.  If  there  are  inadequacies  in  the  cost 
or  pricing  data,  the  auditor  must  decide 
whether  the  proposal,  after  proper  adjust¬ 
ment  by  the  contractor,  can  be  used  as  a 
basis  for  negotiation  of  a  price,  or  wheth¬ 
er  the  impact  is  such  that  the  contracting 
officer  should  be  advised  that  the  propos¬ 
al  should  not  be  used  as  a  basis  for 
negotiation  until  specified  corrective  ac- 
tion(s)  is  completed. 

9-205  Deficient  or  Denial  of  Access 
to  Cost  or  Pricing  Data 

a.  Support  from  the  ACO  and  PCO  is 
critical  in  successfully  dealing  with  defi¬ 
cient  or  denial  of  access  to  cost  or  pricing 
data  situations.  These  situations  are  often 
sensitive/complex  and  require  extensive 
coordination  between  DCAA,  the  ACO/ 
PCO,  and  the  contractor.  It  is  essential 
that  the  ACO  and  PCO  have  the  maxi¬ 
mum  amount  of  lead  time  to  resolve  the 
conditions  causing  the  deficiency  or  the 
denial  of  access  to  cost  or  pricing  data. 

b.  When  deficient  or  denial  of  access  to 
cost  or  pricing  data  situations  are  en¬ 
countered,  the  auditor  should  give  imme¬ 
diate  oral  notification  to  both  the  ACO 
and  the  PCO  (see  I-S04.4  and  9-310) 
followed  by  written  confirmation  to  the 
ACO  with  a  copy  to  the  PCO.  Written 
confirmation  should  normally  take  place 
within  7  days  of  receipt  of  the  contrac¬ 
tor’s  proposal.  When  the  auditor  is  to 
obtain  a  copy  of  the  proposal  from  the 
contractor,  no  more  than  3  days  should 
be  permitted  for  the  contractor  to  furnish 
a  copy.  Notify  the  ACO  and  PCO  if  the 
contractor  does  not  furnish  the  proposal 
within  that  time.  The  written  confirma¬ 
tion  shall  include:  (a)  a  description  of  the 
deficient  or  denied  data  or  records,  with 
copies  of  deficient  data  if  requested  by 
the  contracting  officer,  (b)  an  explanation 
of  the  documentation  or  contractor  ac¬ 
tion  needed  to  correct  the  deficient  cost 
or  pricing  data;  (c)  an  explanation  of  why 
the  documentation/denied  data  or  rec¬ 
ords  are  needed;,  (d)  the  amount  of  pro¬ 
posed  cost  considered  unsupported  due 
to  deficient  cost  or  pricing  data  or  to  be 
questioned  due  to  denial  of  access  to 
records;  and  (e)  the  actions  taken  by  the 
auditor  to  obtain  a^uate  cost  or  pricing 
data.  (Further  guidance  on  access  to 
records  problems  is  in  1-504.) 

c.  There  is  no  set  formula  for  determin¬ 
ing  when  cost  or  pricing  data  are  so 


deficient  as  to  justify  notifying  the  con¬ 
tracting  officer.  E>epending  on  the  specif¬ 
ic  circumstances,  the  auditor  must  decide 
whether  one  item  alone  or  a  combination 
of  items  justifies  a  notification.  Examples 
of  cost  or  pricing  data  deficiencies  that 
would  usually  be  reported  to  the  contract¬ 
ing  officer  follow; 

(1)  Significant  amounts  of  unsupported 
costs. 

(2)  Simificant  differences  between  the 
proposal  and  supporting  data  resulting 
from  the  proposal  being  out  of  date  or 
available  historical  data  for  the  same  or 
similar  items  not  being  used. 

(3)  Significant  differences  between  the 
detailed  amounts  and  the  summary  totals 
(e.g.,  the  bill  of  material  total  does  not 
reconcile  with  the  SF  1411). 

(4)  Materials  are  a  significant  portion 
of  the  proposal,  but  the  contractor  pro¬ 
vides  no  bill  of  materials  or  other  consoli¬ 
dated  listing  of  the  individual  material 
items  and  quantities  being  proposed. 

(5)  Failure  to  list  parts,  components, 
assemblies  or  services  that  will  be  per¬ 
formed  by  subcontractors  when  signifi¬ 
cant  amounts  are  involved. 

(6)  Significant  differences  resulting 
from  unit  prices  proposed  being  based  on 
quantities  substantially  different  from 
the  quantities  required. 

(7)  Subcontract  assist  audit  reports 
indicate  significant  problems  with  access 
to  records,  unsupported  costs,  and  indi¬ 
rect  expense  rate  projections. 

(8)  No  explanation  or  basis  for  the 
pricing  method  used  to  propose  signifi¬ 
cant  interorganizational  costs. 

(9)  No  time-phased  breakdown  of  labor 
hours,  rates  or  basis  of  proposal  for 
significant  labor  costs. 

(10)  No  indication  of  basis  for  indirect 
cost  rates  when  significant  costs  are  in¬ 
volved. 

(11)  The  contractor  does  not  have 
budgets  beyond  the  current  year  to  sup¬ 
port  indirect  expense  rates  proposed  for 
future  years. 

d.  If  the  cost  or  pricing  data  are  so 
deficient  that  an  audit  evaluation  cannot 
be  performed,  the  auditor  should  consid¬ 
er  recommending  that  the  contracting 
officer  return  the  proposal  to  the  contrac¬ 
tor.  This  approach  is  intended  to  permit 
the  efficient  use  of  audit  resources.  How¬ 
ever,  if  the  contracting  officer  decides  not 
to  return  the  propow  and  indicates  a 
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need  for  all  available  information,  a 
properly  qualified  report  will  be  issued  by 
explaining  the  situation  in  the  “ciicum- 
stances  imecting  the  review”  portion  of 
the  report.  The  working  pwrs  file  will 
document  the  contracting  officer’s  reason 
for  wanting  a  completra  review  of  an 
inadequate  proposal. 

I  9-206  Application  of  Agreed-Upon 

I  Procednres 

A  price  proposal  audit  request  may  call 
for  only  the  application  of  agreed-upon 
procedures  (9-102.!b).  When  an  exami¬ 
nation  of  this  type  is  conducted,  the  audit 
report  should,  as  part  of  the  piupose  and 
scope  of  review  section,  enumerate  the 
procedures  applied,  indicate  the  intended 
distribution  of  the  report,  and  comment 
on  any  known  signiflcant  estimating  sys¬ 
tem,  internal  control,  and/or  accounting 
system  deficiencies.  When  the  applica¬ 
tion  results  in  no  significant  disclosure  of 
inadequate  cost  or  pricing  data  and  no 
significant  noncompliances  with  FAR 
and/or  CAS,  the  report  should  disclaim 
an  opinion  with  reqiect  to  the  cost  ele- 
mentfs)  of  the  contractor’s  proposal  (9- 
209.4).  When  the  arolication  of  agreed- 
upon  procedures  discloses  simificant  in¬ 
adequate  cost  or  pricing  data  and/or 
significant  noncompliance  with  FAR 
and/or  CAS,  an  adverse  opinion  will  be 
issued  (9-209.3).  When  the  an«ed-upon 
procedures  cannot  be  fully  apjNled  due  to 
government  imposed  constraints,  and  the 
auditor  is  unable  to  fully  comment  on  the 
results  of  applying  the  agreed-upon  pro¬ 
cedures,  the  report  should  recommend 
that  n^tiations  not  be  completed  until 
all  agreed-upon  procedures  have  been 
applied. 

I  9-207  Review  of  Specified  Cdst 

I  Elements 

A  price  proposal  audit  request  may  call 
for  an  examination  limited  to  those  steps 
necessary  to  establish  the  adequacy  of 
cost  or  pricing  data  related  to  a  specified 
cost  element(s)  (9-102.  lb).  When  this 
type  of  review  is  conducted,  the  audit 
report  will  clearly  describe,  as  part  of  the 
purpose  and  scope  section,  what  cost 
elements  were  reviewed  and  comment  on 
any  known  significant  estimating  system, 
internal  control  or  accounting  system 
deficiencies.  The  audit  opinion  and  re¬ 
port  exhibits  will  address  only  the  specif¬ 


ic  cost  element(s)  examined.  As  described 
below,  the  report  opinion  may  be  unqua¬ 
lified  or  quafified  (9-209.1  and  9-2(19.2) 
when  the  cost  or  pricing  data  are  ade¬ 
quate  and  the  review  discloses  no  signifi¬ 
cant  noncompliances  with  FAR  and/or 
CAS;  or  adverse  (9-209.3)  when  the  re¬ 
view  discloses  significant  inadequate  cost 
or  pricing  data  and/or  significant  non- 
compliance  with  FAR  and/or  CAS.  When 
the  review  cannot  be  completed  due  to 
government  imposed  constraints,  and  the 
auditor  is  unable  to  fully  comment  on  the 
items  included  in  the  audit  request,  the 
report  should  recommend  that  negotia¬ 
tions  not  be  completed  until  the  r^uest- 
ed  cost  element(s)  have  been  reviewed. 

9-208  Reporfing  Results  of  Review  of 
Cost  or  Pridng  I^ta 

Once  the  auditor  has  completed  his/her 
review  of  the  cost  or  pricing  data  related 
to  a  proposal  (or  to  the  specific  elements 
requested),  a  report  using  the  format 
induded  in  10-300  will  be  issued.  This 
report  will  include  a  summary  and  neces¬ 
sary  supporting  details  for  a  clear  under¬ 
standing  of  the  audit  results  related  to  the 
adequacy  of  the  cost  or  pricing  data.  Any 
noted  inadequacies  in  the  cost  or  pricing 
data  usually  result  in  questioned,  unsup¬ 
ported  or  unresolved  costs,  as  discussed 
in  10-308.  To  the  extent  that  fraud,  other 
unlawful  activity,  or  improper  practices 
are  found,  (see  Fig.  4-7-3  for  examples  of 
potential  indicators),  the  procedures  of  4- 
702.4  should  be  followed. 

9-209  Types  Andit  Oidnions 

In  addition  to  reporting  the  results  of 
the  audit  of  the  cost  or  pricing  data,  the 
reporting  standard  on  audit  opinion  (10- 
103.3)  requires  that  the  audit  report  uiall 
contain  either  an  expression  of  the  audi¬ 
tor’s  opinion  regarding  the  financial 
statements  or  cost  representations  taken 
as  a  whole  or  an  assertion  to  the  effect 
that  an  opinion  cannot  be  expressed  (9- 
206).  When  applying  this  standard  to  cost 
or  pricing  data  related  to  a  price  propos¬ 
al,  or  parts  of  a  price  proppsd,  it  means 
that  an  overall  audit  opinion  will  be 
given  on  the  adequacy  of  the  cost  or 
pricing  data  submitted  in  support  of  the 
proposed  cost  to  be  audited  and  whether 
the  proposal  should  be  considered  soci¬ 
able  as  a  basis  for  negotiation  of  a  fair 
and  reasonable  price.  The  standard  al- 
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lows  for  three  types  of  opinions.  Exam¬ 
ples  of  the  standard  opinion  paragraphs 
used  in  price  proposal  reports  are  includ¬ 
ed  at  10-304.3C.  Detailed  discussion  of 
these  opinions  follows. 

9-209.1  Unqualified  Opiaimi 

Hiis  type  of  opinion  results  when  the 
submitted  cost  or  pricing  data  are  consid¬ 
ered  bv  the  auditor  to  be  adequate, 
acceptable  and  in  compliance  with  appli¬ 
cable  FAR/DFARS  and  CAS  provisions. 
In  this  type  of  opinion,  the  auditor  con¬ 
siders  the  cost  or  pricing  data  adequate 
and  the  proposal  to  be  acceptable  as  a 
basis  for  negotiation  of  a  fair  and  reason¬ 
able  price. 

9-209.2  Qnalified  Opinion 

When  inadequacies  with  the  cost  or 
pricing  data,  FAR/DFARS  or  CAS  non- 
compfiances,  or  problems  not  related  to 
contractor  actions  or  inactions  (9-209.3) 
are  noted,  a  qualified  or  adverse  opinion 
is  necessary.  A  qualified  opinion  states 
that,  “except  for  the  effects  of  the  mat¬ 
ter  to  which  the  qualification  relates,  the 
cost  or  pricing  data  submitted  or  idrati- 
fied  are  considered  adequate  and  the 
proposal  acceptable  for  n^tiation  of  a 
price.  In  determining  whether  a  qualified 
opinion  or  an  adverse  opinion  is  appro¬ 
priate  in  the  circumstances,  the  auditor 
must  consider  the  impact  of  ques¬ 
tioned/unsupported  costs  on  the  n^tia- 
tion  of  a  fair  and  reasonable  price  and  the 
extent  of  the  corrective  action  the  con¬ 
tractor  should  be  required  to  undertake 
(see  9-2()9.3b  and  9-2 10),  an^or  the 
significance  of  any  situation  not  related 
to  the  contractor’s  action  or  inaction. 

9-209 J  Advene  Opinion 

a.  An  adverse  opinion  shall  be  ren¬ 
dered  when  there  is  denial  of  access  to 
records/data  haviiu  a  significant  effect 
on  the  audit,  or  when  significant  inade¬ 
quacies  or  significant  noncompliances 
requiring  corrective  action  by  the  con¬ 
tractor  prior  to  n^tiation  are  noted.  In 
these  situations,  it  is  the  auditor’s  judg¬ 
ment  that  when  taken  as  a  whole  (a)  the 
submitted  cost  or  pricing  data  are  not 
adequate,  (b)  the  proppsal  was  not  pre¬ 
pared  in  accordance  with  applicable  ac¬ 
quisition  regulations  and  (wnen  applica¬ 
ble)  OMt  Accounting  Standards,  and  (c) 
the  proposal  is,  therefore,  not  acceptable 
as  abasis  for  negotiation  of  a  price.  When 
an  adverse  opinion  is  exprened,  the 


opinion  should  include  a  direct  reference 
to  another  paramph/section  that  ex¬ 
plains  the  item(^  causing  the  adverse 
opinion.  This  other  paragraph/section  in 
the  audit  report  must  explain  specifically, 
fully  and  cleariy  the  reason  or  reasons  for 
the  adverse  opinion  as  well  as  the  specific 
corrective  action  necessary  to  resolve  the 
situation. 

b.  Situations  where  an  adverse  opinion 
may  be  justified  generally  fall  into  two 
categories:  those  resulting  from  the  con¬ 
tractor’s  action  or  inaction  and  those  not 
related  to  the  contractor’s  action  or  inac¬ 
tion.  Examples  of  each  follow: 

(1)  Resulting  from  contractor’s  action 
or  inaction. 

(a)  Significant  amounts  of  questioned 
or  unsupported  costs  which  render  the 
cost  or  pricing  data  inadequate  as  a  basis 
for  negotiation  until  the  contractor  com¬ 
pletes  specified  corrective  action(s). 

(b)  Accounting  system  deficiencies  or 
estimating  system  deficiencies  which 
have  a  significant  impact  on  the  proposal 
and  preclude  an  effective  audit. 

(^Noncompliances  with  CAS  or 
FAR/DFARS  which  have  a  significant 
impact  on  the  proposed  costs. 

(d)  The  contractor’s  denial  of  access  to 
records,  budgetary  data,  or  performance 
data  which  are  considered  necessary  to 
evaluate  the  proposal. 

(2)  Not  relating  to  the  contractor’s 
action  or  inaction. 

(a)  Procurement  imposed  time  con¬ 
straint  allows  only  a  portion  of  the  cost  or 
pricing  data  to  be  reviewed,  but  does  not 
allow  sufficient  time  for  obtaining  com¬ 
petent  evidential  matter  on  which  to  base 
an  opinion  on  the  proposal  as  a  whole  (or 
for  the  specific  elements  to  be  reviewed 
in  partial  audit  requests),  and  the  pro¬ 
curement  office  will  not  or  cannot  gjant 
an  extension  of  the  due  date  (see  10- 
103.1c). 

(b)  Significant  amounts  of  unresolved 
costs  due  to  the  nonreceipt  of  assist  audit 
reports  covering  the  proposed  subcon¬ 
tract  costs. 

(c)  Nonreceipt  of  technical  evaluation 
reports  when  the  results  of  such  reviews 
are  considered  necessary  and  are  so  sig¬ 
nificant  that  they  may  have  a  significant 
impact  on  the  proposed  costs  (see  D-301 
andD-302). 

c.  In  general,  an  adverse  opinion  based 
on  the  contractor’s  action  or  inactitm  will 
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normally  result  in  a  specific  statement 
that  the  cost  or  pricing  data  are  not 
considered  acceptable  as  a  basis  for  n^o- 
tiations.  However,  an  adverse  opinion 
not  related  to  the  contractor’s  action  or 
inaction  normally  does  not  result  in  a 
statement  that  the  cost  or  pricing  data  are 
not  acceptable  as  a  basis  of  nemtiat'''ns, 
but  in  a  recommendation  tha'  ^e  ne| .  .i- 
ations  not  be  held  until  the  sons  for 
the  adverse  opinion  are  re»  ed.  For 
example,  when  significant  uniesolved 
subcontract  costs  are  involved,  the  opin¬ 
ion  statement  should  state: 

“In  our  opinion,  the  unresolved  sub¬ 
contract  costs  discussed  in  (para¬ 
graph  2  or  wherever  discussed) 
above  are  significant  enough  to  ma¬ 
terially  impact  the  results  of  the 
audit.  Therefore,  as  discussed  with 
(name  and  title  of  representative)  on 
(date),  we  recommend  that  contract 
price  n^tiations  not  be  concluded 
until  the  results  of  review  of  pro¬ 
posed  subcontract  costs  are  consid¬ 
ered.” 

9-209.4  Disclaimer  Opinkm 

a.  A  disclaimer  of  opinion  states  that 
the  auditor  does  not  express  an  opinion 
on  the  audit  area  or  submission  reviewed. 
It  is  appropriate  when  the  auditor  has  not 
performed  an  audit  sufficient  in  scope  to 
enable  him  to  form  an  overall  opinion  on 
the  audit  area  or  submission  Ming  re¬ 
viewed.  An  example  includes  the  api^ica- 
tion  of  agreed-upon  procedures  duni^  a 
review  of  a  price  proposal.  The  applica¬ 
tion  of  agreed-upon  procedures  is  gener¬ 
ally  not  sufficient  in  scope  to  express  an 
opinion  on  the  adequacy  of  the  cost  or 
pricing  data  reviewed.  As  a  result,  a 
disclaimer  of  opinion  is  usually  ex¬ 
pressed.  However,  a  disclaimer  of  opin¬ 
ion  should  iK>t  be  used  when  signiflcant 
cost  or  pricing  data  inadequacies  and/or 
FAR/CAS  noncomplianoes  are  found 
during  the  application  of  agreed-upon 
procedures.  In  these  circumstances,  an 
adverse  opinion  would  be  used  (9-209.3). 

b.  When  disclaiming  an  opinion,  the 
auditor  riiould  state  that  the  scope  of 
audit  was  not  sufficient  to  warrant  the 
expression  of  an  opinion.  An  example  of 
disclaimer  of  opinion  follows: 

“This  report  pertains  only  to  the 
peiformaace  of  the  agreed-upon  pro¬ 


cedures  discussed  in  paragraph  1. 
Because  these  procedures  do  not 
constitute  an  audit  conducted  in 
accordance  with  generally  accepted 
government  auditing  standards,  we 
do  not  express  an  overall  opinion  on 
the  adequacy  and  compliance  of  the 
cost  or  pricing  data  submitted.  In 
connection  with  the  application  of 
these  procedures,  no  matters  came  to 
our  attention  that  caused  us  to  be¬ 
lieve  there  were  significant  inade¬ 
quacies  or  noncompliances  related  to 
the  areas  reviewed.” 

9-210  Criteria  fM  Determiniiig  Audit 
Opinion  Us^ 

Accordingly,  the  cost  or  pricing  data 
provided  with  the  propos^  (or  toi  the 
limited  elements/areas  reviewed  may  be 
completely  acceptable  (unqualified  opin¬ 
ion),  generally  acceptable  except  for  or 
subject  to  some  specific  minor  deficiency 
(qualified  opinion),  or  unaccrotable  (ad¬ 
verse  opinion).  As  with  9-205b  above, 
there  is  no  set  formula  on  when  each  type 
of  opinion  must  be  used.  It  depends  on 
the  auditor’s  judgment  as  to  the  signifi¬ 
cance  of  the  problems  noted.  In  other 
words,  the  auditor  must  consider  the 
magnitude  of  the  deficiencies  found  relat¬ 
ing  to  the  submitted  cost  or  pricing  data. 
If  no  deficiencies  (i.e.,  inadequacies  or 
noncompliances)  are  found,  then  normal¬ 
ly  an  unqualiflra  opinion  would  be  ap¬ 
propriate.  If  minor  deficiencies  are 
round,  this  normally  results  in  a  qualified 
opinion.  An  adverse  opinion  would  usu- 
aUy  be  warranted  when  the  deficiencies 
are  so  significant  as  to  render  the  propos¬ 
al  as  a  whole  unacceptable  as  the  basis  for 
negotiation  of  a  fair  and  reasonable  price. 

9-211  Reporting  the  Audit  O^nion 

Whichever  of  the  three  audit  opinions 
is  given  (9-209),  it  should  be  repprted  as 
inrt  of  the  summary  portion  (i.e.,  the 
^‘summary  of  audit  results”  section  of  10- 
300)  of  the  report.  Necessary  comments 
explaining  the  inadequacies  in  the  cost  or 
pacing  data  and  how  they  influence  the 
audit  opinion  are  usually  part  of  the 
“circumstances  affecting  the  review”  por¬ 
tion  of  the  report.  (This  usually  means 
these  two  sections  closely  compliment 
and  cross-reference  each  other.) 
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9-300  Section  3  —  General  Evaluation  Procedures  for  Estimates 

9-301  Introdnction  tions — as  well  as  by  components,  lots, 

batches,  runs  or  time  periods;  (4)  engi- 


a.  This  section  presents  general  guid¬ 
ance  on  evaluation  of  contractors’  esti¬ 
mates  including  preliminary  survey  pro¬ 
cedures  and  overall  audit  policies.  Guid¬ 
ance  related  to  stifle  cost  areas  is 
included  in  the  remaining  sections  of  this 
chapter  (e.g.,  material  cost  is  in  Section  4 
and  labor  cost  is  in  Section  S). 

b.  This  section  is  also  intended  to 
provide  a  general  framework  for  the 

I  discussion  on  performing  contractor  esti¬ 
mating  system  surveys  included  in  5- 
1200. 

#9-302  Adequacy  of  Cost  Accounting 
"System 

a.  When  the  contract  price  is  to  be 
negotiated  based  on  cost  data,  the  con¬ 
tractor  is  required  to  certify  that  the  data 
in  support  of  the  proposal  are  accurate, 
complete,  and  current  (see  9-202b  and 
FAR  15.804-2).  The  contractor’s  cost 
accounting  system  usually  is  a  major  data 
source  used  in  preparing  the  proposal.  In 
evaluating  cost  accounting  system  ade¬ 
quacy,  the  results  of  prior  audits  of 
materials,  labor,  indirect  costs,  budgeting 
function,  etc.,  should  assist  in  determin¬ 
ing  whether  valid,  reliable,  and  current 
I  costs  are  readily  available  (see  3-1207.3). 
When  applicable,  the  contractor  is  also 
requited  to  certify  that  it  has  filed  a  CAS 
Board  Disclosure  Statement,  and  that  the 
practices  used  in  estimating  costs  in  the 
proposal  are  consistent  with  the  cost 
accounting  practices  disclosed  in  the 
statement.  In  evaluating  the  cost  account¬ 
ing  system,  determine  that  the  actual 
estimating  practices  comply  with  CAS 
and  the  disclosure  statement  (see  Chapter 
8). 

b.  To  provide  data  required  for  cost 
estimating  purposes,  the  contractor’s  cost 
accounting  system  must  contain  suffi¬ 
cient  refinements  to  provide,  where  ap¬ 
plicable,  cost  serration  for  (1)  prepro¬ 
duction  work  ana  special  tooling;  (2) 
prototypes,  static  test  models,  or  mock- 
ups;  (3)  production  by  individual  produc¬ 
tion  centers,  departments,  or  opera- 


neenng  by  major  task;  (3)  eachcontract 
item  to  be  separately  priced;  (6)  scrap, 
rework,  spoilage,  excess  material,  and 
obsolete  items  resulting  from  engineering 
changes;  (7)  packaging  and  crating  when 
substanti^;  and  (8)  other  nonrecurring  or 
other  direct  cost  items  requiring  separate 
treatment.  (See  also  3-1207.3  and  3- 
1209.) 

c.  Accounting  data  used  in  developing 
estimated  costs  must  be  valid  and  reli¬ 
able.  For  example,  in  an  accounting  sys¬ 
tem  which  provides  for  lot  costing,  inade¬ 
quate  controls  over  job  lot  cutoffs  may 
result  in  inaccurate  lot  cost  data.  This 
type  of  error  could  produce  inequitable 
results  when  lot  cost  trends  are  used  in 
developing  or  evaluating  costs  for  follow- 
on  procurement.  For  this  reason,  a  re¬ 
view  of  internal  controls  is  important. 

9-303  Contractor  Estimating 
Methods  and  Procedures 

a.  A  contractor’s  estimating  method  is 
influenced  by  the  type  of  accounting 
system  maintained  and  the  statistical 
data  available.  Data  supporting  individu¬ 
al  cost  estimates  may  include  (1)  directly 
applicable  experience  for  an  entire  prod¬ 
uct,  such  as  a  follow-on  procurement  for 
a  product  already  in  production;  (2) 
directly  applicable  experience  for  certain 
tasks  comprising  a  new  procurement  sim¬ 
ilar  to  those  accomplished  under  previ¬ 
ous  contracts;  and  (3)  general  or  indirect¬ 
ly  applicable  experience  represented  by 
various  ratios  and  percentage  factors  ap¬ 
plicable  to  a  common  base.  When  experi¬ 
ence  ratios  or  percentage  factors  are  used 
by  contractors  to  derive  related  estimates 
for  a  current  estimate,  determine  whether 
adjustments  were  made  to  reflect  differ¬ 
ences  in  complexity,  production  rate, 
contract  performance  period,  and  other 
factors  which  influence  the  validity  of  the 
current  estimate. 

b.  Contractors  may  employ  uniform 
procedures  to  prqwre  prospective  price 
proposals  or  may  justifiably  use  a  variety 
of  methods  and  procedures.  Special  prob- 
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lems  may  require  a  deviation  from  estab¬ 
lished  procedures.  It  may  be  desirable  in 
certain  instances,  from  both  the  cost  and 
time  standpoints,  to  use  overall  or  broad 
estimating  procedures,  rather  than  more 
precise,  detailed  methods;  or  it  may  be 
necessary  to  rely  on  the  judgment  of 
qualified  personnel  in  design,  produc¬ 
tion,  and  other  fields.  Variations  in  esti¬ 
mating  procedures  employed  may  be  at¬ 
tributable  to  such  factors  as  (I  j  the  rela¬ 
tive  dollar  amount  of  each  estimate,  (2) 
the  contractor’s  competitive  position,  (3) 
the  degree  of  firmness  of  specifications 
related  to  a  new  item,  and  (4)  the  avail¬ 
able  cost  data  applicable  to  the  same  or 
related  products/services  previously  fur¬ 
nished. 

c.  Regardless  of  whether  the  contractor 
has  based  an  estimate  directly  on  past 
incurred  costs,  ensure  that  cost  estimates 
for  future  work  are  based  on  correction  of 
any  past  or  current  inefficient  or  uneco¬ 
nomical  contractor  practices.  For  exam¬ 
ple,  if  the  proposed  engineering  or  manu¬ 
facturing  productivity  is  less  than  that 
reasonably  achievable  by  the  contractor 
in  performing  the  proposed  contract,  the 
cost  difference  b^ween  the  prop^d 
productivity  and  the  more  likely  achiev¬ 
able  productivity  should  be  questioned  in 
the  audit  review.  Also  question  the  im¬ 
pact  of  any  cost  avoidance  recommenda- 

,  tions  using  the  criteria  in  9-308.  (See  also 

I  5-1209.) 

d.  There  are  various  methods  of  pre¬ 
paring  cost  estimates.  The  most  frequent¬ 
ly  usM  are  the  detailed,  comparison,  and 
roundtable  methods  or  a  combination  of 
the  three. 

(1)  The  detailed  method  requires  the 
accumulation  of  detailed  information  to 
arrive  at  estimated  costs  and  typically 
uses  cost  data  derived  from  the  account¬ 
ing  system,  adjunct  statistical  records, 
and  other  sources.  The  information  often 
includes  specifications:  drawings;  bills  of 
material;  statements  of  production  quan¬ 
tities  and  rates;  machine  and  work-sta¬ 
tion  woridoads;  manufacturing  processes, 
including  the  analysis  of  labor  efficiency, 
setup  and  rework,  and  material  scrap, 
waste,  and  spoilage;  data  determining 
plant  layout  requirements;  analysis  of 
tooling  and  capital  equipment,  labor,  raw 
material  and  purchase  pa^;  special 
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tools  and  dies;  and  composition  of  the 
indirect  cost  pools. 

(2)  The  comparison  method  is  used 
when  specifications  for  the  item  being 
estimated  are  similar  to  other  items  al¬ 
ready  produced  or  currently  in  produc¬ 
tion  and  for  which  actual  cost  experience 
is  available.  Under  this  method,  require¬ 
ments  for  the  new  item  are  compared 
with  those  for  a  past  or  current  item,  the 
differences  are  isolated,  and  cost  ele¬ 
ments  applicable  to  the  differences  are 
deleted  from  or  added  to  experienced 
costs.  Adjustments  are  also  made  for 
possible  upward  or  downward  cost 
trends. 

(3)  The  roundtable  method  is  used  to 
estimate  the  cost  of  a  new  item  when 
there  is  no  cost  experience  or  detailed 
information  regarding  specifications, 
drawings,  or  bills  of  material.  Under  this 
method,  rraresentatives  of  the  engineer¬ 
ing,  manufacturing,  purchasing,  and  ac¬ 
counting  departments  (among  others)  de¬ 
velop  the  cost  estimates  by  exchanging 
views  and  making  judgments  based  on 
knowledge  and  experience.  This  method 
has  the  advantage  of  speed  of  application 
and  is  relatively  inexpensive,  but  may  not 
produce  readily  supportable  or  reliable 
cost  estimates,  when  this  method  is  used, 
technical  assistance  may  be  required  to 
evaluate  the  resultant  cost  estimates. 

9-304  Proposal  Format  and  Snpport 

a.  Contractor  price  proposals  required 
by  FAR  lS.804-1  through  15.804-6/ 
DFARS  21S.804-1  through  215.804-6  to 
be  submitted  with  certified  cost  or  pric¬ 
ing  data  must  also  be  submitted  using 
Standard  Form  1411.  Departments 
which  contribute  data  to  the  proposal 
may  include,  among  others,  accounting, 
cost  control,  budgeting,  estimating,  plan¬ 
ning,  purchasing,  production  control,  en¬ 
gineering,  drafting,  publications,  and 
sales.  In  addition  to  the  cost  information 
contained  in  the  accounting  system,  ad¬ 
junct  statistical  records  and  data  may  be 
maintained  and  used  in  preparing  cost 
estimates.  The  data  may  include  bills  of 
material,  vendor  quotations  and  catalogs, 
blueprints,  value  analysis  reports,  labor 
efficiency  reports,  sales  budgets,  and  in¬ 
direct  cost  budgets.  Contractors  may  also 
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prepve  time  series  charts,  scatter  charts, 
learning  curves,  and  other  forms  of 
graphic  analysis  in  developing  cost  esti¬ 
mates. 

b.  To  expedite  the  review  process,  the 
Agency  has  developed  criteria  which  can 
be  used  to  evaluate  the  adequacy  of  the 
basic  supporting  data  and  information 
submitted  with  the  proposal.  This  form  is 
available  on  the  FAO  DUS  subsystem 
(file  name  ADEQUACY). 

c.  When  coordinating  with  the  respon¬ 
sible  government  procurement  and  tech¬ 
nical  representatives,  solicit  the  contrac¬ 
tor’s  cooperation  in  reaching  an  informal 
agreement  on  types  of  data  and  informa¬ 
tion  to  be  submitted  with  a  proposal  or  to 
be  made  available  at  the  beginning  of  the 
audit. 

9-305  Coordination  with  Contracting 
Officers 

a.  The  or^izational  relationship  of 
auditors  with  contracting  officers  and 
their  representatives  is  discussed  in  1- 
400.  A  close  working  relationship  is  es¬ 
sential  for  complete  and  meanin^^  eval¬ 
uations  of  contractors’  cost  estimates. 

b.  Contracting  officers,  through  proper 
coordination  and  utilization  of  members 
of  the  procurement  team  (including  engi¬ 
neers,  (aiders,  price  analysts,  and  con¬ 
tract  auditors),  must  ensure  that  contrac¬ 
tors’  price  propo^s  have  been  prepared 
on  a  sound  basis  and  are  reviewed  in 
sufficient  depth  to  support  an  informed 
opinion  regarding  reasonableness.  The 
contracting  officer  is  responsible  for  re- 
quiriiw  the  timely  submission  of  needed 
data.  Each  member  of  the  team  is  respon¬ 
sible  for  making  recommendations  in  his 
or  her  respective  area. 

c.  The  auditor  will  perform  financial 
reviews  and  analyses  requiring  access  to 
the  contractor’s  records.  These  reviews 
and  analyses  will  cover  both  the  adequa¬ 
cy  of  statements  of  current  costs  and  the 
adequacy  and  reasonableness  of  projec¬ 
tions  to  the  extent  information  relevant 
to  such  projections  can  be  obtained  from 
the  contractor’s  records.  These  evalu¬ 
ations,  for  example,  might  cover  material 
prices  and  quantities;  labor  hours  and 
rates;  and  the  elements  of  the  various 
indirect  cost  pools  and  their  distribution. 


As  used  in  this  paragraph,  “records” 
include,  among  other  things,  historical 
cost  records,  cost  ledgers,  purchase  or¬ 
ders,  subcontractor  and  vendor  quota¬ 
tions,  budgets,  forecasts,  learning  curve 
computations,  and  similar  cost  and  fore¬ 
casting  data. 

d.  Administrative  procedures  to  coor¬ 
dinate  (1)  a  PCO  request  for  audit  review 
or  technical  review  of  a  prime  contractor 
price  proposal  or  (2)  an  ACO,  PCO,  or 
auditor  request  for  audit  or  technical 
review  of  a  lower-tier  contractor  price 
proposal  are  described  in  9-103,  9-l()4,  9- 
108,  and  Appendix  D. 

e.  The  manner  in  which  information 
furnished  by  the  auditor  is  used  in  negoti¬ 
ation  is  the  responsibility  of  the  contract¬ 
ing  officer.  Where  the  contracting  officer 
fails  to  accept  an  audit  recommendation 
and  the  auditor  believes  that  this  action 
has  a  significant  or  continuing  impact  on 
the  reasonableness  of  the  price  or  on 
administration  of  the  contract,  and  in 
addition,  feels  that  there  is  an  opportuni¬ 
ty  for  useful  corrective  action,  the  auditor 
should  report  the  situation  to  his  or  her 
supervisor  (see  4-803  and  15-600). 

f.  The  type  of  contract  to  be  awarded 
and  the  contract  provisions  are  the  re¬ 
sponsibility  of  the  contracting  officer. 
When  a  review  of  the  contractor’s  opera¬ 
tion  indicates  that  the  contemplated  con¬ 
tract  type  would  not  be  in  the  govern¬ 
ment’s  best  interest  because  of  the  con¬ 
tractor’s  type  of  business,  accounting 
system,  production  of  similar  items  for 
commercial  purposes,  or  other  reasons, 
recommend  that  the  contracting  officer 
consider  a  different  type  of  contract.  Also 
advise  the  contracting  officer  when  pro¬ 
posed  contract  provisions  appear  inap¬ 
propriate  or  undesirable  (see  3-200). 

9-306  Use  of  Specialist  Assistance  in 
Price  Proposal  Evaluations 

a.  An  important  aspect  of  a  proposal 
evaluation  is  determining  the  reasonable¬ 
ness  of  material  and  labor  estimates. 
Audit  tests  of  these  estimates  may  require 
the  assistance  of  technical  specialists. 

b.  Specialist  assistance  is  usually  ob¬ 
tained  when  the  contractor’s  support  for 
the  cost  under  review  is  not  based  on 
accounting  or  financial  data  and  the 
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auditor  cannot  efficiently  or  effectively 
determine  the  reasonableness  of  the  costs 
through  alternative  means.  However,  the 
decision  to  use  specialists  should  be 
reached  only  after  considering  the  type  of 
risk  factors  described  in  9-402.2  and  9- 
50 1.  These  risk  factors  and  others  may 
indicate  that  specialist  assistance  is  not 
necessary. 

c.  tvtailed  procedural  guidance  is  pre¬ 
sented  in  Appendix  D  to  assist  in  (1) 
deciding  whether  technical  specialist  as¬ 
sistance  is  needed,  (2)  identifying  what 
type  of  assistance  is  needed,  (3)  request¬ 
ing  the  assistance,  (4)  achieving  good 
communications  with  technical  special¬ 
ists,  and  (5)  reporting  on  the  use  of 
technical  si^ialists  or  the  impact  of  their 
nonavailability. 

d.  Statement  on  Auditing  Standards 
(SAS)  No.  1 1,  “Using  the  Work  of  Spe¬ 
cialists,’’  requires  auditors  to  exercise 
professional  judgment  when  the  woik  of 
a  specialist  is  required,  including  a  deter¬ 
mination  of  the  type  of  technic^  exper¬ 
tise  needed,  and  provides  guidance  on 
using  the  specialist’s  findings.  It  notes 
that  while  the  appropriateness  and  rea¬ 
sonableness  of  methods  or  assumptions 
used  and  their  application  are  the  respon¬ 
sibility  of  the  specialist,  the  auditor 
should  obtain  an  understanding  of  these 
matters  to  determine  whether  the  find¬ 
ings  are  suitable  for  corroborating  the 
cost  representations. 

9-307  Incorporatii^  Technical 
Infonnation  and  O^nions  Into  the 
Audit  Report 

The  contracting  officer  has  the  overall 
responsibility  for  determining  how  the 
information  and  opinions  furnished  are 
applied  to  the  contractor’s  estimate. 
However,  the  auditor  also  has  a  responsi¬ 
bility  for  examining  the  report  on  any 
requested  technical  evaluation  to  ensure 
a  reasonable  understanding  of  the  work 
performed,  the  accounting  data  relied  on, 
and  the  impact  of  the  results  on  proposed 
costs.  Documentation  requirements  are 
in  4-1000.  The  woric  of  a  specialist  should 
be  incorporated  into  the  report  unless  the 
findings  are  obviously  unrealistic,  or  pro¬ 
cedures  used  appear  inadequate.  In  these 


situations,  attempt  to  reconcile  .  Ter¬ 
ences  with  the  sp»ialist  or,  if  necessary, 
the  responsible  supervisory  official.  Ob¬ 
tain  the  assistance  of  the  AGO  in  facili¬ 
tating  a  resolution.  Discussion  of  proce¬ 
dures  and  technical  aspects  of  the  evalu¬ 
ation  is  usually  sufficient  to  eliminate 
concerns.  If  the  auditor  is  unable  to 
resolve  differences,  the  technical  evalu¬ 
ation  should  not  be  relied  on  in  the  audit 
opinion  or  the  development  of  ques¬ 
tioned  costs.  The  audit  report  should 
enclose  the  technical  report  and  explain 
why  it  was  not  used  (see  Appendix  D). 

9-308  Incorporatii^  Cost  Avoidance 
Recommendations  Into  Price 
Proposal  Reviews 

a.  In  reviewing  the  reasonableness  of 
proposed  cost  elements  (including  direct 
labor  and  material  quantities  and  prices, 
other  direct  costs,  and  indirect  costs), 
consider  what  it  should  cost  to  supply  the 
proposed  items  assuming  the  offeror  ^ 
erates  with  reasonable  economy  and  effi¬ 
ciency.  Auditors  use  contract  audit  proce¬ 
dures  where  applicable  to  assist  the  pro¬ 
curing  contracting  officer  in  meeting  his 
or  her  obligation  (FAR  15.805-3(b))  to 
ensure  that  the  effects  of  any  inefficient 
or  uneconomical  contractor  practices  are 
not  projected  into  future  contract  prices. 
Useful  tutorial  material  on  this  concept  is 
contained  in  the  Armed  Services  Pro¬ 
curement  Regulation  Manual  for  Con¬ 
tract  Pricing  (ASPM  No.  1),  especially  in 
section  2b. 

b.  Operations  audits  and  other  func¬ 
tional  reviews  performed  as  discussed  in 
14-500  provide  one  key  source  of  infor-  I 
mation  about  inefficient  or  uneconomi¬ 
cal  contractor  practices  which  should  be 
considered  in  each  proposal  review.  The 
audit  program  for  each  price  proposal 
review  will  provide  for  assessing  each 
cost  avoidance  recommendation  from 
operations  audits  a:  d  other  functional 
reviews  at  the  contractor,  to  determine  if 
there  is  a  significant  impact  on  the  pro¬ 
posal.  As  circumstances  develop  (for  ex¬ 
ample,  the  contractor  implements  a  rec¬ 
ommended  cost  avoidance  or  a  cost 
avoidance  proves  not  applicable  to  a 
certain  product  line),  the  proposal  im- 
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pacts  can  be  expected  to  vary.  Therefore, 
a  reassessment  should  be  made  in  each 
proposal  review. 

c.  Any  significant  impact  of  cost  avoid¬ 
ance  recommendations  will  be  reflected 
as  questioned  costs  in  the  review  of  price 
proposals  when  all  of  these  criteria  are 
met: 

(1)  The  findings  and  recommendations 
have  been  discussed  with  the  contractor 
as  provided  by  4-304.5.  It  is  not  neces¬ 
sary  to  have  issued  the  audit  report  on 
the  functional/operationai  review,  or 
have  received  the  contractor’s  reaction  to 
the  flndings  and  recommendations.  How¬ 
ever,  the  proposal  impacts  should  be 
adjusted  as  these  events  occur,  if  they 
result  in  adjustment  of  the  recommended 
cost  avoidance. 

(2)  The  proposal  review  has  established 
that  the  recommended  cost  avoidance  is 
applicable  to  the  pro^sed  contract  per¬ 
formance  and  is  not  reflected  in  the 
contractor’s  estimated  costs  for  the  pro¬ 
posal.  Note  that  a  cost  reduction  may  not 
be  reflected  in  the  proposal  even  though 
the  contractor  has  agreed  to  make  tne 
needed  improvements,  or  even  if  the 
recommendation  has  been  implemented. 
Take  care  not  to  question  costs  (a)  for  a 
time  period  before  the  contractor  could 
reasonably  achieve  the  recommended 
economy  or  efficiency  improvement, 
for  work  areas  where  the  recommenda¬ 
tion  does  not  apply,  or  (c)  for  proposal 
elements  that  adequately  anticipate  the 
expected  cost  reduction.  Technical  assis¬ 
tance  (see  9-103  and  9-306)  may  be 
needed  on  these  points,  especially  where 
the  proposed  costs  are  based  on  assumed 
future  conditions  or  performance  meth¬ 
ods  that  would  differ  from  those  in  effect 
when  the  cost  avoidance  recommenda¬ 
tion  was  developed. 

(3)  The  impact  calculated  for  the  spe¬ 
cific  proposal  reasonably  reflects  the  con¬ 
tractor  direct  and  indirect  start-up  costs 
and  investment  amortization  necessaiy 
to  achieve  the  recommended  cost  avoid¬ 
ance,  allocated  using  the  contractor’s 
established  cost  accounting  practices. 

9*309  Audit  Review  of  Estimutiiis 
Methods  and  Prooedures 

a.  Evaluation  of  a  contractor’s  estimat¬ 
ing  methods  and  procedures  may  be 


divided  into  two  broad  areas:  first,  a 
review  and  understanding  of  the  contrac¬ 
tor’s  prescribed  methods  and  procedu^; 
and  second,  a  review  and  understanding 
of  the  methods  and  procedures  actually 
used  in  preparing  the  cost  estimate.  Work 
in  these  two  areas  may  be  performed 
concurrently  or  separately  using,  as  a 
reference  point,  past  or  current  cost  esti¬ 
mates  prepared  by  the  contractor.  In 
either  case,  consider  the  findings  in  both 
of  these  broad  areas  when  planning  and 
developing  the  audit  pro^am  (see  5- 
1200). 

b.  The  auditor’s  objective  in  these  two 
areas  is  to  examine  the  available  data  to 
the  extent  necessary  to  (1)  form  a  sound 
opinion  on  the  validity  of  the  methods 
and  procedures  used  to  develop  the  cost 
estimates,  and  (2)  make  sound  judgments 
on  the  extent  and  nature  of  testing  to  be 
done  in  areas  requiring  further  examina¬ 
tion.  Also  determine  whether  the  results 
of  recent  estimating  system  survey  work 
(S-12(X))  indicate  that  the  estimating  sys¬ 
tem  is  reliable  enough  to  allow  reduced 
audit  effort  on  individual  price  propos¬ 
als. 

c.  The  extent  of  the  auditor’s  evalu¬ 
ation  may  be  influenced  by  the  (1)  experi¬ 
ence  gained  in  comparing  earlier  esti¬ 
mates  with  applicable  actual  costs,  (2) 
degree  to  which  the  contractor’s  estimat¬ 
ing  procedures  with  the  accounting 
procedures,  (3)  timeliness  and  depth  of 
review  given  contractors’  estimating 
methods  and  procedures  by  other  govern¬ 
ment  ^resentatives,  and  (^  results  of 
operational  audits  that  affect  future  costs. 

d.  Recommend  changes  in  estimating 
methods  and  procedures  when  the  review 
indicates  existing  procedures  are  inade¬ 
quate  or  improper. 

9-310  Deficiencies  in  Specific  Cost 
Estimates 

a.  This  section  deals  with  deficiencies 
in  sprafic  cost  estimates  versus  deficien¬ 
cies  in  overall  cost  or  pricing  data  cov¬ 
ered  in  9-205.  When  any  of  the  following 
deficiencies  are  encountered  and  are  sit 
nificant,  the  auditor  should  immediately 
notify  Iwth  the  ACO  wd  the  PCO  in 
accordance  with  the  guidance  contained 
in  9-205. 
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b.  Deficiencies  in  cost  estimates  may 
result  from  (1)  the  use  of  incorrect, 
incomplete,  or  noncurrent  data;  (2)  the 
use  of  inappropriate  estimating  tech¬ 
niques;  (3)  the  failure  to  consider  or  use 
all  applicable  factors  or  necessary  tech¬ 
niques;  (4)  the  improper  use  of  an  esti¬ 
mating  technique;  (S)  an  apparent  delib¬ 
erate  concealment  or  misrepresentation 
of  the  data  supporting  the  estimate  either 
in  the  historic^  data  from  prior  contracts 
or  in  the  supporting  documents  prepared 
specifically  for  the  proposal  (see  4-700); 
or  (6)  the  failure  to  estimate  in  a  manner 
consistent  with  the  disclosed  or  estab¬ 
lished  accounting  procedures  as  required 
by  CAS  401  (see  Chapter  8). 

c.  Upon  discovering  a  significant  esti¬ 
mating  deficiency  during  a  proposal  eval¬ 
uation,  immediately  prepare  a  draft  esti- 

I  mating  system  flash  report  and  submit  it 
to  the  contractor  for  comment.  The  audi¬ 
tor  should  prepare  the  draft  report  and 
coordinate  it  with  the  contractor  at  the 
time  the  estimating  deficiency  is  found, 
rather  than  waiting  until  the  proposal 
audit  is  completed.  This  procedure  will 
provide  for  issuing  the  flash  report  at  the 
same  time  or  shortly  after  the  proposal 
audit  report  is  issued.  Give  the  contractor 
a  reasonable  amount  of  time  to  comment 
on  the  draft  report,  usually  1  to  2  weeks 
would  be  sufficient.  Upon  timely  receipt 
of  the  contractor’s  response,  a  separate 
audit  report  entitled  “Estimating  System 
Deficiency  Disclosed  During  Evaluation 
of  PropoMl  No.  XXX’’  (flash  report) 
should  be  issued  to  the  ACO  addressing 
both  the  contractor’s  comments  and  ad¬ 
ditional  auditor  comments.  If  the  con¬ 
tractor  does  not  respond  within  the  time- 
frame  requested,  the  auditor  should  issue 
the  estimating  system  flash  report  with¬ 
out  the  benefit  of  the  contractor’s  re¬ 
sponse  and  explain  in  the  report  that  the 
contractor  was  provided  an  opportunity 
to  respond  but  did  not  do  so  within  the 

I  available  time.  This  flash  report  should 
address  each  deficiency  disclosed  in  the 
proposal  review  that  is  either  significant 
in  dollar  impact  to  total  proposed  costs 
or  to  specific  cost  elements. 

d.  Flash  reports  are  not  required  if  the 
estimating  deficiency  has  been  reported 
previously  and  the  contractor’s  corrective 
action  is  currently  being  monitored  by 


the  government.  Such  deficiencies  are 
listed  in  the  appendix  to  the  proposal 
report,  as  described  in  10-307.2,  until 
they  are  resolved  (DFARS  215.811- 
70(gKl).  In  addition,  the  explanatory 
notes  of  the  price  proposal  audit  report 
should  describe  the  cost  impact  of  any 
outstanding  significant  deficiency  which 
affects  the  proposal. 

e.  Items  that  would  normally  be  identi¬ 

fied  in  an  estimating  system  flash  report 
when  encountered  include  but  are  not 
limited  to  the  following  (also  see  5- 
1204.2  and  10-307.2):  I 

(1)  The  lack  of  clearly  documented 
policies,  standard  procedures,  and  meth¬ 
ods  covering  the  contractor’s  estimating 
system.  (Use  judgment  on  the  level  of 
detail  needed  by  small  contractors  with 
less  than  SSO  million  per  year  in  govern¬ 
ment  sales.) 

(2)  Nonexistent,  out-of-date,  or  inade¬ 
quate  support  for  factors  used  in  the 
proposal  (such  as  raw  material,  attrition, 
or  normal  production  allowance). 

(3)  Failure  to  perform  an  adequate 
review  of  proposed  subcontracts  prior  to 
submission  of  the  proposal. 

(4)  The  lack  of  budgetary  data  beyond 
the  current  contractor  fiscal  year. 

(5)  Contractor jxilicies  requiring  that 
all  production  effort  remain  within  the 
company,  regardless  of  the  comparative 
cost  of  the  effort. 

(6)  Proposing  material  on  a  stand-alone 
basis  without  considering  other  known 
requirements  (spares,  related  programs, 
other  production  lots)  that  mi^t  be 
ordered  at  the  same  time. 

(7)  Proposing  costs  based  on  vendor 
quotes  without  considering  historical 
data  indicating  that  prices  ultimately 
negotiated  with  vendors  are  lower  than 
the  prices  quoted. 

(8)  Not  considering  or  selectively  using 
historical  cost  experience  for  similar  pro¬ 
grams. 

(9)  Not  considering  residual  invento¬ 
ries. 

(10)  Applying  escalation  to  firm  ven¬ 
dor  quotes. 

f.  This  flash  reporting  policy  does  not 
negate  the  requirement  for  in-depth  anal¬ 
ysis  of  estimating  procedures  and  prac¬ 
tices.  Periodic  estimating  intern  reviews 
(5-1200)  are  still  required.  The  frequency  I 
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of  these  periodic  reviews  may  va^  de¬ 
pendent  upon  the  items  identified  in  the 
flash  reports. 

g.  When  an  estimating  system  deficien¬ 
cy  is  identifled,  consider  whether  the 
condition  is  likely  to  constitute  defective 
pricing  if  not  revised  prior  to  n^otiation 
and  agreement  on  a  contract  price.  If  the 
auditor  concludes  the  cost  estimate  is  not 
current,  accurate,  or  complete,  take  the 
following  actions: 

(1)  Inrorm  the  contractor  and  request  it 
take  the  necessary  corrective  action.  Seek 
contracting  officer  assistance  where  ap¬ 
plicable. 

(2)  When  the  contractor  refuses  to 
revise  the  cost  estimate,  attempt  to  ob¬ 
tain  or  develop  the  information  throu^ 
audit  means. 

(3)  If  the  contractor  is  unwilling  to 
correct  potentially  defective  cost  or  pric¬ 
ing  data  and  time  or  resource  constraints 
make  it  impractical  to  sufficiently  devel¬ 
op  a  recommended  audit  position,  the 
audit  report  should  advise  the  contract¬ 
ing  officer  of  the  inadequacies  in  the 
contractor’s  proposal  (also  see  9-20S). 

(4)  For  all  proposals  or  other  audits 
subject  to  U.S.C.  2306a,  complete  a  De¬ 
fective  Pricing  Lead  Sheet  (DCAAF 
7640-22b)  to  rate  the  proposal  for  defec¬ 
tive  pricing  potential.  After  completion 
of  both  parts,  the  original  will  be  placed 
in  the  permanent  file  with  a  copy  remain¬ 
ing  in  the  audit  working  papers. 

9-311  Review  of  Individual  Estimates 

a.  As  appropriate,  procedures  should 
include  (1)  a  review  of  operations  audit 
flndings  and  recommendations,  includ¬ 
ing  cost  avoidance  recommendations  that 
have  an  impact  on  proposed  costs  (9- 
308);  (2)  an  analysis  of  reports  of  non- 
compliance  with  CAS  and  FAR  Part  31 
for  possible  application  of  the  findinp  to 
proposal  evaluations;  (3)  reviews  of  avail¬ 
able  written  estimating  procedures;  (4) 
discussions  with  contractor  personnel;  (S) 
examination  of  the  methods  and  proce¬ 
dures  actually  followed;  (6)  consideration 
of  the  data  developed  and  the  manner  in 
which  they  were  used;  (7)  comparisons  of 
past  cost  estimates  with  incurred  costs; 
and  (8)  analysis  of  cost  t  nds. 


b.  Obtain  information  related  to  the 
following  areas: 

(1)  The  contractor’s  organization  with 
emphasis  on  the  various  segments  partic¬ 
ipating  in  cost  estimating. 

(2)  The  estimating  methods  and  tech¬ 
niques  actually  used  and  the  nature  of  the 
underlying  data  and  judgments  support¬ 
ing  each  cost  element. 

(3)  The  attention  given  to  special  terms 
either  contained  in  the  request  for  pro¬ 
posal  or  to  be  imposed  by  the  contract. 

(4)  The  availability  and  use  made  of 
accounting,  statistic^,  budgetary,  and 
other  data. 

(5)  The  extent  company-wide  forward 
pricing  factors  are  developed  and  used 
when  preparing  the  cost  estimates  and 
whether  these  pricing  factors  are  current 
(see  9-1200). 

(6)  The  graphic  analysis  (such  as  time 
series  and  correlation  charts)  used  in 
preparing  the  estimate. 

(7)  The  degree  of  consistency  between 
cost  classifications  used  for  cost  account¬ 
ing  purposes  (direct  and  indirect  costs) 
and  those  used  for  cost  estimating  pur¬ 
poses,  and  the  reasons  for  significant 
differences,  especially  on  proposals  sub¬ 
mitted  for  like  or  similar  items. 

(8)  The  types  of  products  manufac¬ 
tured  and  the  manufacturing  processes 
involved.  This  includes  information  from 
continuous  monitoring  of  the  manufac¬ 
turing  process  for  the  effects  of  changes 
and/or  modernization  (see  14-800).  I 

(9)  The  reliability  of  prior  cost  esti¬ 
mates,  including  a  review  of  cost  areas 
where  significant  differences  exist  be¬ 
tween  estimated  and  actual  costs  and  the 
reasons  for  these  differences. 

(10)  The  contractor’s  managerial  con¬ 
trols  and  review  procedures  (to  ascertain 
whether  cost  estimates  were  prepared 
using  established  company  practices). 

(11)  The  relationship  of  the  contrac¬ 
tor’s  technical  proposal  to  the  cost  esti¬ 
mate.  The  technic^  proposal  may  con¬ 
tain  information  such  as  descriptions  of 
the  items  to  be  produced,  production 
schedules,  cost  estimating  plans,  adequa- 
^  of  tooling  on  hand,  and  the  specific 
instructions  furnished  each  department 
responsible  for  preparing  cost  elements 
contained  in  the  proposal. 
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9>311.1  Review  of  Indirect  Versus  Direct 
Cost  Classification 

a.  Review  the  contractor’s  cost  classifi¬ 
cation  for  consistent  treatment  of  cost 
elements  to  determine  whether  the  treat¬ 
ment  given  direct  and  indirect  costs  in 
estimating  parallels  the  accounting  treat¬ 
ment  of  incurred  costs  as  required  by 
CAS  401  and  402.  Inconsistencies  should 
be  reviewed  and  the  reasons  for  different 
treatment  explained.  A  violation  should 
be  reported  as  a  CAS  noncompliance. 

b.  Compare  the  pattern  of  direct  and 
indirect  cost  treatment  of  the  propo^ 
under  review  with  the  current  CAS  Dis¬ 
closure  Statement  and  with  other  propos¬ 
als  recently  submitted,  particularly  when 
the  end  items  involve  similar  work. 
When  the  estimating  basis  is  different, 
the  difference  should  be  thoroughly  ex¬ 
plored. 

c.  Differing  direct  versus  indirect  crite¬ 
ria  among  competitors  and  the  exercise 
of  special  allocation  provisions  of  certain 
Cost  Accounting  Standards  requires  that 
considerable  attention  be  directed  to  con¬ 
sistency.  Although  differences  are  natural 
consequences  or  varying  circumstances, 
be  careful  to  avoid  pen^tions  that  in¬ 
consistent  audit  applications  are  causing 
or  contributing  to  the  accounting  differ¬ 
ences.  Price  proposal  audit  reports 
should  cleaily  identify  unusual  cost  ac¬ 
counting  practices  having  a  significant 
impact,  particularly  those  requiring  the 
use  of  any  special  allocation  provisions. 

9-311.2  Review  of  Consistency  in 
Esfimnting  and  Acoonnting 

CAS  401  requires  that  the  methods 
used  for  estimating  costs  should  be  con¬ 
sistent  with  the  methods  used  for  record¬ 
ing  or  accounting  for  costs.  However, 
examination  might  disclose,  for  example, 
that  while  actuu  costs  are  used  in  esti¬ 
mating  costs,  standard  costs  are  used  in 
recording  costs.  Under  these  circum¬ 
stances,  compare  the  amounts  shown  for 
a  selected  number  of  items  extended  at 
suppliers’  actual  prices  with  the  amounts 
for  the  items  obtained  by  applying  estab¬ 
lished  standards  and  related  variances. 
This  comparison  should  allow  the  audi¬ 
tor  to  evaluate  the  prrariety  of  the  cost 
estimate  and  to  identify  possible  inequi- 
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ties  resulting  from  using  an  estimating 
method  which  differs  from  the  method 
used  in  accounting  for  costs.  Similar 
comparisons  could  be  made  in  other  cost 
areas. 

9-3113  Comparison  of  Estinuited  and 
Actnal  Costs 

When  applicable,  compare  prior  cost 
estimates  with  costs  incurred.  The  infor¬ 
mation  gained  will  not  constitute  conclu¬ 
sive  evidence  of  the  reliability  of  ^e 
contractor’s  cost  estimating  methods  and 
procedures,  but  may  disclose  significant 
differences  between  estimated  and  actual 
costs.  Reasons  for  the  differences  should 
be  ascertained  and  considered  in  evaluat¬ 
ing  the  reliability  of  the  estimating  meth- 
ods/procedures  and  in  determimng  the 
extent  of  selective  tests  in  areas  requiring 
further  review. 

9-311.4  Cost  Realism  Reviews 

a.  DFARS  215.805-70  requires  con¬ 
tracting  officers  to  analyze  the  cost  real¬ 
ism  of  all  technically  adequate  contractor 
submissions  in  re^nse  to  cost-type 
competitive  solicitations,  even  when  ade¬ 
quate  price  competition  exists.  Contract¬ 
ing  ofncers  must  determine  whether  the 
contractor  has  (1)  fairly  stated  the  price 
or  (2)  understated  the  price  in  order  to 
“buy-in.”  FAR  Subpart  3.501-1  defines 
“buying-in”  as  “submitting  an  offer  be¬ 
low  anticipated  costs,  expecting  to  .  .  . 
increase  the  contract  amount  after  award 
(e.g.,  through  unnecessary  or  excessively 
pnc^  change  orders).”  Buying-in  can 
result  in  cost  ^wth  or  award  protests  by 
unsuccessful  bidders  that  otherwise  could 
have  been  avoided. 

b.  Contracting  officers  may  reqiKst 
DCAA  audit  support  in  making  a  cost 
realism  determination.  Unlike  the  t3^ical 
DCAA  forward  pricing  review,  which  is 
generally  focused  more  on  ascertaining 
the  alkxability,  allowability,  and  overs¬ 
tatement  of  proposed  costs,  DCAA  cost 
realism  reviews  need  to  focus  on  deter¬ 
mining  whether  the  proposed  costs  are 
reasonable,  credible,  and  compatible  with 
the  prc^K)^  scope  and  effort.  In  other 
wor%  the  auditor  needs  to  consider  and 
specifically  focus  his  or  her  cost  realism 
review  on  the  possibility  that  the  contrac¬ 
tor’s  proposed  costs  may  be  significantly 
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understated.  Additionally,  the  report  re¬ 
lay!^  the  results  of  the  auditor’s  cost 
F^ism  review  needs  to  clearly  indicate 
that  the  contractor’s  proposed  costs  were 
specifically  reviewed  for  reasonableness 
and  possible  understatement. 

c.  ft  is  the  contracting  officer’s  res^n- 
sibility  to  determine  whether  DCAA 
should  be  guested  to  perform  a  cost 
realism  review.  In  the  case  of  competi¬ 
tive,  cost-type  procurements,  the  contrac¬ 
tor  is  not  required  to  submit  a  Standard 
Form  1411  or  to  certify  cost  or  pricing 
data.  Furthermore,  in  some  cases,  the 
contracting  officer  (and,  sometimes,  the 
DCAA  auditor)  may  be  prohibited  from 
entering  into  discussions  with  the  con¬ 
tractor.  If  DCAA  is  prohibited  from 
discussing  the  proposal  with  the  contrac¬ 
tor,  this  prohibition  will  most  likely  re¬ 
sult  in  a  highly  qualified  report  that  needs 
to  be  communicated  up  front  to  the 
contracting  officer.  The  auditor  should 
not  be  deterred  by  the  unusual  audit  risk 
associated  with  cost  realism  reviews  from 
meeting  the  needs  of  the  reciuestor,  as 
outlined  above,  in  the  most  timely  man¬ 
ner  possible.  It  is  the  auditor’s  responsi¬ 
bility  to  be  aware  of  the  inherent  risk 
invcMved  in  this  type  of  procurement  and 
to  fully  coordinate  with  the  contracting 
officer  regarding  specific  areas  of  risk, 
spedal  procedures,  and  the  appropriate 
audit  service  required  to  meet  the  needs 
of  the  request  (e.g..  Request  for  Specific 
Cost  Information  (9-107)  or  Review  of  a 
Part  of  a  Proposal  (9-108)). 

9-312  Pte-EslabUslied  Fmrward 
Pridiig  Factors 

Formal  or  informal  agreements  be¬ 
tween  contractors  and  the  government 
may  exist  which  establish  certain  cost 
factors  for  use  in  forward  pricing  actions 
during  specified  time  periods  (such  as 
forward  pricing  rate  agreements  and  for¬ 
mula  pricing  agreements — a  systematic 
method  of  pricing  a  large  volume  ofsmall 
Mquisitions).  These  factors  may  include 
indirect  cost  rates,  labor  hour  rates,  mate¬ 
rial  and  labor  variances,  material  han¬ 
dling  rates,  and  allowances  for  scrap  and 
obsolescence.  See  9-1200  and  FAR 
15.809  for  detailed  guidance  on  the  re¬ 
view  of  forward  fwicing  rate  and  formula 


pricing  agreements.  Periodic^y  deter¬ 
mine  whether  present  conditions  or  inter¬ 
vening  occurrences  negate  current  appli¬ 
cability  of  these  types  of  pre-established 
cost  factors.  Circumstances  which  may 
adversely  affect  their  continued  applica¬ 
bility  are  changes  in  business  volume, 
changes  in  market  conditions  affecting 
material  or  labor  costs,  savings  accruing 
from  cost  reduction  programs,  changes  in 
manufacturing  processes  used  to  make 
products,  and  changes  in  the  accounting 
treatment  of  direct  and  indirect  costs. 
Board  of  Directors  minutes  m^  docu¬ 
ment  major  decisions  that  aff^t  the 
above  areas  (see  CAM  5-109.2  and  14- 
605a). 

9-313  Evalnatioa  of  Sobmissions 
(Estimates)  Alter  Costs  Have  Been 
Incnncd 

Under  certain  circumstances,  a  con¬ 
tractor’s  submission  is  evaluated  after  all 
or  a  portion  of  the  costs  have  been 
incurr^,  such  as  in  the  case  of  pricii^ 
prc^xisals,  contract  status  reports,  termi¬ 
nation  claims,  and  delay  claims.  In  these 
cases,  the  review  of  the  submission 
should  not  be  limited  merely  to  a  com¬ 
parison  with  the  actual  costs.  Refer  to  the 
appropriate  section  of  CAM  for  pertinent 
midance  relative  to  the  speciiic  audit 
being  performed. 

9-314  Estimates  Based  on  Standard 
Costs 

Guidelines  for  evaluating  the  validity 
of  historical  costs  derived  by  using  stan¬ 
dard  costs  and  related  variances  are  con¬ 
tained  in  Chapter  6.  The  same  guidelines 
apply  when  standard  costs  and  related 
variances  are  used  in  preparing  cost  esti¬ 
mates.  The  basic  principle  underlying  the 
use  of  standard  costs  in  estimating  is  that 
the  standard  cost  plus  the  estimated 
variance  must  reasonably  approximate 
the  expected  actual  cost. 

9-314.1  Estimates  Baaed  an  Revised 

Standards 

A  contractor  may  revise  direct  material 
and  direct  labor  standard  costs,  adjusted 
by  estimated  variances,  to  develop  direct 
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material  and  direct  labor  cost  forecasts. 
Review  the  basis  for  revising  the  stan¬ 
dards  and  decide  whether  the  estimated 
variances  have  been  properly  adjusted  to 
reflect  the  changes  made  in  the  standards. 
When  revised  standards  reflect  only  cer¬ 
tain  historical  cost  changes,  the  related 
variances  must  be  adjusted  so  that  the 
two  combined  will  approximate  the  an¬ 
ticipated  actual  cost. 

9-314.2  Variance  Analysis 

a.  Direct  material  and  direct  labor  cost 
variances  may  be  s^egated  by  contrib¬ 
uting  causes  (such  as  price  and  rate 
variances,  use  and  efflciency  variances, 
and  variances  caused  by  make  or  buy 
decisions)  and  by  product  lines  (with 
homcMeneous  products)  to  produce  rea¬ 
sonably  accurate  prime  product  costs. 
When  variances  are  SMtegated,  make 
comparative  studies  of  historic^  costs 
and  cost  trends.  For  this  analysis,  consid¬ 
er  employing  techniques  such  as  (1)  time 
series  charts,  plotting  the  percentage  rela- 
tion^p  of  a  m^or  direct  variance  ele¬ 
ment  (material  or  labor)  to  related  stan¬ 
dard  costs  within  the  product  line,  and 

(2)  improvement  curves,  plotting  the  unit 
or  cumulative  average  direct  material  or 
direct  labor  costs  (standards  and  related 
variances)  for  successive  quantities  of 
end  products  produced. 

b.  Measure  the  effect  of  anticipated 
changes  so  that  historical  costs  may  be 
adjusted  to  a  basis  comparable  to  that 
underlying  the  forecasts.  Adjustments 
may  be  necetsary  when  the  following 
conditions  exist: 

(1)  Die  planned  production  within  a 
product  line  may  be  of  a  continuing 
nature,  whereas,  in  prior  periods,  a  num¬ 
ber  of  related  products  were  initially  put 
into  production  causing  high  start-up 
prime  costs. 

(2)  Die  planned  sales  and  production 
volume  within  a  product  line  may  be 
substantially  higher  or  lower  than  previ¬ 
ous  periods.  Changes  in  volume  have  an 
impKt  on  quantity  discounts  on  direct 
material  purchases,  direct  labor  efficien¬ 
cy,  and  other  factors  which  contribute  to 
variances  from  standard  costs. 

(3)  Die  planned  reduction  in  invento¬ 
ries  mi  hand  may  lead  to  unusual  rework 
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effort  and  result  in  high  nonrecurring 
variance  cost. 

(4)  Die  planned  changes  in  make  or 
buy  policies  for  specific  components  and 
in  the  product  mix  within  a  product  line 
may  have  an  impact  on  direct  material 
and  direct  labor  variances  previously 
caused  by  a  volume  change. 

9-314  J  VariaBccs  by  Product  line 

When  standard  costs  and  the  related 
experienced  variances  are  used  by  a  con¬ 
tractor  in  estimating  prime  costs,  estab¬ 
lishing  the  reasonableness  of  the  esti¬ 
mates  will  be  difficult  unless  the  contrac¬ 
tor’s  accounting  system  provides  for  seg¬ 
regation  of  variances  by  product  lines. 
Analyze  recorded  product  line  data  to 
determine  whether  the  contractor’s  esti¬ 
mate  reasonably  approximates  expected 
actual  costs.  Available  statistical  analyses 
of  the  variances  may  provide  more  ap¬ 
propriate  costs  for  specific  products  than 
recorded  overall  variances.  Statistical 
data  of  this  type  may  be  used  to  appraise 
direct  materid  or  labor  cost  estimates 
based  on  applying  overall  variances  to 
standard  costs. 

9-314.4  Consistency  in  Using  Standards 

When  a  contractor  employs  standard 
costs  and  submits  multiple  proposals,  the 
direct  material  and  direct  labor  standard 
costs  should  be  consistent  for  pricing  all 
procurements.  Verify  that  standards  are 
current  before  they  are  compared  with 
cost  estimates.  However,  these  standard 
costs  are  generally  not  applicable  for 
pricing  items  (1)  not  in  continuous  pro¬ 
duction,  (2)  being  phased  out  of  produc¬ 
tion,  or  (3)  being  produced  under  special 
production  runs. 

9-315  Review  of  Statement  of  Income 
and  Expense 

a.  In  some  circumstances,  the  contrac¬ 
tor’s  Statement  of  Income  and  Expense 
should  be  reviewed  for  each  organiza¬ 
tional  element  comprisii^  a  profit  center 
with  its  own  cost  estimating  and  proposal 
responsibility.  Consider  for  further  study 
and  operations  audits  areas  of  favorable 
or  uniavorable  results  of  operation.  Com¬ 
parisons  should  also  be  made  to  the 
contractor’s  budgets  as  discussed  in  S- 
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SOO.  In  considering  what  areas 
warrant  further  stud;^,  attempt  to  identify 
those  factors  which  influenced  operating 
results  without  reflecting  on  the 
soundness  of  the  contractor’s  estimating 
procedures.  Examples  of  these  factors  are 
unusually  high  proflt  rates  compared 
with  the  estimate  rates  because  of  the 
introduction  of  more  efficient  production 
and  management  techniques,  or  unusual¬ 
ly  low  rates  of  profit  (or  losses)  resulting 
from  deliberate  low  bids  because  of  com¬ 
petition. 

b.  When  a  detailed  study  is  to  be  made, 
obtain  any  further  segr^tions  of  the 
income  and  expense  statement  that  are 
available.  This  includes  segregation  by 
(1)  commercial  business;  (2)  government 
business;  or  (3)  major  categories  ofgo- 
vemment  business  by  product,  contract, 
and  type  of  contract.  The  analysis  ^ould 
compare  the  s^regated  data  with  the 
corresponding  data  shown  in  sales  fore¬ 
casts,  company  budgets,  and  cost  esti¬ 
mates  used  by  management  in  the  con- 
dua  of  the  business. 

c.  Be  alert  to  situations  where  the  profit 
rates,  based  on  an  analysis  of  financial 
statements  or  other  summary  informa¬ 
tion,  appear  to  be  out  of  line  (e.^, 
significantly  higher  than  would  be  antici¬ 
pated  based  on  the  profit  rates  negotiat¬ 
ed).  In  these  cases,  determine  the  rea- 
son(s)  for  the  high  profits.  Consider  the 
results  of  this  evaluation  during  future 
(troposal,  estimating  system,  and  defec¬ 
tive  pricing  reviews. 

9-316  Review  of  Contractor  Cost 
Controb 

a.  The  adequacy  and  effectiveness  of 
the  contractor’s  system  for  controlling 
costs  should  be  evuuated.  This  is  done  to 
decide  whether  the  projected  costs  are 
being  considered  when  preparing  cost 
estimates.  In  other  words,  are  there  con¬ 
trols  on  the  cost  level  used  to  control 
opmtional  costs  over  a  selected  time 
period  (budgets)  and  to  do  they  achieve 
specific  cost  reductions  (efllciency  stud¬ 
ies)?  The  evaluation  of  the  cost  ctmtrols 
should  include  the  following; 

(1)  a  review  of  the  contractor’s  budget 
systm — ^preparation  of  the  budgets,  pp- 
erations  covered,  its  use  in  controlling 
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costs,  relationships  of  the  various  seg¬ 
ments  contained  in  the  overall  budget, 
and  comparisons  of  past  estimates  with 
costs  actually  incurred;  and 

(2)  a  review  of  past,  current,  and 
planned  cost  reduction  programs  with 
emphasis  on  the  nature  of  the  programs, 
the  cost  savings  achieved,  and  cost  sav¬ 
ings  goals  established  for  future  periods. 

b.  Many  major  government  contracts 
contain  clauses  requiring  an  approved 
cost/schedule  control  (C/SC)  system  for 
performance  measurement  on  selected 
acquisitions  (11-200).  On  proposals  ex¬ 
pected  to  result  in  contracts  covered  by 
DEARS  clause  252.234-7001,  Cost/ 
Schedule  Control  Systems,  or  DEARS 
clause  252.242-7005,  Cost/Schedule  Sta¬ 
tus  Report,  when  a  contractor  has  pro¬ 
posed  to  use  a  previously  accepted  C/SC 
system,  the  auditor  should  provide  com¬ 
ments  on  xay  deflciencies  that  are  affect¬ 
ing  the  C/SC  system  on  other  contracts. 
These  comments  should  include  the  im¬ 
pact  of  other  contractor  system  deficien¬ 
cies  (such  as  those  disclosed  during  audits 
of  material  management  and  accounting 
systems,  labor,  other  accounting  systems, 
budgets,  and  billing  systems)  that  are 
being  reported  in  C/SC  systems  surveil¬ 
lance  reports  (1 1-209).  Provide  the  com¬ 
ments  in  an  appendix  to  the  proposal 
audit  report  (10-307.5). 

9-317  Review  Cost  Rednctioa 
Programs 

a.  Cost  reduction  programs  include  (1) 
value  engineering,  (2)  work  simplifica¬ 
tion,  (3)  design  review,  (4)  time  and 
motion  studies,  (5)  organizational  struc¬ 
ture  reviews,  (6)  suggestion  and  energy 
conservation  program  and  (7)  the  In¬ 
dustrial  Modernization  Incentive  Pro¬ 
gram  (IMIP).  These  pronams  provide  for 
greater  economy  and  etticiency  and  may 
also  indicate  the  effectiveness  a  con¬ 
tractor’s  operations.  Except  for  “value 
engineering,’’  the  general  nature  of  these 
programs  is  adequately  described  in  the 
titl^  According  to  PAR  48.101,  value 
engineering  is  a  “formal  technique  by 
which  ccmtractors  may  (1)  voluntarily 
suggest  methods  for  performing  more 
economically  and  share  inany  resulting 
savings  or  (2)  be  required  to  establish  a 
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program  to  identify  and  submit  to  the 
Government  methods  for  performing 
more  economically.  Value  engineering 
attempts  to  eliminate,  without  imping 
essential  Amctions  or  characteristics, 
anythmg  that  increases  acquisition,  oper¬ 
ation,  or  support  costs.” 

b.  In  evaluating  cost  estimates,  deter¬ 
mine  whether  the  contractor  has  consid¬ 
ered  speciflc  cost  reactions  anticipated 
resulting  from  cost  reduction  praams 
other  than  value  engineering,  r  AR  Part 
48  contains  a  discussion  of  the  contract 
provisions  that  cover  value  en^neering 
incentives  and  value  engineering  pro¬ 
gram  requirements  and  their  impact  on 
pricing. 

9-318  Rcriew  Plans  for  Plant  and 
Facility  InprovenMsrts 

Some  contractors  are  accomplishing 
substantial  technological  advancements 


on  the  factory  floor.  Improvements  in  the 
contractor’s  plant  and  facilities  frequent¬ 
ly  generate  substantial  reductions  in  la¬ 
bor  and  material  requirements.  Review 
the  contractor’s  plans  and  bu<^s  for 
improvement  of  plant  and  facilities  (see 
14-6(X))  during  the  proposed  contract  I 
period  and  ascertain  whe^er  ai^licable 
production  cost  reductions  are  reflected 
in  the  cost  estimates.  The  review  ^ould 
include  evaluating  the  data  submitted  by 
the  contractor  to  justify  any  new  or 
additional  government-furnished  equip¬ 
ment  or  other  facilities  scheduled  to  be 
provided  and  the  timetable  for  imple¬ 
mentation  of  new  equipment  and  manu¬ 
facturing  processes.  The  contractor’s  jus¬ 
tification  for  these  items  normally  will 
provide  a  good  basis  for  determining 
whether  applicable  cost  reductions  are 
reflected  in  new  woilc  cost  estimates. 
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9-400  Section  4  —  Evalnating  Direct  Material  Cost  Estimates 


9-401  Introdnction 

a.  This  secti<Mi  presents  sidelines  for 
review  and  evaluation  of  direct  material 
cost  estimates. 

b.  Direct  material  costs  may  include 
estimates  for  raw  materials,  purchased 
pa^  subcontracted  parts,  packaging, 
freij^t,  interdivisional  transfers,  vendor 
tooling,  and  other  material  directly  iden¬ 
tified  with  the  engineering  effort  or  the 
manufacture  of  a  product.  If  the  costs  of 
scrap,  spoilage,  rework,  process  loss,  ob¬ 
solescence,  and  similar  items  can  be 
reasonably  estimated  through  the  devel¬ 
opment  of  forward  pricing  factors  or 
other  means,  then  these  should  also  be 
charged  direct.  It  is  important,  however, 
to  ensure  that  the  method  of  estimating 
and  costing  these  items  complies  with  the 
applicable  Cost  Accounting  Standards 
(see  Chapter  8). 

c.  When  direct  material  cost  estimates 
are  evaluated,  the  auditor  should  review 
both  the  validity  of  the  estimated  prices 
and  the  quantitative  and  qualitative  ma¬ 
terial  requirements.  Appendix  D  and  9- 
306  provides  detailed  guidance  on  the 
technical  review  aspects  of  material  cost 
estimates  and  the  procedures  for  request¬ 
ing  assistance. 

9-402  Material  Estimating  Methods 

a.  The  method  of  estimating  direct 
material  cost  depends  on  the  type  of 
accounting  and  statistical  data  available 
to  the  contractor  and  the  bases  for  this 
data.  The  available  data  may  be  oased  on 
directly  applicable  experience  for  (I)  an 
entire  product,  as  in  the  case  of  follow-on 
procurement,  or  (2)  certain  parts  and 
components  comprising  a  product,  as  in 
the  case  of  an  estimate  for  an  item 
substantially  similar  to  or  related  to  an 
item  previously  produced.  The  data  may 
also  be  based  on  germral  prrxluction 
standards  or  on  previous  production  ex¬ 
perience.  Examples  include  factors  like 
direct  material  cost  per  pound  of  product 
and  ratios  of  direct  material  to  direct 
labor  for  similar  products. 

b.  The  four  basic  procedures  for  esti¬ 
mating  direct  material  are:  (1)  estimate 
quantity  requirements;  (2)  determine  raw 


material  requirements,  convert  measure¬ 
ments  as  necessary,  and  estimate  actual 
yields;  (3)  estimate  current  prices;  and  (4) 
adjust  estimated  prices  for  cost  trends 
and  quantities  and  project  total  cost. 
Note  that  prior  to  applying  these  proce¬ 
dures,  the  auditor  should  analyze  indi¬ 
vidual  material  estimates  from  a  qualita¬ 
tive  perspective  to  ensure  that  the  pro¬ 
posed  material  effectively  satisfies  the 
government’s  requirements. 

9-492.1  Sooice  of  Material  Cost 
Estimates 

Information  on  which  to  base  direct 
material  cost  estimates  usually  may  be 
obtained  from  one  or  a  combination  of 
the  sources  listed  below: 

a.  Cost  records,  appropriately  adjusted, 
for  the  last  comimed  contract. 

b.  Cost  records  for  the  last  lot  or  a 
selected  number  of  lots  for  the  last  com¬ 
pleted  contract. 

c.  Experienced  direct  material  costs, 
plotted  on  an  improvement  curve,  for  the 
same  or  similar  product  or  components. 

d.  Priced  bills  of  material. 

e.  Appropriately  adjusted,  priced  bills 
of  material  for  a  related  product. 

f.  Direct  material  costs  incurred  for  a 
pilot  run  of  a  prototype  model. 

L  A  prior  cost  estimate  adjusted  to 
reflect  current  needs. 

h.  A  budget  prepared  for  the  period 
during  which  the  same  or  similar  item 
was  produced. 

i.  tjmrience  factors  and  ratios  estab¬ 
lished  for  related  or  unrelated  products  of 
similar  size  and  complexity. 

i.  Operations  time  sheets. 

K.  Engineering  drawings. 

9^402.2  Exteirt  of  AadHor’s  EvahmtiM 

a.  Direct  material  cost  estimates  should 
be  evaluated  based  on  a  review  of  the 
validi^  of  the  estimated  prices  and  the 
quantitative  and  qualitative  material  re¬ 
quirements.  Factors  which  influence  the 
scope  of  review  include  (I)  the  materiali¬ 
ty  of  the  proposed  direct  material  costs, 
(2)  the  ad^uacy  of  the  contractor’s  mate¬ 
rial  related  cost  or  pricing  data  (see  S- 
1200),  (3)  the  adequacy  of  the  contrac¬ 
tor’s  estimating  procedures  for  determi- 
nig  material  requirements  (see  9-1 1(X)), 
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(4)  the  extent  to  which  actual  estimating 
and  material  requirements  practices  fol¬ 
low  established  procedures,  (S)  the  con¬ 
tribution  of  other  government  represen¬ 
tatives  in  evaluating  the  quantitative  and 
qualitative  requirements  for  a  speciflc 
proposal,  and  (6)  the  results  of  operations 
audits  of  material  related  functions.  The 
contractor’s  classifications  of  direct  ma¬ 
terials  in  cost  estimates  must  be  consis¬ 
tent  with  classiflcations  in  the  accounting 
system,  as  required  by  Cost  Accounting 
Standard  401.  Inconsistencies  should  be 
brou^t  to  the  contractor  and  the  con¬ 
tracting  officer’s  attention  so  that  appro¬ 
priate  action  can  be  taken. 

b.  Whenever  the  auditor  needs  the 
assistance  of  a  specialist  to  form  an 
opinion  on  the  measurement  of  costs, 
such  assistance  should  be  obtained.  The 
auditor  should  (1)  identify  the  specific 
type  of  assistance  needed,  (2)  communi¬ 
cate  with  the  technical  specialist,  and  (3) 
assess  the  impact  of  technical  specialist 
findings  in  formulating  the  audit  opinion 
(see  9-306  and  Appendix  D). 

9-403  Bill  of  Material 

a.  A  properly  prepared  bill  of  material 
(BON^  generally  will  provide  a  sound 
basis  tor  estimating  direct  material  costs. 
The  BOM  will  usually  contain  a  detailed 
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quired  for  raw  material  and  for  each 
component  and  part.  It  may  also  include 
allowances  for  expected  losses;  defects; 
spoilage  during  processing;  scrap  generat¬ 
ed;  common  supply  items  such  as  weld¬ 
ing  rods,  nuts,  bolts,  and  washers;  or 
other  additives  to  the  basic  material 
requirements.  When  it  contains  only  the 
basic  material  requirements,  loading  fac¬ 
tors  stated  as  a  percentage  of  material 
costs  may  be  arolied  to  provide  for 
expected  costs  of  material  losses  and 
common  supply  items.  The  auditor  needs 
to  ensure,  however,  that  the  estimated 
costs  sup^rting  these  loss  allowances  or 
loading  factors  are  not  also  included  in 
the  contractor’s  indirect  cost  estimates  in 
noncompliance  with  CAS  401  or  402  (see 
8-401  and  8-402). 

b.  At  some  contractor  locations  there 
may  be  both  an  engineering  and  manu¬ 
facturing  BOM.  The  enmneering  BOM 
will  list  all  parts  requited  to  produce  the 


end  products.  However,  engineering  may 
be  unable  to  estimate  certain  quantity 
requirements  such  as  length  of  wire.  In 
such  a  case,  manufacturing  will  develop 
detailed  material  requirements  in  the 
form  of  a  BOM  that  will  be  used  as  a 
manufacturing  aid.  The  auditor  can  use 
this  to  further  defme  the  material  re¬ 
quirements  of  the  engineering  BOM. 

c.  Bills  of  material  at  large  contractors 
are  usually  loaded  into  computer  data 
bases  which  provide  the  capability  to 
request  information  in  many  formats. 
Additional  information  such  as  descrip¬ 
tion,  where-used,  item  number,  and  dol¬ 
lar  value  may  also  be  available  in  the  data 
base. 

d.  A  BOM  can  usually  be  provided  for 
an  end  product  or  any  subassembly.  The 
most  common  sorts  are: 

(1)  Part  Number  Ascending  Order. 
This  bill  of  material  is  sorted  by  ascend¬ 
ing  part  number  showing  total  quantity 
required  for  each  part  of  an  end  item.  A 
detailed  report  may  give  further  informa¬ 
tion  including  where  the  part  is  used  (see 
D-408.3). 

(2)  Assembly/Subassembly  (Christmas 
Tree).  This  BOM  is  hierarchical  and  lists 
major  assemblies  followed  by  the  various 
levels  relatiiu  to  subassemblies.  It  is 
often  referred  to  as  a  “Christmas  Tree" 
because  of  its  pyramidal  or  Christmas 
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9-403.1  Evalmtiag  Quantity  Estinntes 

a.  When  the  estimate  relates  to  a  fol¬ 
low-on  procurement  and  prior  experience 
exists,  the  audit  review  should  include, 
but  not  be  limited  to,  the  following 
procedures: 

(1)  Obtain  the  engineering  BOM  that 
supports  the  contractor’s  proposal.  An 
enpneering  BOM  is  preferable  to  a  man¬ 
ufacturing  BOM  because  of  its  corre^n- 
dence  to  ennneering  drawings.  If  the 
auditor  intends  to  select  a  manual  sanwle 
of  parts,  an  ascending/descending  BOM 
with  prices  is  usually  necessary.  Higher 
assembly  information  must  be  part  of 
this  BOM,  or  available  in  a  surolemental 
document  to  ensure  that  the  lower  level 
parts  are  identified  and  verified  to  their 
appropriate  hi^er  assemblies.  For  a 
computer  basecTbill  of  material,  the  p^ 
numbers  may  be  in  ascending/descending 
order  or  assembly/subassembly  order. 


DCAA  Co0tract  Audit  Maaual 


938 

19-403.1a. 

The  preferred  method  for  sample  selec¬ 
tion  is  to  use  one  of  several  available 
I  software  tools  including  DATATRAK 
III. 

(2)  Determine  that  the  bill  of  material 
is  current  and  that,  based  upon  the 
applicable  specifications,  it  reflects  all 
anticipated  changes  in  the  unit  quantita¬ 
tive  requirements. 

(3)  Prepare  a  sampling  plan.  Select  for 
review  either  a  random  stratified  sample 
or  dollar  unit  sample  of  i»rts.  Guidance 
on  performing  a  sample  is  contained  in 
Appendix  B.  Although  the  sample  should 
be  desired  to  validate  bills  of  material 
quantities  to  enmneering  drawings,  the 
sample  should  also  be  used  to  validate 
pricing  to  the  extent  that  this  is  practical. 

(4)  Obtain  detailed  engineering  draw¬ 
ings  for  the  sampled  parts.  Separate  engi¬ 
neering  drawings  may  not  available 
for  purchased  parts,  but  may  be  available 
as  of  the  next  higher  assembly  draw¬ 
ing.  Also,  an  initial  may  be  incom¬ 
plete  and  contain  undefined  parts  which 
do  not  have  engineering  drawings.  A 
large  number  of  undefln^  parts  usually 
indicates  a  need  for  technical  specialist 
assistance. 

(5)  Coinpare  sample  part  quantities 
and  specifications  (dimensions,  toler¬ 
ances,  etc.)  on  engineering  drawin|s  to 
the  BOM  and  note  any  discrepancies. 

(6)  Identify  how  the  contractor  calcu¬ 
lated  part  quantities  and  the  number  of 
parts  to  be  produced  from  raw  material. 
Pay  special  attention  to  the  contractor’s 
use  or  “rounding”  when  calculating  raw 
material  factors.  Verify  the  accuracy  of 
the  contractor’s  calculations  by  wondng 
ihrot^  several  part  estimates  and  note 
any  discrepancies. 

b.  When  the  estimate  relates  to  a 
completely  new  product,  the  contractor 
may  have  only  rough  sk^hes  or  design 
prints  for  a  prototype.  The  types  and 
quantities  of  required  materials  may 
have  been  develop  primarily  based  on 
the  persorud  miperiences  and  jur^ments 
of  contractor  personnel.  Such  estimates 
should  be  given  close  scrutiny  because 
errors  t^t  duplicate  material  items  are 
often  found,  wimates  for  completely 
new  products  often  require  the  use  of 
technical  specialists  (see  9<402.2b). 
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9-403.2  Usiiv  Operations  Time  Sheets 

An  opmtion  time  sheet  (see  D-408.4) 
usually  includes  a  description  of  the 
discrete  manufacturing  operations  and 
associated  times  necessary  to  build  the 
part,  and  may  disclose  material  quantity, 
tools,  fixtures  and  labor  standards.  They 
are  a  main  source  of  labor  information  as 
discussed  in  9-504.4.  However,  they  may 
also  be  used  as  a  substitute  for  a  BOM  for 
cost  estimating  purposes.  Care  should  be 
taken  when  operations  time  sheets  are 
used  in  conjunction  with  bills  of  material 
to  ensure  that  costs  are  not  duplicated. 

9-403 J  Using  Engmeering  Drawings 

Material  requirements  are  normally 
determined  from  engineering  drawings. 
These  drawings  illustrate  and  provide 
essential  information  needed  to  design 
and  manufacture  a  product.  This  in¬ 
cludes:  (1)  physical  characteristics,  (2) 
dimensional  and  tolerance  data,  (3)  criti¬ 
cal  assembly  sequences,  (4)  performance 
ratings,  (S)  material  identification  de¬ 
tails,  (6)  inspection  tests,  (7)  evaluation 
criteria,  (8)  calibration  information,  and 
(9)  quality  control  data. 

9-404  Evaluating  Contractor’s 
Material  Pricing  Procedures 

9-404.1  Sources  for  Pridag 

Sources  for  pricing  components  in¬ 
clude  (1)  standard  costs,  (2)  previous 
purchase  order  prices  adjusted  for  quan¬ 
tity  differences,  (3)  current  vendor  quota¬ 
tions,  and  (4)  current  order  placement 
prices.  In  evaluating  the  contractor’s 
pricing  procedure,  consider  the  following: 

a.  The  sources  of  arriving  at  the  prices 
used  for  each  element  comprising  the 
total  direct  material  estimate  or  the 
priced  BOM. 

(1)  When  the  source  is  standard  costs, 
determine  niiiether  the  variance  factor 
applied  is  realistic  compared  to  past  and 
current  experience,  and  probable  future 
trends. 

(2)  When  prices  are  developed  ftom 
previous  purchases,  identify  the  source  of 
the  prices  (stock  record  cards  or  purchase 
orders)  and  ascertain  if  the  prices  used 
are  current  and  appropriate  for  the  esti¬ 
mated  quantity  required. 

(3)  when  prices  are  devdoped  from 
current  vendor  quotations,  determine  the 
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extent  of  bid  solicitations  and  the  reason¬ 
ableness  of  prices  submitted. 

(4)  Contractors  generally  maintain  in¬ 
ventories  of  parts  and  components  which 
are  incorporated  into  regularly  manufac¬ 
tured  products.  Inquiries  should  be  made 
to  ascertain  the  extent  that  available 
inventory  has  been  considered  in  decid¬ 
ing  the  source  of  propo^d  material. 
Wien  parts  included  in  the  inventory  are 
to  be  used  in  the  fabrication  or  produc¬ 
tion  of  items  included  in  a  proposal, 
verify  the  unit  costs  applicable  to  the 
inventory.  Procedures  for  verifying  in¬ 
ventory  costs  are  included  in  6-300. 

(5)  Regardless  of  the  source  used,  com¬ 
pare  the  prices  in  the  proposal  with  (i) 
those  quoted  by  competing  suppliers  for 
comparable  quantities,  (ii)  recent  quota¬ 
tions  for  the  same  or  similar  items,  (iii) 
costs  incurred  by  the  contractor  for  the 
same  or  similar  items  and  (iv)  the  cost  of 
any  available  inventory  not  specifically 
identified  to  other  contractual  require¬ 
ments. 

b.  The  type  of  subcontract  or  purchase 
order  to  be  awarded.  When  conditions 
warrant  the  use  of  a  cost-type  or  fixed- 
price  redeterminable  subcontract  or  pur¬ 
chase  order,  evaluate  the  price  which  the 
contractor  has  included  in  the  estimate. 
Assistance  of  the  auditor  at  the  subcon¬ 
tractor  location  may  be  needed  in  making 
this  evaluation  (see  9-104). 

c.  The  consistency  with  which  the 
material  pricing  sources  are  used.  When  a 
variety  of  material  pricing  sources  are 
used  in  costing  the  BOM,  consistency  in 
estimating  procedures  is  not  possible 
unless  there  are  guidelines  which  closely 
define  the  governing  factors.  This  be¬ 
comes  apparent  when  the  contractor  has 
a  recum^  substantia]  dollar  proppsal 
volume.  Closely  scrutinize  the  propriety 
and  reasonableness  of  material  price  esti¬ 
mates  when  there  are  inconsistencies  in 
estimating  procedures.  Be  alert  for  viola¬ 
tions  of  tne  applicable  Cost  Accounting 
Standards. 

9-404.2  raiect  of  Pwchaaing  Pracednres 
on  Prices  PaM 

Economical  buying  practices  generally 
result  in  obtainii^  the  lowest  prices  for 
maximum  quantities  consistent  with 
need,  requim  quality,  and  delivery 
schedules.  The  contractor’s  purchasii^ 
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practices  (see  S-1 302)  should  be  tested  for  I 
reasonableness  of  quantities,  quality,  and 
the  prices  of  direct  materials,  not  only  for 
parts  in  inventory,  but  al^  for  parts 
required  to  be  purchased  under  the  pro¬ 
posed  procurement.  When  current  ven¬ 
dor  quotations  are  used  to  support  the 
contractor’s  direct  material  cost  estimate, 
determine  the  extent  to  which  the  con¬ 
tractor  followed  economical  buying  prac¬ 
tices.  Vendor  quotations  should  be  exam¬ 
ined  to  determine  whether  they  were 
submitted  in  response  to  the  procure¬ 
ment  under  consideration,  and  whether 
prices  are  appropriate  in  li^t  of  required 
quantities  and  specifications.  When  ef- 
^tive  competition  does  not  exist,  as  in 
the  case  of  sole  source  vendors,  the 
contractor’s  source  for  estimating  materi¬ 
al  prices  should  be  given  close  analysis. 

9-404J  Using  Previous  Purchase  Order 
Prices 

The  contractor  may  use  prices  paid  for 
the  same  items  in  previous  purchases  to 
estimate  the  material  cost  of  follow-on 
procurements  when  current  vendor  bids 
have  not  been  obtained.  Determine  the 
extent  to  which  (1)  recent  purchase  or¬ 
ders  were  selected  to  obtain  applicable 
prices  and  adjusted,  where  necessary,  to 
reflect  price  trends,  (2)  purchase  order 
prices  selected  are  for  comparable  quanti¬ 
ties  required  for  the  follow-on  procure¬ 
ment,  (3)  quantity  discounts  were  given 
when  increased  quantities  are  to  be  pur¬ 
chased,  and  (4)  consideration  has  been 
given  to  eliminating  high  start-up  costs. 

9-404.4  Pricing  of  Compuny-Produced 
Components 

Under  certain  circumstances,  contrac¬ 
tors  may  propose  materials  and  supplies 
based  on  price  rather  than  cost  when  they 
are  sold  or  transferred  between  any  divi¬ 
sion,  subsidiary  or  affiliate  of  the  con¬ 
tractor  under  common  control.  In  these 
cases,  ascertain  whether  the  specific  cir¬ 
cumstances  meet  the  criteria  described  in 
6-313.  If  the  audit  review  discloses  items  I 
that  are  improperly  based  on  price  rather 
than  cost,  appropriate  adjustments 
should  be  made  to  eliminate  the  intra- 
company  profit  (plus  any  inapplicable 
indirect  costs). 
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9-404.5  Pynuniding  of  Costs  aad  Profits 
00  Materud  Parohises 

a.  Most  msyor  programs  require  the  use 
of  subcontractors,  not  only  to  obtain 
facilities  and  skills  which  may  not  be 
available  within  the  upper-tier  contrac¬ 
tor,  but  to  broaden  the  procurement  base 
and  to  meet  requirements  for  utilizii^ 
small  business.  However,  the  auditor 
should  be  alert  to  instances  where  a 
proposal  may  be  excessive  because  of 
unreasonable  pyramiding  of  costs  and 
profits.  This  may  occur  between  divi¬ 
sions,  plants,  or  subsidiaries  of  a  compa¬ 
ny  or  between  subcontractors  and  upper- 
tier  contractors.  The  contractor’s  pro¬ 
curement  program  should  be  reviews  to 
determine  whether  the  planned  subcon¬ 
tracting  pattern  is  reasonable.  The  audi¬ 
tor  should  not  limit  his  or  her  consider¬ 
ations  to  first-tier  subcontracts,  but 
should  coordinate  with  auditors  at  sub¬ 
contractor  locations  to  disclose  unreason¬ 
able  pyramiding  of  costs  or  profits  at  any 
of  the  levels  of  the  procurement  chain 
where  significant  costs  are  involved. 

b.  Situations  likely  to  result  in  exces¬ 
sive  or  unreasonable  pyramiding  of  costs 
include  the  following  (where  questionable 
practices  seem  to  exist,  consult  with 
government  technical  and  procurement 
personnel  as  appropriate): 

(1)  Intra-company  transactions 
through  which  items  are  chained  to  the 
contract  at  a  list  price  (see  9-404.4)  or  at 
a  cost  plus  unnecessary  or  unreasonable 
handling  charges. 

(2)  Imrchases  from  a  subcontractor 
who  acts  merely  as  an  intermediary/agent 
rather  than  as  a  manufacturer.  Items  may 
be  drop-shipped  direct  to  the  upper-tier 
contractor’s  plant  or  they  may  pass 
through  the  subcontract  plimt  for  minor 
additions,  changes,  or  testing  which 
could  be  done  more  economically  and  as 
well  at  a  lower  or  an  upper-tier  contrac¬ 
tor’s  plant. 

(3)  Purchases  by  an  upper-tier  contrac¬ 
tor  of  items  siiiich  are  identical  with  or 
similar  to  items  being  purchased  by  the 
government  and  which  could  more  eco¬ 
nomically  be  supplied  as  government-fur¬ 
nished  property. 

c.  When  proposed  material  costs  in¬ 
clude  loadings  added  by  the  prime  con¬ 
tractor  and  upper-tier  subcontractors, 
and  the  added  amounts  appear  to  be 


disproportionate  compared  to  their 
planned  woric  contribution,  the  audit 
report  should  comment  on  the  increased 
costs  and  profit  attributable  to  the  py¬ 
ramiding.  The  report  should  state  (1)  the 
estimated  savings  which  will  result  by 
eliminating  the  intermediary  and  short¬ 
ening  the  procurement  chain,  (2)  the 
considerations  underlying  the  treatment 
of  the  direct  procurement  as  government- 
furnished  items,  and  (3)  the  degree  to 
which  the  component  or  item  involved 
can  be  treated  independently  from  the 
system  for  which  it  is  to  be  procured. 

9-404.6  Subcontract  Decrenents 

a.  Vendor  quotations  and  contract 
prices  are  frequently  subject  to  change. 
These  changes  occur  when:  (1)  vendors 
agree  to  make  voluntary  price  adjust¬ 
ments  and  refunds  in  the  event  purchases 
exceed  a  predetermined  level,  (2)  vendors 
Mree  to  reduce  a  competitive  quote,  or 
(3)  profits  become  excessive.  It  signifi¬ 
cant  amounts  of  these  ch^es  are  attrib¬ 
utable  to  inefficient  prime  contractor 
purchasing  practices,  the  auditor  should 
recommend  corrective  measures  be  taken 
including:  (1)  improving  the  prime  or 
upper  tier  subcontractor’s  purchasing 
practices  and  (2)  recognizing  the  impact 
of  the  changes  in  cost  proposals.  The 
auditor  at  the  prime  or  upper  tier  subcon¬ 
tractor  level  should  also  advise  the  audi¬ 
tor  at  the  (lower)  subcontractor  level  to 
reai^raise  the  subcontractor’s  estimating 
procedures. 

b.  Information  concerning  patterns  of 
reductions  from  quotes  to  actual  prices 
paid  may  be  useful  in  evaluatii^  a  cost 
estimate.  Information  about  historical 
reductions  is  cost  or  pricing  data  and 
should  be  disclosed  to  the  government.  In 
addition,  DFARS  215.^1-70(dK2Kix) 
requires  contractors  to  use  historK^  ex¬ 
perience  when  appropriate.  Ccmtractois 
should,  therefore,  analyze  the  pattern  of 
historical  reductioi^  determine  its  ai^- 
cability  to  the  subject  procurement,  dis¬ 
close  the  analysis,  and  reduce  proposed 
cost,  if  an>rc^ate.  None  of  these  ste^ 
however,  relieves  the  contractor  of  its 
re^nsibility  for  performing  cost  or 
price  analyses  as  required  by  FAR. 

c.  If  thm  is  a  pattern  of  price  reduc¬ 
tions,  review  the  prime  contractor’s  or 
upper  tier  subcontractor’s  analyses  of 
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quotes  and  subcontract  prices.  Deter¬ 
mine  whether  the  contractor  considered 
the  pattern  in  estimating  material  and 
subcontract  costs.  Evaluate  the  method 
used  to  analyze  the  price  reductions.  The 
contractor  may  apply  a  decrement  to  cost 
estimates  ba^  on  patterns  that  are 
company-wide,  program-wide,  contract 
speciflc,  or  vendor  specific.  Ascertain 
what  cost  data  were  u^  to  develop  the 
decrement  factor  and  confirm  that  the 
factor  is  properly  and  consistently  ap¬ 
plied  to  vendor-quoted  base  costs.  For 
example,  if  the  decrement  factor  was 
develop^  using  both  competitive  and 
noncompetitive  quotes,  the  factor  should 
be  applied  to  botn  competitive  and  non¬ 
competitive  quotes  (Sm  10-308b).  The 
data  used  to  develop  the  decrement 
should  be  accurate,  current,  and  repre¬ 
sentative.  If  the  contractor  has  failed  to 
use  experience  adequately  in  estimating 
costs.  It  may  be  necessary  to  develop  a 
decrement  for  use  in  evaluating  material 
estimates. 

9-404.7  Using  Tirade  Information 

Re^arly  published  trade  information 
may  be  useful  when  evaluating  the  rea¬ 
sonableness  of  estimated  prices.  Informa¬ 
tion  on  industry-wide  cost  trends  may 
also  be  useful,  especially  when  contrac¬ 
tors’  estimates  for  follow-on  procurement 
include  increases  in  direct  material  prices 
based  primarily  on  un — supported  per¬ 
cent:^.  Information  published  in  finan¬ 
cial  and  industry  papers  usually  reflects 
prices  of  basic  commodities,  trends  and 
forecasts  of  wage  increases  by  industry, 
and  opinions  by  experts  on  economic 
trends.  Trade  publications  can  be  of 
assistance  in  evaluating  the  contractor’s 
material  price  estimates  for  aluminum 
and  steel,  espcvially  when  purchase  or¬ 
ders  are  “future '  commitments  based  on 
prices  for  the  delivery  date.  Follow-on 
orders  for  lam  quantities  may  result  in 
prices  lower  than  are  indicated  by  general 
market  conditions  discussed  in  trade 
publications  because  of  quantity  dis¬ 
counts  or  improved  vendor  efficiency. 

Uae  ofCoasoUdatod  Material 
Raqatacawats 

a.  DoD  Instruction  4243.12  (entitled, 
S^iares  Acquisition  Inteipated  with  Pro¬ 
duction  —  SAIP)  qjecifies  that  when 
required  in  accordance  with  the  Instruc¬ 


tion,  spare  part  orders  are  to  be  com¬ 
bined  with  prime  contract  orders  for 
production  components  to  achieve  lower 
Dill  of  material  component  unit  prices. 
Furthermore,  a  review  of  previous  direct 
material  purchases  (see  9-404.3)  may 
disclose  that  bill  of  material  components 
are  required  for  two  or  more  contractor 
rograms.  When  appropriate,  proposed 
ill  of  material  component  unit  prices 
should  be  based  on  the  total  production 
schedule  quantity  requirements  (i.e.,  for 
both  production  and  spares). 

h  When  SAIP  requirements  are  im¬ 
posed  by  the  contracting  officer,  the 
auditor  will  be  requested  to,  as  part  of 
his/her  overall  proposal  review,  ascertain 
if  the  contractor  or  subcontractor  has 
complied  with  the  SAIP  agreement.  An 
evaluation,  as  determined  by  the  auditor, 
will  be  conducted  to  ensure  that  prices 
for  spares  and  identical  items  used  in  the 
production  of  end  items  reflect  savings  as 
a  result  of  combined  ordering. 

9-405  Make  or  Buy  Decisions 

A  contractor  must  decide  whether  to 
make  or  buy  parts  and  components. 
Responsibility  for  this  decision  is  usually 
delated  to  key  personnel  from  the  pro¬ 
duction,  tooling,  engineering,  accounting, 
production  planning,  and  purchasing  de¬ 
partments.  Factors  considered  in  arriving 
at  a  make  or  buy  decision  include  (1) 
previous  experience,  (2)  future  require¬ 
ments,  (3)  relative  costs,  (4)  market  con¬ 
ditions,  (S)  delivery  schedules,  (6)  avail¬ 
able  capacity,  (7)  finances,  (8)  stafllnjL 
(9)  subcontractors’  capabilities,  and  (ICf) 
availability  of  materials.  Review  the 
guidance  in  14-600  as  part  of  the  evalu-  I 
ation  of  the  contractors  proposed  make 
or  buy  decisions. 

9-405.1  Geaeral  CousMeratious 
A  contractor’s  make  or  buy  decisions 
may  have  a  signiflcant  impact  on  direct 
material  cost  estimates.  In  determining 
the  scope  and  extent  of  the  proposal 
review,  evaluate  the  adequacy  of  the 
contractor’s  make  or  buy  pohcies  and 
procedures.  This  should  include  deter¬ 
mining  whether  (1)  the  factors  listed  in 
the  preceding  paragraph  have  been  con¬ 
sidered,  (2)  the  contractor  was  effective 
in  communicating  with  its  estimators  to 
ensure  that  the  estimate  property  reflects 
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the  make  or  buy  decisions,  (3)  past  make 
or  buy  decisions  reflected  m  prior  esti¬ 
mates  were  followed,  and  (4)  the  results 
of  operations  audits  of  the  various  manu¬ 
facturing  functions  involved  in  a  make 
decision  indicates  any  weaknesses. 

9-405.2  Special  Considerations  in  Make 
or  Buy 

Be  alert  to  spwial  factors  involved  in 
make  or  buy  decisions.  These  include  (1) 
intracompany  procurement,  (2)  changes 
in  make  or  buy,  (3)  simultaneous  actions 
involving  both  the  making  and  the  buy¬ 
ing  of  the  same  parts,  and  (4)  an  exten¬ 
sive  time  lapse  between  the  proposal 
submission  date  and  the  actual  contract 
date.  These  factors  are  discussed  below. 

a.  Purchases  by  a  contractor  from  one 
of  its  divisions,  afflliates,  or  subsidiaries 
may  be  classified  as  either  “make”  or 
“buy”  depending  on  circumstances. 
When  the  reimbursement  to  the  subsid¬ 
iary  is  on  a  cost  basis,  the  purchase  would 
be  considered  a  decision  to  make  the 
item.  When  the  reimbursement  is  based 
upon  a  comp^itive  price,  the  purchase 
would  be  considered  as  a  decision  to  buy 
the  item.  Evaluate  make  items  involving 
signiflcant  direct  material  estimates  of 
the  contractor  and  its  subsidiaries,  affili¬ 
ates,  and  divisions.  The  cost  estimates  for 
make  items  should  not  include  charges  by 
both  the  affiliate  and  the  contractor  in 
areas  such  as  engineeri^  field  service, 
and  product  warranty.  Evaluation  tech¬ 
niques  for  buy  items  are  similar  to  those 
used  for  competitive  outside  vendors. 
Special  attention,  however,  must  be  given 
to  determining  whether  contractor  prac¬ 
tices  permit  atfiliates  to  obtain  business 
by  meeting  the  lowest  bid  submitted  by 
outside  vendors.  This  practice  may  not 
result  in  fair  pricing  and  may  reduce  and 
tend  to  eliminate  competition  on  future 
procurements.  The  audit  report  should 
include  comments  on  anv  intracompany 
procurement  practices  which  do  not  re¬ 
sult  in  fair  prices. 

b.  It  is  not  unusual  for  a  contra '^or  to 
change  make  or  buy  decisions.  When  a 
contractor’s  plant  facilities  or  those  of  its 
affiliates  are  not  operating  at  full  capacity 
there  may  be  an  incentive  for  the  contrac¬ 
tor  to  change  from  a  decisior  to  buy  to  a 
decision  to  make.  A  chimpe  from  buy  to 
make  may  require  additional  engineer¬ 


ing,  tooling,  and  starting  load  costs;  addi¬ 
tional  labor  operations  with  related  indi¬ 
rect  costs;  and  the  elimination  of  the 
vendor  price  for  the  component.  Con¬ 
versely,  a  change  from  make  to  buy  will 
result  in  the  addition  of  a  vendor  price 
for  the  component  and  the  elimination  of 
direct  labor  and  related  overhead.  In 
evaluating  the  estimated  cost,  determine 
whether  the  contractor  has  properly  re¬ 
flected  the  offsetting  effect  of  changes  in 
past  make  and  buy  patterns  on  all  related 
cost  elements  in  the  proposal.  If  a  pro¬ 
posed  change  in  make  or  buy  policy 
results  in  a  significant  increase  in  cost  to 
the  government,  evaluate  the  contractor’s 
justification  for  making  the  change.  The 
auditor  may  ascertain  the  extent  to  which 
make  or  buy  policies  are  changed,  by 
comparing  ratios  of  direct  material  to 
direct  labor  on  current  and  prior  procure¬ 
ments  for  the  same  or  similar  products. 
Discussions  with  contractor  personnel 
responsible  for  make  or  buy  decisions 
should  provide  the  auditor  with  useful 
information.  This  information  should 
also  be  noted  for  followup  in  subsequent 
operations  audits  of  the  area. 

c.  When  a  review  discloses  that  a 
contractor  makes  and  also  buys  the  same 
part  or  component,  determine  the  rea¬ 
sons  for  this  practice  and  the  propriety  of 
,he  cost  basis  used  for  the  material  in¬ 
cluded  in  the  proposal. 

d.  An  extensive  period  may  elapse 
between  the  proposal  submission  date 
and  the  negotiation  date.  Whenever  feasi¬ 
ble,  determine  through  reexamination  of 
data  relating  to  make  or  buy  programs 
whether  signiflcant  changes  have  oc¬ 
curred  in  make  or  buy  decisions  during 
the  interim  period  and  whether  these 
changes  will  affect  estimated  costs. 

9-406  Evaluating  Mgior 
Subcontractor  Estimates 

When  the  decision  is  to  buy  instead  of 
make,  subcontract  costs  will  be  reflected 
in  the  direct  material  portion  of  the 
contractor’s  cost  estimate.  In  evaluating 
subcontract  estimates,  consider  the  con¬ 
tractor’s  procurement  procedures,  includ¬ 
ing  controls  exercised  over  subcontrac¬ 
tors’  costs  and  the  type  of  subcontract  or 
purchase  order  to  be  issued  by  the  prime 
contractor.  The  prime  contract  auditor 
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will  specifically  review  each  pricing  sub¬ 
mission  and  available  data  to  determine 
the  need  for  any  subcontrac¬ 
tor/intracompany  assist  audits  as  dis¬ 
cussed  in  9-104  and  9-105. 

9-406.1  Contractor’s  Procurement 
Procedures 

a.  Procedures  employed  by  a  contrac¬ 
tor  for  evaluating  subcontractor  esti¬ 
mates  may  include  using  engineering 
departments  to  prepare  independent  esti¬ 
mates  for  comparison  with  subccutrac- 
tors’  price  quotations  and  field  reviews  of 
subcontractors’  quotations  by  company 
audit  personnel  or  independent  public 
accountants.  The  auditor  must  determine 
if  the  contractor’s  procurement  proce¬ 
dures  are  adequate  when  planning  the 

,  extent  of  his/her  testing  and  evaluation 

I  (see  5-1302). 

b.  The  auditor  must  also  consider  the 
result  of  operations  audits  of  any  related 
areas  in  making  this  appraisal.  The  con¬ 
tractor  is  usually  concerned  with  obtain¬ 
ing  the  best  subcontract  prices  available 
so  that  its  propoKd  price  will  be  competi¬ 
tive.  However,  if  the  prime  contract  is 
noncompetitive,  give  special  attention  to 
determining  the  adequacy  of  the  contrac¬ 
tor’s  procurement  procedures. 

c.  The  contractor  is  required  to  include 
the  results  of  subcontract  reviews  and 
evaluations  with  its  own  cost  or  pricing 
data.  Because  of  time  constraints,  how¬ 
ever,  the  contractor  might  not  complete 
the  analyses  of  subcontracts  prior  to 
submitting  its  own  proposal.  In  that  case, 
ensure  that  reasonable  schedules  are 
planned  to  accomplish  them  and  evaluate 
other  actions  by  the  contractor  to  assess 
the  prices  that  its  vendors  have  proposed. 
In  an  appendix  to  the  audit  report,  list  all 
subcontracts  for  which  the  contractor  has 
not  completed  FAR-required  cost  analy¬ 
ses  (see  9-104.1  and  l()-307.7).  If  the 
contractor  neither  performs  cost  or  price 
analyses  nor  takes  alternative  measures, 
an  estimating  system  deficiency  exists. 

d.  When  a  contractor’s  basic  proce¬ 
dures  are  deficient,  actual  procedures  do 
not  conform  with  prescribed  procedures, 
or  when  current  data  is  not  sufficient  to 
provide  a  satisfactory  basis  for  evaluating 
the  reasonableness  of  the  subcontract 
estimate,  further  testing  of  major  subcon¬ 
tracts  may  be  necessary.  This  may  ^ 
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done  by  reviewing  the  available  data  at 
the  contractor’s  plant  or  by  arranging  for 
an  assist  audit  of  the  subcontractor’s 
submission  (see  9-104.2.) 

e.  When  there  is  history  on  similar 
subcontracted  components,  the  contrac¬ 
tor  should  analyze  its  experience,  deter¬ 
mine  the  applicability  of  its  experience  to 
the  subject  procurement,  disclose  the 
analysis,  and  reduce  its  proposal,  if  ap¬ 
propriate.  Failure  to  adequately  use  expe¬ 
rience  should  be  reported  as  an  estimat¬ 
ing  system  deficiency.  If  this  occurs, 
review  the  purchasing  department’s  files 
of  previously  negotiated  subcontract 
prices  or  the  results  of  prior  assist  audits 
and  use  previous  exceptions  or  negotia¬ 
tion  reductions  in  evaluating  proposed 
subcontracts.  The  fact  that  reductions  are 
not  definite  does  not  excuse  the  contrac¬ 
tor  from  preparing  an  analysis  or  submit¬ 
ting  such  information  as  cost  or  pricing 
data. 

9-406.2  Signiliauice  of  Type  of 
Subcontract  or  Purchase  Cmier 

The  type  of  subcontract  to  be  awarded 
should  conform  with  the  provisions  of 
FAR  Part  16  as  they  apply  to  prime 
contracts.  The  type  of  subcontract  should 
influence  the  direction  and  scope  of  the 
audit  work  to  be  performed.  For  exam¬ 
ple,  if  a  redeterminable  or  incentive  tyix 
subcontract  is  contemplated,  ascertain  if 
the  prime  contractor  has  included  antici¬ 
pated  subcontract  ceiling  prices  or  target 
prices  in  the  propo^d  direct  matenal 
cost.  Subcontract  ceiling  prices  do  not 
constitute  valid  estimates  due  to  the 
possibility  that  a  lower  price  may  ulti¬ 
mately  be  negotiated. 

9-407  Material  Cost  Items  Requiring 
Special  Consideration 

9-407.1  Goverament-Furnished  Materiri 
and  Reusable  Containers 

a.  Become  familiar  with  the  types  and 
amounts  of  material  which  will  be  gov¬ 
ernment-furnished  and  verify  that  the 
contractor  has  not  included  cost  esti¬ 
mates  for  such  material  in  the  proposal. 

b.  Review  the  estimated  costs  of  pack¬ 
aging  and  shipping  and  segrmte  the 
costs  included  for  containers.  V(^en  the 
costs  are  significant,  ascertain  if  reusable 
government-owned  containers  are  avail¬ 
able.  This  is  an  area  where  considerable 
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savings  can  accrue.  For  example,  the 
auditor,  in  cooperation  with  the  technical 
inspector,  might  determine  that  the  cost 
to  modify  available  government-owned 
containers  would  be  considerably  less 
than  the  estimated  cost  of  new  containers 
or  that  used  containers  of  the  type  needed 
will  be  available  at  the  scheduled  ship¬ 
ment  date. 

9-407.2  Reaidaal  Inventories 

When  pricing  a  follow-on  contract, 
consideration  would  be  given  to  the 
ownership  and  value  of  materials  which 
are  residual  from  a  preceding  govern¬ 
ment  contract  and  usable  on  the  pro¬ 
posed  contract. 

a.  Where  the  preceding  contract  is  a 
I  closed  cost-type  contract,  the  residual 

materials  normally  will  be  government- 
owned  and,  if  its  use  is  contemplated, 
should  be  included  in  the  proposal  at  no 
cost.  However,  the  contractor  should 
propose  residual  material  from  an  open 
cost-type  contract  at  actual  cost.  In  these 
cases,  me  contractor  should  have  internal 
controls  to  ensure  that  materials  are 
transferred  at  cost  if  the  new  contract  is 
awarded.  Internal  controls  should  be  de¬ 
signed  to  protect  the  government  from 
being  billed  more  than  once  for  the  same 
material. 

b.  Where  the  preceding  contract  was 
fixed-price  subject  to  price  adiustment, 
terms  of  the  settlement  should  be  re¬ 
viewed  to  determine  ownership.  If  gov¬ 
ernment-owned,  the  materials  should  be 
included  in  the  proposal  at  no  cost.  If 
contractor-owned,  it  should  be  included 
at  the  lower  of  actual  costs  or  current 
market  price. 

c.  Title  to  materials  residual  from  a 
firm  fixed-price  contract  normally  will 
rest  in  the  contractor  and  the  materials 
may  be  included  in  a  follow-on  contract, 
priced  at  the  lower  of  actual  cost  or 
current  market  price.  However,  if  there  is 
a  substantial  amount  of  such  inventory,  it 
may  be  appropriate  to  comment  on  the 
amount  of  this  inventory  when  reporting 
on  a  proposed  follow-on  contract. 

d.  The  “Title”  provision  of  the  Prog¬ 
ress  Payments  clause  provides  that  those 
contract  terms  referring  to  or  defining 
liability  for  government-furnished  prop¬ 
erty  shall  not  apply  to  property  to  which 
the  government  shul  have  acquired  title 


stricly  by  virtue  of  the  provisions  of  the 
progress  payment  clause.  Upon  contract 
com{4etion,  title  to  all  property  which 
has  not  b^n  either  delivered  to  and 
accepted  by  the  government  shall  vest  in 
the  contractor  under  this  clause.  Special 
provisions  of  the  contract  or  n^otiation 
settlement  may  provide  for  other  final 
disposition  of  any  residual  inventory. 

9-407 J  Scrap,  Spoilage,  and  Rework 

a.  The  estimated  cost  of  scrap  and 
spoilage  may  be  included  by  contractors 
in  proposals  as  a  diiect  cost,  as  a  percent¬ 
age  factor  applied  io  some  other  base 
cost,  or  as  a  part  of  indirect  cost.  Deter¬ 
mine  whether  the  contractor’s  accounting 
procedures  give  proper  recognition  to 
salvageable  material  generated  under 
government  contracts  and  whether  the 
method  of  estimating  scrap  and  spoil^e 
cost  is  consistent  with  the  accounting 
method  for  the  proposed  contract  and 
complies  with  the  applicable  Cost  Ac¬ 
counting  Standards.  Also,  consider  the 
economy  and  efficiency  of  the  contrac¬ 
tor’s  operations  in  the  area.  When  the 
experienced  scrap,  spoilage,  and  rework 
costs  on  previous  procurements  for  the 
same  or  related  products  are  available, 
utilize  this  data  in  evaluating  the  reason¬ 
ableness  of  the  current  estimate.  Graphic 
analysis  may  be  ven  useful  for  this 
purpose  (Appendix  E).  A  time  series 
chart  may  be  used  to  plot  the  movement 
of  these  costs  or  the  percentage  relation¬ 
ship  to  a  volume  base  (such  as  direct 
material  cost),  on  a  monthly  or  less 
frequent  interval.  A  scatter  chart  may 
likewise  be  groups  of  units  produced.  As 
a  general  rule,  scrap,  spoilage,  and  rewoik 
costs  are  higher  during  the  early  stages  of 
a  contract  and  reduce  progressivdy  as 
production  techniques  improve.  In  re¬ 
viewing  chart  data,  highli^t  those  plot 
points  which  indicate  abnormally  h^ 
scrap,  spoilage,  and  rework  costs.  The 
reasons  for  high  costs  should  be  analyz^ 
and  an  appraisal  made  of  the  probability 
of  their  recurrence.  Information  of  this 
type  can  usually  be  obtained  from  sc^ 
committee  reports  or  departmental  effi¬ 
ciency  reports. 

b.  Special  attention  should  also  be 
aiven  to  the  contractor  purdiasing  pi^ 
from  surplus  or  salvage  dealers,  espwial- 
ly  where  the  contractor  has  declared  parts 
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surplus  and  then  repurchases  similar 
parts  at  a  later  date.  This  may  indicate 
poor  procurement  practices  and/or  a  con¬ 
dition  reportable  under  4-700  or  4-800. 
(In  this  connection,  if  the  auditor  en¬ 
counters  a  situation  where  a  surplus  or 
salvage  dealer  proposes  to  furnish  parts 
on  government  contracts  using  surplus 
parts  that  they  acquired  through  normal 
government  channels,  report  this  situa- 
I  tion  to  Headquarters,  Attn;  OPD,  in 
accordance  with  4-803.) 

9-407.4  Process  Loss 

Process  loss  is  the  difference  between 
the  amount  of  material  required  at  the 
beginning  of  a  process  and  the  amount 
used  for  the  finished  part.  Scrap  loss  is 
defective  material  while  process  loss  is 
the  material  lost  during  the  manufactur- 
injg  process.  Process  loss  may  be  estimat- 
ed  using  an  overall  factor,  or  separate 
factors  Tor  major  subelements  (such  as 
trim  loss,  chip  loss,  and  excess  casting 
material).  Bill  of  material  quantities  for 
items  manufactured  from  raw  material 
(such  as  sheet  metal,  bar  stock  and  com¬ 
posite)  frequently  are  adjusted  to  include 
process  loss  factors.  As  with  scrap,  deter¬ 
mine  whether  (1)  the  contractor’s  ac¬ 
counting  procedures  give  proper  recogni¬ 
tion  to  process  loss  material  generated 
under  government  contracts,  and  if  the 
loss  is  potentially  significant;  and  (2)  the 
method  of  estimating  process  loss  is 
consistent  with  the  accounting  method 
for  the  proposed  contract  and  complies 
with  Cost  Accounting  Standards.  When 
historical  data  on  process  loss  is  avail¬ 
able,  utilize  this  data  in  evaluating  the 
current  estimate.  Graphic  analysis  as 
discussed  in  9-407.3  may  be  useful.  As  a 
general  rul^  process  loss  rates  should  not 
vary  significantly  from  previous  con¬ 
tracts  unless  a  new  process  or  different 
material  is  introduced. 

9-407.5  Obsolescence  and  Inventory 
Adjustments 

a.  Treatment  in  Estimates.  Obsoles¬ 
cence  and  inventory  adjustments  may  be 
included  in  cost  estimates  as  percentage 
factors  applied  to  a  cost  base  or  as  a  part 
of  indirect  cost.  In  reviewing  the  reason¬ 
ableness  of  the  contractor's  costs  for 
obsolescence  and  inventory  adjustments, 
consider  the  following: 


(1)  The  treatment  of  those  costs  for 
accounting  and  estimating  purposes  com- 

lies  with  applicable  Cost  Accounting 

tandards.  This  includes  determining 
whether  the  estimates  are  valid  for  the 
method  employed,  and  whether  the  treat¬ 
ment  given  the  costs  will  result  in  an 
over-recovery  by  the  contractor. 

(2)  The  percentage  factors  derived 
from  past  experience  as  a  basis  for  esti¬ 
mating  costs  of  obsolescence  and  inven¬ 
tory  adjustments.  Ascertain  the  period 
used  as  the  base  and  whether  the  contrac¬ 
tor  considered  (i)  the  exclusion  of  nonre¬ 
curring  and  abnormal  write-offs  and  (ii) 
transfers-back  of  obsolete  material  to 
productive  inventory. 

(3)  The  factors  which  may  have  caused 
obsolescence.  Ascertain,  distinguish,  and 
evaluate  the  reasons  for  obsolete  materi¬ 
al.  Obsolescence  may  result  from  engi¬ 
neering  changes,  or  from  material  pur¬ 
chases  in  unreasonable  quantities  be¬ 
cause  of  inadequate  purchasing  or  rec¬ 
ord-keeping  procedures. 

b.  Evaluation  Guidance.  Review  and 
determine  the  reasonableness  of  the  obso¬ 
lescence  factor  contained  in  the  cost 
proposal.  Faulty  procurement  practices, 
inadequate  records,  inefficient  store — 
keeping,  or  lack  of  standardization  may 
result  in  unreasonable  obsolescence  esti¬ 
mates.  When  the  charge  for  obsolescence 
appears  unreasonable,  recommend  elimi¬ 
nation  of  the  unreasonable  portion  from 
the  estimated  costs.  If  the  review  indi¬ 
cates  faulty  procurement  practices,  rec¬ 
ommend  corrective  action  to  improve  the 
contractor’s  procurement  practices  and 
procedures.  Ine  condition  should  be  not¬ 
ed  for  follow-up  in  a  subsequent  opera¬ 
tions  audit  of  the  procurement  function. 
When  obsolescence  is  due  to  engineering 
changes,  evaluate  the  loadiM  factors 
based  on  current  conditions.  I^r  exam¬ 
ple,  when  firm  specifications  have  not 
been  developed  and  the  item  to  be  made 
is  in  the  development  stage,  the  contrac¬ 
tor’s  cost  estimate  may  contain  a  relative¬ 
ly  high  obsolescence  factor,  on  the  other 
hand,  the  contractor’s  proposal  should 
not  include  an  obsolescence  factor  if  the 
contemplated  procurement  is  for  an  end 
item  for  which  specifications  are  firm 
and  no  further  change  is  contemplated. 
When  circumstances justify  the  inclusion 
of  a  loading  factor  for  obsolescence  be- 
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cause  of  engineering  changes,  detennine 
that  over-recovery  will  not  result  because 
of  inconsistencies  in  procedures  followed 
in  estimating  and  accounting.  For  exam¬ 
ple,  over-recove^  may  occur  if  the  con¬ 
tractor  includes  in  his  estimate  a  loading 
factor  for  obsolescence  due  to  engineer¬ 
ing  changes  and  also  includes  the  cost  of 
the  obsolete  materials  in  his  claim  or 
propo^  for  an  engineering  change  when 
materials  are  made  obsolete  by  the 
change  (see  D-408.6e). 

9-408  Using  Material  Cost  Trend 
Data 

9-408.1  Material  Cost  Scatter  Chart 
A  graphic  analysis  and  study  of  the 
trend  or  direct  material  costs  per  unit 
experienced  in  the  manufacture  of  the 
same  or  a  comparable  product  will  assist 
in  evaluating  the  costs  included  in  esti¬ 
mates.  Data  plotted  on  time  series  charts 
may  have  only  limited  value  when  devel¬ 
oping  and  studying  trends  of  direct  mate¬ 
rial  costs,  because  there  is  generally  little 
or  no  direct  relationship  between  materi¬ 
al  cost  and  the  time  element.  However, 
plotting  the  relationship  on  a  scatter 
chart  may  reveal  definite  trends/pattems 
which  can  be  helpful  in  evaluating  direct 
material  cost  for  additional  units  to  be 
manufactured.  When  historical  data  in¬ 
clude  the  direct  material  cost  of  the  pilot 
run  of  a  prototype,  this  cost  should  not  be 
accepted  as  representative  of  the  proba¬ 
ble  cost  of  succeeding  production  runs. 
Pilot  runs  may  take  place  on  the  regular 
production  line  or  in  a  model  shop  and 
may  be  aimed  at  simulating  actual  facto¬ 
ry  conditions;  however,  various  produc¬ 
tion  methods  are  often  tested  which 
contribute  to  abnormally  high  direct  ma¬ 
terial  costs  per  unit.  High  costs  of  pilot 
runs  are  generally  the  result  of  excessive 
scrap  and  spoilage,  changes  in  material 


specirications  to  better  adapt  the  product 
to  large  scale  production,  and  initial 
purclmes  of  sm^  quantities  (see  E-lOO). 

9-408.2  Material  Cost  laprovement 
Curve 

Using  an  improvement  curve  is  gener¬ 
ally  associated  with  evaluating  direct 
lator  hour  estimates,  but  may  also  be 
used  in  evaluating  the  estimated  prices  of 
direct  material  parts  and  components. 
Factors  which  may  contribute  to  im¬ 
provement  in  the  direct  material  cost  per 
unit  include  (1)  job  familiarization, 
which  reduces  the  amount  of  scrap  and 
rework  loss,  (2)  lower  prices  as  purchase 
volume  increases,  and  (3)  introduction  of 
new  sources  and  new  aspects  of  material 
quality  after  the  initial  stages  of  test  and 
expenmentation.  (Consider  the  use  of 
improvement  curves  for  plotting  ven¬ 
dors’  prices  for  parts  and  components 
which  are  repetitively  purchased.  The 
plotting  of  guantities  (unit  or  cumulative) 
versus  billing  prices  may  develop  pat¬ 
terns  which  can  be  useful  in  arriving  at 
reasonable  prices  to  be  paid  for  follow-on 
purchases.  In  evaluating  the  direct  mate¬ 
rial  cost  portion  of  a  prime  contractor’s 
proposal,  the  auditor  may  also  plot  prior 
related  total  material  cost  experience  on 
log-log  paper  to  ascertain  if  a  measurable 
rate  of  improvement  in  the  material  cost 
per  unit  has  occurred.  Ascertain  if  the 
contractor’s  material  cost  estimate  falls 
within  a  reasonable  range  of  the  cost 
indicated  based  on  a  possible  or  probable 
continuation  of  the  experienced  improve¬ 
ment  rate.  When  the  contractor’s  total 
direct  material  cost  forecast  or  forecasts 
of  costs  of  selected  components  are  sig¬ 
nificantly  hi^er  than  what  the  probable 
costs  would  be  (based  on  a  continuation 
of  the  related  experienced  material  cost 
patterns),  ascertain  the  reasons  for  the 
excess  (see  Appendix  F). 
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9-500  Sectron  5  —  Evalaatiiig  Direct  Labrnr  Cost  Estimates 


9-501  Introduction 

a.  This  section  states  procedures  to  be 
followed  in  evaluating  direct  labor  cost 
estimates.  Factors  which  influence  the 
scope  of  audit  include  (1)  the  materiality 
of  the  labor  cost,  (2)  the  adequacy  of  the 
labor  related  cost  or  pricing  data  (see  9- 
200),  (3)  the  adequacy  of  the  contractor’s 
estimating  procraures  for  determining 

I  labor  requirements  (see  S-1200),  (4)  the 
degree  of  the  contractor’s  compliance 
with  its  estimating  procedures,  (5)  partic¬ 
ipation  by  other  government  representa¬ 
tives  in  evaluating  labor  costs,  (6)  results 
of  prior  operations  audits,  (7)  reviews  of 
Disclosure  Statements,  (8)  compliance 
with  applicable  cost  accounting  stan¬ 
dards,  particularly  with  regard  to  consis¬ 
tency  between  estimating  and  accumulat¬ 
ing  costs  (CAS  401),  and  (9)  use  of 
standard  time  methods. 

b.  If  the  risk  factors  described  in  9- 
30 la  indicate  problems  or  uncertainties 
about  the  way  labor  costs  were  proposed, 
it  may  be  necessary  to  obtain  assistance 
in  reviewiiw  technical  aspects  of  the 
proposal.  If  so,  refer  to  Appendix  D 
which  provides  detailed  guidance  on  the 
technic^  review  aspects  of  labor  cost 
estimates  and  the  procedures  for  request¬ 
ing  assistance.  Key  elemeitts  of  this  guid¬ 
ance  have  been  summarized  and  incorpo¬ 
rated  below. 

9-502  Metiiods  of  Estimating  Labor 
Costs 

9-502.1  Basis  for  the  Estimate 

a.  Direct  labor  cost  estimates  can  usu¬ 
ally  be  grouped  according  to  one  of  two 
methods  usimI  in  developing  the  cost 
estimates.  There  are  those  estimates  de¬ 
veloped  primarily  from  historical  direct 
labor  costs  (see  9-303)  and  those  devel¬ 
oped  primarily  from  the  application  of 
technical  data  (see  9-304).  The  method 
used  in  arriving  at  an  estimate  will  de¬ 
pend  on  the  nature  of  the  procurement 
and  the  extent  of  the  contractor’s  experi¬ 
ence  with  the  labor  requirements  of  the 
proposed  contract.  When  the  contractor 
IS  proposing  on  a  follow-on  contract,  the 


labor  estimate  should  be  based  on  prior 
labor  experience,  adjusted  for  expected 
changes  for  future  work.  When  the  con¬ 
tractor  is  proposing  on  a  research  and 
development  contract  or  a  production 
contract  for  which  the  contractor  has  no 
prior  cost  experience,  the  auditor  should 
expect  the  labor  estimate  to  be  based  on 
technical  data. 

b.  Althou^  there  is  little  uniformity  in 
the  way  contractors  cat^orize  labor  for 
the  purpose  of  estimating  costs,  direct 
labor  can  generally  be  grouped  into  three 
major  categories  (1)  manufacturing,  (2) 
engineering,  and  (3)  support.  For  estimat¬ 
ing  labor  requirements  and  costs  within 
these  categories  there  are  many  tech¬ 
niques  which  may  be  used.  Selection  of 
the  most  appnmriate  estimating  tech¬ 
nique  and  use  of  high  quality  estimating 
data  are  necessary  to  produce  reasonable 
and  accurate  labor  estimates.  Seven  of 
the  most  common  techniques  listed  in 
order  of  increasing  estimating  accuracy 
are  (1)  judgement  and  conference,  (2) 
comparison,  (3)  unit  method,  (4)  factor 
method,  (3)  probability  approaches,  (6) 
cost  and  time  estimating  relationships, 
and  (7)  standard  time  method  (see  D- 
407.2). 

c.  Labor  cost  estimates  based  on  histor¬ 
ical  data  are  generally  developed  through 
one  of  the  following  methods;  (1)  com¬ 
parison,  (2)  unit  method,  (3)  factor,  and 
(4)  cost  and  time  estimating  relation¬ 
ships.  Labor  cost  estimates  based  on 
technical  data  generally  use  (1)  the  judge¬ 
ment  and  conference  method,  (2)  proba- 
biliw  approaches  and  (3)  stands^  time 
methods. 

d.  The  most  common  ty^  of  data  used 
in  preparing  tabor  cost  estimates  are:  (1) 
actuals  for  the  same  or  similar  item  or 
activity,  (2)  labor  standards  with  adjusted 
historical  efficiency  factors;  (3)  standard 
cost  with  forecast  adjustment  factors;  and 
(4)  tentative,  judgmental,  or  rough  esti¬ 
mated  hours. 

9-S02.1  ChssillcatioB  tX  Labor 

Although  classification  of  labor  costs  as 
a  direct  or  indirect  charge  may  be  the 
same  for  cost  estimating  and  cost  ac- 
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counting  purposes,  the  classification  of 
labor  cost  for  estimating  purposes  usually 
is  determined  by  the  basis  used  to  devel¬ 
op  the  overall  estimate.  When  labor  cost 
estimates  are  extrapolated  from  the  re¬ 
corded  labor  costs,  the  labor  classifica¬ 
tion  in  the  estimate  will  follow  quite 
closely  that  used  in  recording  labor  costs. 
When  labor  cost  estimates  are  developed 
from  technical  data,  all  labor  attributable 
to  furthering  the  prime  requirement  un¬ 
der  the  prospective  contract  may  be  con¬ 
sidered  direct  labor,  while  labor  engaged 
in  support  of  the  contract  activities  may 
be  considered  indirect  labor.  Either  basis 
of  labor  classification  may  be  present  in 
any  specific  case.  The  auditor  must  eval¬ 
uate  and  report  on  the  direct  labor  cost 
estimates  within  the  classification  frame¬ 
work  used  by  the  contractor  but  should 
be  alert  for  possible  over  or  under  recov¬ 
ery  of  costs  because  of  deviations  from 
applicable  cost  accounting  standards,  in¬ 
consistencies  in  the  classification  and 
treatment  of  labor  costs,  and  in  the 
development  of  labor  rates  applicable  to 
individual  cost  estimates.  Inconsistencies 
are  likely  to  occur  in  the  treatment  of 
nonrecurring,  contingent,  or  special  labor 
cost  items.  I^viations,  when  combined 
with  weaknesses  in  the  internal  cost  esti¬ 
mating  controls,  can  result  in  duplication 
of  lalrar  costs  within  the  estimate  by 
inclusion  in  both  the  direct  and  indirect 
labor  cathodes. 

9-503  Labor  Cost  Estimates  Based 
on  Historical  Cost 

When  historical  cost  data  are  available, 
the  estimated  direct  labor  cost  will  proba¬ 
bly  be  a  projection  of  that  data.  Such  a 
direct  labor  cost  projection  should  not  be 
accepted  merely  on  the  assumption  that 
the  cost  pattern  or  trend  will  continue 
unchanged  during  the  period  of  the  pro¬ 
posed  contract.  It  is  necessary  to  consider 
other  related  factors,  some  of  which  are 
discussed  below. 

9-503.1  Conent  Nature  of  the  Labor 
Cost  Data 

a.  Factors  which  affect  the  productivity 
of  labor  normally  will  not  be  tiie  same 
today  as  they  were  last  week  or  last 
month.  It  is  not  sufficient  to  use  labor 


costs  accumulated  in  the  past,  adjusted 
only  for  changes  in  the  labor  rate,  or  to 
use  the  labor  cost  for  the  last  job  lots 
produced;  the  last  job  lots  may  well 
include  labor  cost  incurred  over  an  exten¬ 
ded  period  of  time.  The  cost  data  used  in 
the  estimate  should  be  based  on  current 
experience,  adjusted  for  anticipated  re¬ 
ductions,  modernization  of  manufactur¬ 
ing  processes  and  practices  (14-800),  or 
other  variations,  and  develop^  in  accor¬ 
dance  with  the  applicable  cost  accounting 
standards. 

b.  The  objective  in  evaluating  the  base 
used  by  the  contractor  for  the  projection 
of  a  direct  labor  cost  is  to  arrive  at  an 
amount  which  would  represent  today’s 
cost  for  performing  each  direct  labor 
task.  In  the  case  of  standard  costs,  this 
occurs  when  the  current  normal  variance, 
rather  than  the  average  variance  over  an 
extended  period,  is  used  as  the  base. 
Plant  and  personnel  records  should  be 
reviewed  for  changes  in  labor  efficiency 
or  pay  rates  which  would  not  be  reflected 
in  current  cost  data.  A  relatively  simple 
check  would  be  to  compare  the  most 
recent  cost  for  individutd  labor  opera¬ 
tions  with  that  used  by  the  contractor  in 
developing  its  estimate. 

9-503.2  GaMaace  for  Evalaatiim 
Estimates  Based  oa  Historical  Data 

The  first  step  in  evaluating  labor  esti¬ 
mates  is  to  determine  and  assess  the  basis 
which  the  contractor  used  to  estimate 
costs.  The  contractor’s  proposal  should 
identify  the  sources  of  data,  the  estimat¬ 
ing  methods,  and  underlying  rationale 
used.  The  contractor  should  analyze  and 
use  historical  experience  where  appropri¬ 
ate.  If  the  labor  estimating  technique 
applied  makes  use  of  historical  data,  the 
following  steps  should  generally  be  per¬ 
formed; 

a.  Identify  the  historical  data  used  to 
devdop  the  labor  cost  estimate. 

b.  Ascertain  the  rdiability  and  accura¬ 
cy  of  the  data.  Audits  of  timekeeping  and 
labor  charging  practices  previously  per¬ 
formed  by  the  office  may  provide  the 
needed  level  of  understanding  and  cmifi- 
dence. 

c.  Evaluate  the  content  of  the  data  to 
assure  that  it  is  representative  and  con¬ 
tains  all  costs  that  are  purported  to  be 
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there.  Compare  supporting  data  to  other 
sources  of  historic^  information  such  as 
operational  stidHng.  Inconsistencies  may 
indicate  exclusions  of  pertinent  historiciu 
data.  Determine  whether  valid  reasons 
exist  for  excluding  data. 

d.  Test  for  consistency  of  data  over  a 
given  period.  Look  for  accounting  system 
changes,  reclassification  of  costs  from 
direct  to  indirect  and  vice  versa,  and 
consider  the  results  of  previous  cost  ac- 
countinjg  standard  (CAS)  reviews.  If  the 
data  is  inconsistent  (either  historically  or 
prospectively),  the  auditor  should  request 
the  contractor  to  make  appropriate  ad¬ 
justments. 

e.  Assure  that  nonrecurring  costs  are 
removed  from  historical  data.  Pay  special 
attention  to  manufacturing  setup  costs 
which  are  lot  quantity  sensitive.  Other 
nonrecurring  costs  may  be  in  the  histori¬ 
cal  period,  but  are  not  expected  to  occur 
in  the  forecast  period.  Tbese  costs  should 
not  be  used  to  estimate  future  costs. 

f.  Assure  that  other  non-representative 
data  are  excluded.  For  example,  some 
historical  inefliciencies  may  not  be  ex¬ 
pected  to  recur.  Likewise,  some  historical 
events  are  unique  and  should  not  be  used 
as  a  basis  for  predicting  future  costs. 

Make  sure  the  data  is  current.  Data 
which  is  too  old  may  not  reflect  expected 
conditions  (e.g.,  facilities,  equipment, 
management,  organization,  moderniza¬ 
tion  of  manufacturing  practices  and  pro¬ 
cesses,  and  staffing).  Several  years  of 
historical  data  may  be  useful  in  identi¬ 
fying  important  trends. 

h.  Assure  that  historical  data  is  ob¬ 
tained  from  the  same  facility  where  the 
proposed  end-item  or  product  will  be 
manufactured.  If  the  data  was  obtained 
from  a  different  facility,  determine  its 
acceptability  for  estimating  purposes. 

i.  Examine  the  relationship  between  lot 
costs  and  equivalent  units  produced.  If 
the  relationuip  is  not  consistent,  it  may 
indicate  either  chan^  in  production 
(e.g.,  engineering  design  changes,  make 
vs.  buy  changes)  or  inaccurate  measure¬ 
ment  of  equivalent  units  in  beginning 
and  ending  inventories. 

i.  Draw  a  conclusion  regarding  the 
suitability  of  historical  data  for  making 
estimates. 


9-5033  Labor  Coat  Tmds 

When  evaluating  the  direct  labor  cost 
estimate,  ascertain  whether  the  contrac¬ 
tor,  in  arriving  at  the  labor  cost  projec¬ 
tion,  considered  seasonal,  "learning,” 
and  other  factors  that  cause  trend  fluctu¬ 
ations  and  analyze  the  historical  labor 
data  covering  a  sufficient  period  of  time 
and  in  sufficient  detail  (by  departments, 
production  centers,  or  processes)  to  dis¬ 
close  seasonal  trends.  One  of  the  more 
common  reasons  for  fluctuations  in  labor 
costs  is  the  periodic  overloadiim  and 
underloading  of  plant  facilities.  Whether 
fluctuations  in  historical  labor  costs 
^ould  be  reflected  in  the  projection  and, 
if  so,  whether  they  should  be  averaged  or 
treated  individually,  can  be  determined 
only  by  analysis  and  review  of  the  con¬ 
tractor's  direct  labor  and  associated  expe¬ 
rience  and  proposed  i^ans  which  might 
affect  labor  costs.  It  should  not  be  as¬ 
sumed  that  past  trends  will  continue, 
rather,  the  auditor  should  judge  whether 
the  conditions  that  producra  the  current 
trend  are  likely  to  continue  and,  if  so, 
how  such  conditions  will  affect  future 
costs.  The  use  of  any  reasonable  correla¬ 
tion  of  facts  will  assist  in  determining  the 
presence  of  a  labor  cost  trend  and  evalu¬ 
ate  its  causes,  as  a  condition  for  project- 
i^  that  trend.  Correlation  analysis  and 
similar  techniques  (see  Appendix  E  and 
Appendix  F),  when  applied  to  cost  cen¬ 
ters  or  production  areas,  usually  will 
disclose  significant  trends  in  labor  costs 
or  in  the  relationships  between  labor 
costs  and  changes  in  labor  efficiency. 

9-5034  Noniccnrriiig  Labor  Costs 

Nonrecurring  costs  usually  are  not  dis¬ 
closed  by  a  routine  audit  of  labor  co^. 
Nonrecurring  costs;  e.g.,  the  temporary 
production  of  a  part  normally  purchased, 
are  frequently  obscured  because  th(7  are 
usually  treated  and  chaig^  as  direct 
labor  costs  without  further  identification 
or  s^regation.  Review  of  labor  costs  for 
selected  tasks,  jobs,  or  cost  centers  not 
associated  wiA  a  normal  job  or  process 
and  a  review  of  job  lot  records  for 
unusual  jobs  may  reveal  nonrecurring 
costs.  When  the  current  estimate 
vides  for  noiuecurring  cost^  the  auditor 
should  weigh  the  probability  that  the 
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costs  will  materialize.  If  it  is  considered 
likely  that  the  cost  will  be  incurred,  the 
auditor  should  evaluate  the  reasonable¬ 
ness  and  allocability  of  the  costs.  If  it 
appears  unlikely  that  the  costs  will  be 
incurred,  they  should  be  questioned. 

9-503,5  Eagineeriag  Change  Costs 

Cost  reductions  resulting  from  prior 
engineering  changes  and  included  in  re¬ 
corded  costs  should  be  evaluated  in  esti¬ 
mating  costs  of  follow-on  {>rocurement. 
The  auditor  Aould  determine  that  the 
cost  of  expected  engineering  changes 
which  will  be  priced  as  contract  changes 
are  not  provided  for  in  the  current  pro¬ 
pose.  A  review  of  the  language  in  the 
invitation  for  proposal  and  related  corre¬ 
spondence  may  indicate  that  the  produc¬ 
tion  requirements  are  less  than  definitive, 
and  that  modificatirms  will  be  necessary 
in  the  future. 

9-503,6  Sctap  Tisw  Cost 

a.  The  auditor  should  ascertain  the 
types  of  labor  which  the  contractor  nor¬ 
mally  classifies  as  setup  time  costs  and 
review  the  method  of  accounting  for  such 
costs  before  evaluating  the  estimates  of 
direct  labor  for  setup  time.  Setup  time 
costs  are  the  costs  required  for  changing 
over  a  machine  or  method  of  production 
from  one  job  to  another,  and  include  the 
time  for  tearing  down  the  previous  setup 
and  preparing  the  machine  or  process  for 
the  new  operation.  Setup  may  also  in¬ 
clude  the  time  for  the  production  and 
inspection  of  the  first  acc^table  piece  or 
test  group  of  pieces.  The  time  required  to 
clean  up  the  worii  area  during  or  at  the 
end  of  a  production  period  is  not  includ¬ 
ed  as  setup  time,  except  when  it  is 
necessary  to  make  regular  readjustments 
of  a  setup  during  the  production  cycle. 
The  readjustment  time  may  be  charged 
either  as  production  or  setup  time,  de¬ 
pending  on  the  contractor’s  accounting 
policy  and  the  extent  of  the  readjus^ent. 
when  the  setup  for  a  process  is 
recorded  as  the  first  operation  on  an 
pperatkm  sheet,  the  time  and  cost  may  be 
similarly  charged.  The  powibility  of  over¬ 
lapping  and  dtmlication  in  the  estimates 
Of  setup,  teardown,  handling,  cleanup, 
and  other  setup  cost  elements  which  may 


or  may  not  be  charged  as  direct  labor 
should  be  considered  in  each  review. 

b.  Adequate  segregation  of  setup  costs 
by  categories  such  as  departments,  jobs, 
product  lines,  components,  and  opera¬ 
tions  will  enable  the  auditor  to  make 
comparisons  between  the  estimated  setup 
time  and  costs  for  new  procurement^ 
and  the  actual  time  and  costs  for  previ¬ 
ously  produced  products  of  the  same  or 
similar  type;  and  between  a  specific  esti¬ 
mate  and  the  actual  setup  time  costs. 
Results  of  the  comparisons  should  assist 
in  evaluating  the  overall  acceptability  of 
the  contractor’s  direct  labor  estimates  for 
setup  time  and  costs.  The  auditor  should 
have  a  general  knowledge  of  the  caliber  of 
labor  required  to  perform  the  setup  work 
in  order  to  appraise  setup  costs.  There  is 
little  comparison;  for  example,  between 
the  setup  requirements  for  a  tape  con¬ 
trolled  milling  machine  and  those  for  a 
simple  drill  press.  Knowl^e  of  such 
factors  will  enable  the  auditor  to  more 
accurately  appraise  the  efficiency  and 
cost  effectiveness  of  the  estimated  setup 
time.  This  is  particulaily  important  when 
the  contractor  uses  a  single  setup  cost 
rate  as  a  rule-of-thumb  m^od  for  com¬ 
puting  setup  time. 

c.  In  reviewii^  the  estimate  for  setup 
cost,  the  auditor  should  determine 
whether  an  approximate  optimum  num¬ 
ber  of  items  is  scheduled  for  each  produc¬ 
tion  run  and  whether  the  estimatiid  num¬ 
ber  of  setups  is  reasonable.  He  or  she 
should  also  consider  factors  affecting  the 
size  and  frequency  of  production  runs. 
These  include  the  length  of  time  over 
which  delivery  is  to  be  made,  the  number 
of  production  lines,  the  number  of  pro¬ 
duction  shifts,  production  scheduung, 
machine  utilization,  production  capaci^, 
tooling  requirements  and  the  tools  avail¬ 
able,  and  competing  demands  for  the  use 
of  production  facilities. 

d.  The  contractor’s  procedures  for 
planning  setups  in  determining  the  effi¬ 
ciency  and  reasonableness  of  setup  time 
costs  should  be  reviewed.  Estimates  for 
setup  costs  should  take  into  account  the 
disruption  in  production  or  time  lost  for 
the  use  of  facilities  for  other  purposes 
during  prior  setup  operations.  Compari¬ 
son  of  predetermined  efficiency  setup 
targets  with  actual  costs  for  each  setup 
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provides  a  means  for  measuring  setup 
efficiency  and  cost  effectiveness. 

9-S03.7  Awlkability  of  the  Labor  Cost 

Data 

Cost  data  used  should  be  directly  appli¬ 
cable  to  the  proposed  contract.  When  the 
estimate  is  for  the  continued  production 
of  a  product  currently  or  recently  pro¬ 
duced,  the  applicability  of  the  cost  data 
can  be  determined  by  examination  of 
operation  sheets  and  production  sched¬ 
ules  and  plans.  The  auditor  should  exam¬ 
ine,  on  a  selective  basis  and  in  coopera¬ 
tion  with  government  technicians,  blue¬ 
prints,  product  spMiHcations,  and  con¬ 
templated  production  methods  for  the 
new  product.  When  appropriate,  contrac¬ 
tor  ^rsonnel  should  be  interviewed  to 
ascertain  probable  significant  changes  in 
e^neering  production  methods  and  the 
meet  those  changes  might  have  on  cur¬ 
rent  cost  data,  when  a  review  indicates 
that  significant  technological  changes 
have  occurred  since  the  cost  data  was 
accumulated,  adjustment  of  experienced 
costs  is  necessary  before  projecting  the 
experience  cost  pattern.  Adjustment  of 
the  direct  labor  cost  experience  is  espe¬ 
cially  important  when  the  estimate  ap- 
- _ ^  • _ _ 1 _ 


consider  all  quantities  being  built,  and  (9) 
inappropriate  use  of  learning  curves  or 
other  techniques. 

9-504  Labor  Hoars  Based  on 
Technical  Data 

9-504.1  Coordination  with  Tecbnical 
Representatives 

a.  Under  appropriate  circumstances, 
the  auditor  may  make  an  adequate  ap¬ 
praisal  of  a  direct  labor  cost  estimate 
through  the  use  of  labor  cost  data.  How¬ 
ever,  because  of  the  relationship  of  cost 
data  with  technical  data,  the  appraisal 
should  not  be  confined  to  labor  cost  data 
alone,  but  should  include  an  evaluation 
of  the  technical  aspects  of  a  proposal  by 
examination  of  production  data,  plans 
and  related  engineering  data.  When  re¬ 
sorting  to  the  use  of  technical  data,  the 
auditor  should  coordinate  bis  or  her 
efforts  with  technical  personnel. 

b.  Whenever  the  auditor  needs  the 
assistance  of  a  specialist  to  form  an 
opinion  on  an  element  of  the  measure¬ 
ment  of  costs  which  is  not  an  accounting 
or  related  financial  subject,  such  assis¬ 
tance  should  be  obtained.  The  auditor 


as  been  materially  modified  from  that 
produced  in  the  past.  The  auditor  should 
be  alert  to  features  of  the  contemplated 
production  that  might  indicate  a  signifi¬ 
cant  deviation  from  the  normal  Tabor 
pattern  and  its  effect  on  the  cost  data. 

9-503.8  VarfauMcs  in  Labor  Cost 
Estiaales 

Variances  between  estimated  and  actu- 


should  (1)  identify  what  type  of  technical 
specialist  is  needed,  (2)  decide  upon  the 
b<»t  source  for  the  technical  specialist 
assistance,  (3)  achieve  good  communica¬ 
tions  with  the  technii^  specialists,  (4) 
assess  the  impact  of  technical  specialist 
findings  upon  the  audit  opinion,  and  (5) 
report  on  the  uses  of  technical  specialists 
or  the  impact  of  their  nonavailability. 
(See  9-306  and  Appendix  D.) 


al  cost  are  generally  a  consequence  of 
either  human  error  or  changed  circum¬ 
stances.  They  can  result  from  (1)  careless 
accumulation  of  supporting  data,  (2)  in¬ 
correct  design  information,  (3)  unexpetn- 
ed  delays  causing  premiums  to  be  paid 
for  overtime,  (4}  unexpected  processing 
problems  requiring  deviation  from  the 
manufacturing  plan,  (S)  failure  to  rewoik 
preliminary  estimates  to  produce  an  ac¬ 
curate  flniriied  estimate,  (6)  reliance 
upon  estimators  who  are  not  familiar 
with  job  processes,  (7)  makinjg  a  “guessti¬ 
mate^’  and  then  “padding”  it  to  protect 
against  unanticipated  costs,  (8)  failure  to 


9-504.2  Gsddaace  for  Evaloatiiv 
Estfmates  Baaed  on  Technical  Data 

Specific  areas  in  which  the  auditor  may 
make  inquiry,  either  in  anticipation  of 
coordinating  with  the  technical  represen¬ 
tative  or  conducting  the  review  indepen¬ 
dently,  include  a  review  of  (1)  the  labor 
hour  estimate,  (2)  operation  time  and 
shop  methods,  (3)  toleration  time  stan¬ 
dards,  (4)  the  contractor’s  labor  produc¬ 
tivity,  and  (5)  applicability  of  Military 
Standard  1S67A.  Further  guidance  on 
each  of  these  five  areas  is  provided  in 
subsections  9-504.3  to  9-504.7. 
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9-504 J  Labor  Hoar  Estimates 

Conditions  influencing  the  contractor’s 
use  of  technical  data  to  estimate  labor 
hours  include:  (1)  the  elimination  of 
supplementary  assembly  lines  originally 
established  to  accomm<^te  temporarily 
accelerated  production  schedules  or  other 
emergency  measures;  (2)  the  introduction 
of  more  efficient  and  cost-effective  mate¬ 
rial  issuing  and  handling  procedures  to 
eliminate  or  prevent  bottlenecks  and  re¬ 
duce  work  stoppage;  (3)  improved  tech¬ 
niques  in  the  training  of  employees;  (4) 
more  efficient  transfers  of  employees 
between  assembly  lines,  work  areas,  de¬ 
partments,  shifts,  and  jobs;  (S)  moderni¬ 
zation  of  manufacturing  processes;  (6) 
the  introduction  of  new  manufacturing 
machines;  and  (7)  the  introduction  of 
special  tooling.  To  determine  whether 
labor  hour  estimates  reflect  recently  im¬ 
proved  conditions,  the  auditor  should 
compare  current  labor  operation  sheets 
with  those  in  prior  periods  and  with 
those  reflecting  advance  production 
schedules. 

9-504.4  Review  of  Operation  Time 
Sheets  and  Shop  Methods 

When  the  contractor  is  unable  to  sup¬ 
port  its  estimate  with  experience  data, 
the  auditor  should  seek  other  justifica¬ 
tion  from  the  contractor,  such  as  techni¬ 
cal  determinations,  to  assist  in  appraising 
the  reasonableness  of  the  data  and  bases 
underlying  the  cost  estimate.  A  review  of 
operation  time  sheets  or  similar  docu¬ 
ments  which  reflect  the  estimated  time 
required  to  perform  each  production  op¬ 
eration  generally  will  in  the  a^egate 
provide  a  basis  for  evaluating  tte  esti¬ 
mated  direct  labor  hours  included  in  a 
contractor’s  cost  estimate.  Appraisal  of 
the  data  contained  in  the  operation 
sheets,  requires  familiarity  with  the  con¬ 
tractor’s  products,  plant  organization  and 
processes,  manufacturing  operations, 
tooling,  machines,  and  the  manufactur¬ 
ing  complexities  of  the  product.  Opera¬ 
tion  time  sheets  should  reflect  current 
shop  methods,  production  pluming  data 
ana  the  most  current  time  studies.  The 
auditor  should  determine  that  the  opera¬ 
tion  time  sheets  do  not  include  as  direct 
labor,  operation  which  will  be  recorded 


as  indirect  labor  and  whether  provisions 
for  contingencies  have  been  included  in 
the  estimate,  especially  in  costing  a  new 
product.  These  and  similu  inclusions,  if 
not  justified,  will  result  in  an  overstate¬ 
ment  of  the  estimated  direct  labor  hours 
and  violate  CAS  401  and  402.  Docu¬ 
ments  supporting  operation  time  sheets 
and  production  control  records  should  be 
examined  and  discussed  with  govern¬ 
ment  technical  personnel. 

9-504.5  Operation  Time  Standards 

a.  Operation  time  standuds  (i.e.,  the 
predetermined  estimates  of  the  time  re¬ 
quired  to  perform  each  operation)  are 
usually  reflected  in  operation  sheets. 
These  standuds  may  or  may  not  repre¬ 
sent  the  same  time  factors  u^  to  devel¬ 
op  the  accounting  standud  direct  labor 
costs  or  the  actual  labor  costs  as  recorded 
in  the  contractor’s  cost  accounting  rec¬ 
ords.  To  perform  a  more  meamu^ul 
evaluation,  the  auditor  should  determine 
the  relationship  between  operation  time 
standards  and  direct  labor  standards  es¬ 
tablished  for  accounting  purposes. 

b.  The  basis  for  establishing  operation 
time  standuds  may  vary  depending  upon 
company  policy.  Contractors  may  base 
standards  on  the  number  of  units  which 
can  reasonably  be  produced  by  an  em¬ 
ployee  under  normal  or  average  operat¬ 
ing  conditions;  or  may  establish  ideal 
operation  time  standuds  (i.e.,  standuds 
based  on  neuly  ideal  conditions-as  a 
means  of  encoui^ng  maximum  produc¬ 
tivity).  The  auditor  should  review  the 
contractor’s  time  study  methods  and  oth¬ 
er  bases  used  to  establish  time  standuds 
for  each  operation  and  should  also  review 
factors  other  than  operation  time,  such  as 
provisions  for  rework,  setup,  and  other 
nonoperational  time  which  may  have 
been  included  in  the  standards.  Informa¬ 
tion  of  this  type  can  be  of  value  in 
appraising  the  reasonableness  of  cost 
data,  such  as  the  efficiency  faaors  used 
to  modify  the  operation  time  standuds 
in  arriving  at  the  estimated  number  of 
direct  labor  hours  for  a  specific  propo^. 

c.  To  illustrate:  a  contractor  employing 
operation  time  standards  based  on  attain¬ 
able  conditions,  may  compile  monthly 
efficiency  reports  which  indicated  a  90 
percent  departmental  efficiency  factor. 
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This  productivity  experience  may  be  con¬ 
sidered  reasonaole  and  in  keeping  with 
management  expectations.  On  the  other 
hand,  where  ideal  operation  time  stan¬ 
dards  are  established,  a  60  percent  de¬ 
partmental  efHciency  factor  may  be  rea¬ 
sonable. 

d.  The  auditor  will  Hnd  that  operation 
sheets  may  or  may  not  reflect  a  lower  cost 
per  unit  tor  successive  production  lots. 
The  auditor  should  determine  whether  a 
^wnward  trend  is  present  or  is  likely  to 
develop  and,  if  so,  whether  it  has  b^n 
reflected  in  the  cost  estimate.  Time  series 
diagrams  and  correlation  studies  of  de¬ 
partmental  efficiency  rates  which  dis¬ 
close  short  or  long  range  trends  will  assist 
in  the  evaluation  of  the  labor  estimates. 
When  labor  cost  standards-as  used  in  the 
contractor’s  cost  accounting  system-are 
based  upon  data  reflected  in  operation 
sheets,  a  time  series  analysis  of  monthly 
product  labor  efficiency  variances  wiu 
assist  in  determining  the  existence  of  a 
trend. 

9-504.6  Labor  Productivity 

a.  Within  limits,  the  productivity  of 
direct  labor,  as  measured  by  the  quantity 
of  product  produced  by  a  specified  vol¬ 
ume  of  labor,  normally  increases  as  pro¬ 
duction  continues.  The  improvement 
may  be  due  to  the  adoption  of  improved 
methods  and  tools  or  the  increase  effi¬ 
ciency  of  the  individual  worker.  The 
amount  of  improvement  per  unit  of  prod¬ 
uct  generally  is  high  during  the  early  part 
of  the  production  cycle  and  decreases  as 
production  is  stabilized,  proce^es  are 
refined  and  additional  experience  is 
gained.  After  production  has  stabilized, 
the  rate  of  improvement  may  not  be 
measurable  except  over  a  substantial  pe¬ 
riod  of  time.  When  semiautomatic  or 
automatic  machines  are  used,  production 
may  become  completely  stabilized  and 
the  rate  of  improvement  will  approxi¬ 
mate  zero  until  a  change  is  made  in  the 
product  or  in  the  production  method.  As 
production  tapers  off  near  the  close  of  a 
period  of  stabilized  production,  labor 
productivity  tends  to  decline  toward  a 
negative  improvement  rate.  Reduction  in 
production  effort  may  be  due  to  the 
wearing  out  of  jim  and  tools,  the  transfer 
of  the  more  riolira  workers  to  new  jobs. 
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or  a  slackening  of  effort  by  the  remaining 
workers. 

b.  The  auditor’s  primary  interest  in 
labor  productivity  is  in  measuring  cur¬ 
rent  productivity  and  past  trends,  and 
determining  the  causes  of  past  trends  so 
that  the  likelihood  of  continuance  during 
the  contemplated  production  period  may 
be  assessed.  Causes  and  effects  can  be 
separately  measured,  provided  the 
change  is  sufficiently  pronounced  and 
not  obscured  by  other  factors.  A  change 
in  tools  or  the  introduction  of  a  highly 
improved  production  process  mi^t  be 
related  to  a  specific  reduction  in  the 
required  labor  hours;  or  a  change  in 
design  might  be  related  to  an  increase  in 
labor  hours.  Factors  which  affect  produc¬ 
tivity  operate  interdependently,  and  it  is 
difficult  to  evaluate  separately  the  effect 
of  any  one  factor.  However,  an  overall 
measurement  of  productivity  may  be 
made  by  correlating  labor  hour  require¬ 
ments  with  related  successive  quantities 
of  output.  One  method  of  measuring  the 
overall  change  in  productivity  is  by  the 
use  of  the  improvement  or  learning 
curve.  This  technique  and  its  application 
to  direct  labor  hour  estimates  are  dis¬ 
cussed  in  Appendix  F. 

9-504.7  MiUtwy  Standard  1567A  and 
Work  Measurement 

a.  MILSTD  1S67A  establishes  a  con¬ 
tractual  requirement  for  an  integrated 
and  disciplined  work  measurement  sys¬ 
tem  on  manufacturing  operations.  When 
applied  with  a  positive  management 
commitment,  experience  shows  that 
MILSTD  1S67A  has  achieved  improved 
productivity  and  cost  control.  It  applies 
to  prime  production  contracts  exc^ing 
$20  million  annually  or  $100  million 
cumulatively.  When  the  standard  applies 
to  a  prime  contract,  subcontracts  exceed¬ 
ing  $5  million  annually  or  $20  million 
cumulatively  are  also  covered.  Ship  con¬ 
struction,  research  and  development,  and 
service-type  contracts  are  exempt. 

b.  MILSTD  1567A  requires  contrac¬ 
tors  to  implement  a  proper  work  mea¬ 
surement  system.  Contractors  are  re¬ 
quired  to  meet  predetermined  minimum 
work  measurement  system  requirements 
of  accuracy,  coverage,  consistency,  docu¬ 
mentation,  and  audit.  Any  weaknesses 
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inherent  in  the  work  measurement  sys¬ 
tem  which  impact  the  accuracy  of  lator 
estimates  must  be  fully  documented  and 
provided  to  the  government. 

c.  The  auditor  will  be  able  to  utilize  the 
required  documentation  of  MILSTD 
1567A  to  review  proposed  labor  costs 
and  operations  audits.  MILSTD  1S67A 
earned  hour  standards  must  reflect  the 
labor  r^uired  to  build  the  current  prod¬ 
uct  design  with  the  existing  production 
methods,  assiuning  no  production  diffi¬ 
culties.  Detailed  variance  analysis  from 
MILSTD  1S67A  will  identify  causes  of 
existing  inefficiencies  and  corrective  ac¬ 
tion  plans  to  overcome  them.  The  auditor 
should  incorporate  these  analyses  into  an 
evaluation  of  the  proposed  labor  costs  or 
recommendation  for  operational  im¬ 
provement  (see  EM07.4). 

9-505  Evaliiation  of  Estimated  Direct 
Labor  Rates 

a.  Direct  labor  rates  used  to  estimate 
direct  labor  costs  may  be  at  expected 
individual  or  expected  average  rates.  The 
latter  rates  may  be  either  separately  esti¬ 
mated  for  each  prt^sal  or  pre-estab¬ 
lished  for  pricing  many  proposals  submit¬ 
ted  over  a  given  period  of  time.  There  is 
wide  variation  in  the  methods  and  extent 
to  which  contractors  combine  the  various 
direct  labor  grades  and  functions  and 
associated  pay  rates  for  the  purpose  of 
cost  estimating.  Variations  anse  because 
of  differences  in  the  type,  size,  and  im¬ 
portance  of  labor  operations;  in  the  type 
and  arrangement  of  production  facilities; 
in  the  manner  and  extent  of  departmen¬ 
talization;  and  in  the  type  and  dollar 
values  of  government  and  commercial 
contracts  and  products. 

b.  In  the  evaluation  of  direct  labor 
rates,  both  individual  rates  and  average 
rates,  consideration  should  be  given  to 
hours  worked  in  excess  of  8  hours  per  day 
or  40  hours  per  week  by  salaried  employ¬ 
ees,  particularly  in  the  evaluation  of  fixed 
price  proposals.  Estimated  labor  rates 
may  be  based  on  the  number  of  hours 
available  during  a  year  using  an  8  hour 
day  and  a  40  hour  week.  However,  re¬ 
views  of  actual  labor  hours  incurred  may 
have  determined  that  salaried  employees 
generally  worit  in  excess  of  8  hours  per 


day  and  40  hours  per  week.  The  estimat¬ 
ed  direct  labor  rates  used  should  there¬ 
fore  reflect  the  total  hours  the  employee 
is  expected  to  work  during  the  year.  See 
6-410. 

c.  A  new  solicitation  provision  and 
contract  clause,  DEARS  252.237-7019, 
Identification  of  Uncompensated  Over¬ 
time,  was  issued  in  December  1991.  This 
provision  applies  only  when  service  con¬ 
tracts  are  being  propt^d.  It  deffnes  “un¬ 
compensated  overtime”  as  “hours 
worked  in  excess  of  an  average  of  40 
hours  per  week  by  direct  charge  employ¬ 
ees  who  are  exempt  from  the  Fair  I^bor 
Standards  Act  (ELSA),  without  addition¬ 
al  compensation.”  S^ice  contracts  are 
usually  awarded  on  the  basis  of  the  tasks 
to  be  performed  rather  than  the  number 
of  hours  to  be  provided.  However,  if  a 
service  contract  is  awarded  on  the  basis 
of  the  number  of  hours  to  be  provided 
and  the  contractor  proposes  “uncompen¬ 
sated  overtime”  hours,  then  this  solicita¬ 
tion  provision  requires  the  contractor  to 
identify  in  its  proposal  the  “uncompen¬ 
sated  overtime”  hours  and  rates,  ^is 
includes  “uncompensated  overtime” 
hours  that  are  in  indirect  pools  for  per¬ 
sonnel  whose  regular  hours  are  normally 
charged  directly.  This  DEARS  provision 
also  requires  that: 

(1)  the  contractor’s  accounting  practice 
for  estimating  “uncompensated  over¬ 
time”  be  consistent  with  the  accountingp- 
ractice  for  accumulating  and  reporting 
these  hours,  and 

(2) the  contractor  include  a  copy  of  its 
policy  on  “uncompensated  overtime” 
with  its  proposal. 

d.  Auditors  should  notify  contracting 
officers  of  any  apparent  noncompliance 
with  the  DEARS  requirements,  specifi¬ 
cally,  if  the  contractor  proposes  uncom¬ 
pensated  overtime  hours  but  fails  to 
identify  the  number  of  such  hours  and 
corresjwnding  hourly  rates.  Auditors 
should  also  notify  contracting  officers  if 
the  contractor  fails  to  submit  a  copy  of  its 
policy  addressing  uncompensated  over¬ 
time  with  its  proposal. 

9-505.1  IndivMnl  Employee  Labor  Rates 

a.  Individual  rates  may  be  used  when 
the  persons  who  will  perform  the  work 
under  the  proposed  contract  are  known. 
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A  determining  factor  in  the  award  of  a 
contract  may  be  the  “know>how”  of 
specific  individuals,  and  their  agreement 
to  perform  the  work  under  the  contract. 
In  other  cases,  individual  rates  may  be 
used  when  the  procurement  under  review 
requires  a  calitwr  of  employees  whose  pay 
rates  are  not  representative  of  the  averse 
rates  paid  within  their  labor  classifica¬ 
tions. 

b.  While  the  use  of  individual  rates  in 
cost  estimating  will  produce  precise  re¬ 
sults,  average  rates  within  labor  classifi¬ 
cations  are  generally  developed  and  em¬ 
ployed  for  practical  purposes.  Either  ap¬ 
proach  may  result  in  reasonable  esti¬ 
mates  provided  a  consistent  practice  is 
follow^  and  deviations  will  not  affect 
proper  recovery  of  anticipated  costs. 

9-505.2  Avenge  Labor  Rates 

a.  The  development  of  average  labor 
rates  by  contractors  may  include  a  single 
plant-wide  ave^e  or  a  separate  average 
rate  for  a  function,  grade,  class  of  labor, 
cost  center,  department,  or  production 
process. 

b.  The  use  of  averse  rates  is  generally 
warranted  because  within  each  unit  of  an 
operating  plant  there  is  usually  a  labor 
norm  and  cost  pattern  for  each  produc¬ 
tion  situation  and  associated  group  of 
workers.  Average  rates,  properly  comput¬ 
ed  and  applied,  will  express  the  labor 
norm  and  equalize  the  effect  of  the 
indeterminable  factors  usually  associated 
with  other  m'^thods.  The  use  of  averse 
rates  is  preferable,  for  example,  when  the 
contractor  is  unable  to  project  with  any 
degree  of  reliance  the  (1)  identity  of  those 
who  will  perform  each  operation  and 
correspondingly  the  individual  rates  of 
pay;  (2)  exact  production  processes  to  be 
used,  particularly  when  the  contractor 
has  no  applicable  experience;  and  (3) 
precise  labor  r^uirements. 

c.  The  inclusion  of  inapplicable  types 
or  quantities  of  labor  in  the  computation 
of  an  average  rate  is  not  in  itself  reason 
for  not  accepting  the  rate.  The  auditor 
should  determine  whether  the  inclusion 
significantly  distorts  the  avenqte  from  the 
probable  norm  for  the  contemplated  pro¬ 
duction. 

d.  It  would  be  improper  for  a  single 
average  to  combine  equal  quantities  of 


high-  and  low-cost  labor  if  they  were  not 
to  be  used  equally  in  production,  or  to 
compute  an  average  group  of  pay  rates 
without  weighting;  that  is,  without  regvd 
to  the  number  of  employees  receiving 
each  wage.  The  use  of  wei^ted  averages 
is  necessary  to  give  proper  effect  to  all 
factors. 

e.  There  are  a  number  of  methods  for 
computing  weighted  averages.  A  general¬ 
ly  accepted  method  is  to  obtain  weighted 
averages  from  the  total  projected  payroll 
for  each  production  unit  for  the  contract 
performance  period  adjusted  for  any  ab¬ 
normal  labor  cost  conditions. 

f.  In  summary,  factors  which  the  audi¬ 
tor  should  consider  in  evaluating  pro¬ 
posed  average  labor  rates  include  (1)  the 
reasonableness  and  acceptability  of  the 
labor  classification;  (2)  the  probability 
that  relatively  the  same  grades  of  labor 
will  be  used  in  performing  the  contract  as 
were  used  in  developing  the  estimate,  and 
the  probable  effect  of  any  material  devia¬ 
tions;  (3)  the  accuracy  and  propriety  of 
the  method  used  in  computing  the  aver¬ 
ages;  (4)  the  impact  on  the  average  rates 
of  projected  increases  or  decreases  in  the 
gener^  level  of  labor  costs;  and  (5)  the 
significance  of  any  deviation  from  pa^ 
practices  in  developing  the  rates,  in  their 
application,  or  in  the  normal  and  pro- 
po%d  methods  of  distributing  costs  when 
incurred. 

9-5053  Pre-esteblished  Labor  Rates 

a.  Value  of  Pre-established  Labor 
Rates.  Contractors  may  estimate  labor 
rates  for  use  in  computing  the  estimated 
direct  labor  cost  portion  of  all  propo^s 
to  be  submitted  during  a  specified  period 
of  time.  The  contractor  may  estimate  the 
production  labor  hours  for  a  contract  and 
compute  a  cost  estimate  by  applying  an 
average  labor  rate  for  each  manufactur¬ 
ing  department,  production  function,  or 
type  of  labor.  This  procedure  is  inexpen¬ 
sive  and  is  aworkable  procedure  because 
it  (1)  recognizes  a  continuing  uniformity 
in  the  manufacturing  process  within  a 
plant,  which  has  considerable  validity, 
especially  when  separate  rates  are  us^ 
for  each  production  function  and  (2) 
promotes  consistency  in  estimating  meth¬ 
ods  and  compliance  with  applicable  cost 
accounting  standards.  (See  9-12(X)  for 
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general  guidance  on  forward  pricing  rate 
agreements.) 

b.  Limitations  on  Pre-established  La¬ 
bor  Rates.  Labor  rates  are  not  applicable 
to  all  businesses  or  to  all  labor  conditions 
or  manufacturing  processes  within  a  busi¬ 
ness.  The  customary  use  of  labor  rates  by 
a  contractor  in  developing  direct  labor 
cost  estimates  does  not  maike  their  wpli- 
cability  automatic.  There  are  definite 
limitations  on  the  use  of  such  rates.  Their 
use  is  based  on  the  assumption  that  the 
manufacturing  process  is  relatively  stable 
and  prior  labor  usage  patterns  are  not 
expected  to  change  significantly  in  the 
future.  The  use  of  labor  rates  must  be 
examined  in  each  case  to  determine 
whether  the  contemplated  production 
methods  and  requirements  parallel  the 
conditions  as  to  labor  usage  presupposed 
in  the  development  of  the  rates,  or 
whether  conditions  are  present  which 
indicate  that  the  rates  should  be  modified 
or  rejected.  This  appraisal  must  be  made 
even  though  the  rates  have  been  ap¬ 
proved  on  an  overall  basis  by  govern¬ 
ment  procurement  activities.  The  audit 
report  should  contain  appropriate  com¬ 
ments  whenever  the  review  of  labor  rates 
discloses  that  the  rates  are  unreasonable 
or  not  properly  applicable  to  the  work  to 
be  performed. 

9-505.4  Rate  Impact  of  Contractor’s 
Labor  Usage 

The  auditor  usually  can  expect,  in  the 
absence  of  indications  to  the  contrary, 
that  production  labor  norms  will  be  ap¬ 
plicable  insofar  as  factors  such  as  the  pay 
differentials  for  unskilled  labor,  longevi¬ 
ty,  efficiency,  piece  woik  premium,  and 
shift  premium  are  concerned.  The  same 
assumptions  cannot  be  made  for  factors 
such  as  the  pay  differentials  for  skilled 
workers,  specialists,  technicians,  engi¬ 
neers,  and  others.  Usage  patterns  vary 
and  variations  are  often  due  to  the  nature 
of  the  production  involved.  The  auditor 
therefore  must  consider  both  current  us¬ 
age  and  future  labor  plans.  The  proposed 
and  probable  labor  patterns  for  produc¬ 
tion  under  the  contract  must  be  consid¬ 
ered.  The  auditor  must  also  think  about 
the  consistency  of  those  patterns  with 
other  plans  for  the  prmpective  produc¬ 
tion  period;  theavailability  of  the  various 
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classes  of  labor,  and  the  normal  methods 
of  using,  assigning,  recording,  and  charg¬ 
ing  the  labor  costs  to  commercial  and 
government  products  and  contracts.  Sig¬ 
nificant  deviations  from  the  normal  pat¬ 
tern  should  be  supported  by  adequate 
justification  for  the  auditor’s  consider¬ 
ation  in  evaluating  the  estimates. 

9-505.5  Use  of  Permanent  Audit  Files 

The  effect  of  pay  differentials  and 
usage  factors  may  be  evident  from  a 
review  of  the  proposal,  the  supporting 
I»pers,  and  production  plans.  The  opera¬ 
tion  and  effect  of  other  factors  may 
require  an  examination  of  past  proposals 
and  experience  on  corresponding  con¬ 
tracts;  sales  forecasts;  long-  and  short- 
range  budget  plans;  facility  usage  plans; 
and  labor,  hiring,  assigning,  and  training 
programs.  A  current  record  of  findings 
should  be  kept  to  reduce  the  amount  of 
review  work  and  to  facilitate  the  coordi¬ 
nation  and  integration  of  the  auditor’s 
examination  of  each  proposal  with  the 
contractor’s  over-all  operations  and 
plans.  This  is  particularly  helpful  when 
the  auditor  reviews  a  number  of  propos¬ 
als  submitted  by  one  contractor  or  per¬ 
forms  a  number  of  audits  of  one  contrac¬ 
tor’s  records  over  a  period  of  time.  For 
example:  examination  of  the  permanent 
flies  may  indicate  that  a  current  proposal 
contemplates  a  higher  than  normal  labor- 
hour  cost  based  on  the  intention  to  use 
only  top  grades  of  engineers  for  a  part  of 
the  proposed  production.  The  permanent 
file  records  for  other  contracts  and  pric¬ 
ing  proposals  for  the  same  period  may 
show  that  costs  were  based  on  average 
rates  which  also  included  the  wages  of  the 
same  top  grades  of  engineers  for  the  same 
periods  of  time.  Identification  of  incon¬ 
sistencies,  such  as  shown  in  this  example, 
requires  close  integration  of  current  and 
past  examinations  and  is  essential  in  the 
evaluation  of  labor  cost  estimates. 

9-505.6  Trends  of  labor  Rate  Experience 

a.  The  current  average  hourly  rates 
paid  for  each  labor  classification  may  be 
used  by  contractors  as  a  starting  point  for 
computing  future  rates.  These  should  be 
verified  by  examining  current  payroll 
records. 
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b.  The  average  rates  should  be  adjusted 
for  any  planned  or  expected  changes  in 
the  wage  scale  and  any  trends  that  may  be 
present  in  the  historical  pattern  or  that 
can  be  expected  to  carry  forward  into  the 
contemplated  production  period.  This 
will  require  an  analysis  of  the  historical 
labor  and  payroll  data  for  a  period  of 
time  sufficient  to  disclose  any  trend  that 
m^  be  present.  The  analysis  should  be  in 
sufficient  detail  tw  intermediate  periods 
to  disclose  significant  deviations  from 
the  trend  as  well  as  the  pattern  of  any 
periodic  deviations  that  have  a  materi^ 
effect  on  the  trend. 

c.  The  period  to  be  covered  by  the 
analysis  cannot  be  predetermined.  Sea^ 
sonal  and  longer  term  fluctuations  gener< 
ally  require  that  experience  factors  be 
examined  for  a  minimum  of  two  business 
years.  A  longer  period  of  time  may  be 
necessary  in  special  circumstances.  How¬ 
ever,  the  use  of  a  longer  period  will  not 
necessarily  increase  the  validity  of  the 
trend  data  developed  because  changes  in 
organizational  structure,  size  or  composi¬ 
tion  of  the  labor  forces,  general  economic 
conditions,  and  other  factors  affecting 
the  rates  may  be  encountered  over  a  long 
period;  these  factors  may  not  be  appro¬ 
priate  for  consideration  when  estimating 
rates  for  future  periods. 

9-505.7  Factors  Influencing  Validity  of 
Average  Labor  Rates 

a.  Personnel  Policies  and  Actions.  The 
auditor  should  review  and  evaluate  the 
effect  of  proposed  personnel  actions  on 
the  estimated  average  hourly  labor  rates 
and  determine  whether  actions  which 
have  a  material  effect  on  these  rates  are 
in  accord  with  the  normal  personnel 
policy,  and  whether  resulting  rates  are 
reasonable. 

(1)  Wage  Agreements.  The  auditor 
should  determine  whether  consideration 
has  been  given  to  the  terms  of  all  current 
wage  aveements  and  prospective 
changes.  In  evaluating  agreements  which 
provide  for  changes  based  on  cost-of-liv- 
ing  indices,  the  auditor  should  analyze 
current  and  past  trends  and  determine 
their  future  significance.  Information 
contained  in  the  labor  rate  reports  pub¬ 
lished  by  the  Bureau  of  Labor  Statistics, 
Department  of  Labor,  Washington  D  C, 


and  by  state  and  local  agencies  may 
furnish  data  for  this  type  of  analysis. 

(2)  Other  Personnel  Actions.  It  is  not 
practicable  for  the  auditor  to  isolate  and 
measure  the  precise  effect  of  every  per¬ 
sonnel  action  on  averse  hourly  rates. 
Merit  increases,  promotions,  and  changes 
in  size  and  composition  of  the  labor  force 
occur  continually,  are  interrelated,  and 
have  a  cumulative  effect  on  average  hour¬ 
ly  rates.  The  auditor  should  review  the 
composite  effect  of  the  personnel  actions 
and  determine  whether  any  over-all  cur¬ 
rent  average  hourly  rate  trends  exist 
which  will  continue  during  the  contemp¬ 
lated  production  period  or  whether  there 
are  indications  that  new  trends  are  likely 
to  develop.  Themajor  factors  should  be 
analyzed  and  the  trend  indicated  by  each 
type  of  action  determined  even  though 
the  effect  of  each  action  on  the  average 
labor  hourly  rate  cannot  be  measured 
directly.  The  possible  effect  of  personnel 
actions  on  average  hourly  rates  may  be 
estimated  by  relating  each  major  action 
with  the  over-all  change  in  average  hourly 
rates  through  the  use  of  graphic  tech¬ 
niques  such  as  time  series  diagrams  and 
correlation  analyses.  These  techniques 
and  their  application  to  average  direct 
labor  rate  estimates  are  discussed  in 
Appendix  E. 

b.  Change  in  Labor  Force.  Changes  in 
the  size  and  character  of  the  labor  force 
affect  average  pay  rates.  These  changes 
accompany  increases  or  decreases  in  pro¬ 
duction  volume.  A  material  increase  in 
volume  usually  will  result  in  a  decrease  in 
the  average  rate  because  of  new  hirings  at 
lower  entrance  level  or  at  rates  below  the 
average.  The  opposite  result  can  be  ex¬ 
pected  when  production  volume  de¬ 
creases.  The  first  groups  of  employees  to 
be  separated  are  generally  in  the  lower 
pay  levels  of  their  respective  labor  classi¬ 
fications.  The  possible  effect  on  labor 
cost  of  a  contractor’s  plans  to  increase  or 
decrease  the  labor  force  because  of 
changes  in  production  volume  can  be 
estimated  by  correlating  past  changes  in 
the  number  of  personnel  and  changes  in 
the  average  pay  rates  for  each  plant  unit 
or  labor  class.  In  evaluating  planned 
changes  in  the  number  of  personnel  a 
further  correlation  might  be  made  of  the 
labor  force  or  labor  payroll  with  produc- 
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tion  volume,  as  measured  by  units,  cost 
of  sales,  or  other  means. 

c.  Multishift  and  Overtime  Operations. 
When  reviewing  average  labor  rates  the 
auditor  must  consider  multishift  and 
overtime  o^rations.  Premium  payments 
for  multishift  and  overtime  may  have  a 
direct  effect  on  the  average  direct  labor 
hourly  rates,  depending  on  the  method 
used  in  classifying  and  distributing  costs. 
When  premium  payments  are  recorded 


as  oveihead,  they  should  not  be  reflected 
in  the  average  direct  labor  hourly  rate. 
When  treated  as  part  of  the  direct  labor 
charge,  premium  payments  should  be 
segregated  from  average  direct  labor 
hourly  rates.  If  not  segregated,  fluctua¬ 
tions  in  the  amount  of  premium  pay  will 
tend  to  distort  any  trend  or  other  data 
developed  in  analyzing  changes  in  the 
regular  pay  rates. 
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9-600  Section  6  —  Evalnating  Other  Direct  Cost  Estimates 


9-601  Introduction 

This  section  provides  guidance  for 
evaluation  of  estimates  of  the  various 
types  of  costs  usually  referred  to  as 
“other  direct  costs.” 

9-602  Definition  of  Other  Direct 
Costs 

a.  An  other  direct  cost  (ODC)  is  one 
which  by  its  nature  may  be  considered 
indirect  but  which,  under  some  circum¬ 
stances,  can  be  identified  specifically 
with  a  particular  cost  objective  (i.e.,  a 
product,  service,  program,  function,  or 
project).  ODCs  may  properly  include,  in 
varying  degrees,  the  three  basic  elements 
of  cost:  labor,  material,  and  indirect  cost. 
It  is  9uite  common,  however,  to  find 
items  included  as  ODCs  that  should  be 
classified  as  one  of  the  three  basic  ele¬ 
ments.  Therefore,  it  is  imp<jrtant  to  scru¬ 
tinize  all  items  in  this  ana  for  compli¬ 
ance  with  disclosed  accounting  practices 
and  Cost  Accounting  Standards  (CAS). 

b.  Costs  classified  by  contractors  as 
ODCs  vary  in  treatment,  but  may  often 
include  among  others  (1)  engineering,  (2) 
special  tooling,  (3)  packaging,  (4)  travel 
and  subsistence,  and  (S)  field  service. 

9-603  Objectives  and  Scope 

a.  The  audit  objectives  when  reviewing 
ODCs  are  to  determine  whether  (I)  the 
contractor’s  classification  is  proper,  (2) 
the  underlying  data  in  support  of  the 
estimates  is  valid,  current,  and  applica¬ 
ble,  (3)  the  costs  as  reflected  in  the 
estimates  are  reasonable,  (4)  the  costs  are 
estimated  using  acceptable  procedures 
applicable  in  the  circumstances,  and  (5) 
the  contractor  has  pr  ;)perty  considered  ^1 
factors  which  might  have  a  bearing  on  the 
valid^  of  the  estimated  costs. 

b.  The  scope  of  the  auditor’s  evaluation 
of  ODCs  will  depend  upon  (1 )  the  signifi¬ 
cance  of  the  amount,  (2)  the  adequacy  of 
the  contractor’s  procedures  for  estimat¬ 
ing  costs,  (3)  the  degree  of  uniformity  in 
estimating  procedures,  and  (4)  the  consis¬ 
tency  of  estimating  procedures  with  dis¬ 


closed  accounting  procedures  and  CAS. 
Some  contractors  consider  ODCs  as  be¬ 
ing  directed  wholly  toward  the  produc¬ 
tion  of  complete  end  products  and  conse¬ 
quently  do  not  include  these  expenses  in 
cost  estimates  for  spare  parts.  Others 
contend  that  spare  parts  production  has 
an  impact  on  both  the  typ»  and  amounts 
of  these  exi^nses,  and  therefore  provide 
for  such  estimates  in  spare  parts  propos¬ 
als.  Regardless  of  which  method  is  fol¬ 
lowed,  determine  the  propriety  of  ODCs 
for  either  end  products  or  spare  parts  and 
verify  that  the  method  of  treatment  com¬ 
plies  with  disclosed  practices  and  other 
CAS  requirements. 

9-604  Evaluation  Considerations  and 
Techniques 

The  contractor  may  include  in  ODCs, 
costs  referred  to  as  start-up,  design  and 
production,  and  continuous  or  mainte¬ 
nance  engineering.  To  perform  an  effec¬ 
tive  evaluation,  the  auditor  must  have  a 
knowledge  of  the  contractor’s  practices, 
policies,  definitions,  concepts,  account¬ 
ing  treatment,  results  of  prior  operations 
audits,  and  estimating  methods  (see  S- 
1200)  that  effect  ODCs.  Guidance  appli¬ 
cable  to  factors  which  should  be  consid¬ 
ered  in  evaluating  ODCs  are  contained  in 
the  following  paragraphs. 

9-604.1  Application  of  Percentage  and 
Conversion  Factors 

a.  Packaging,  field  service,  and  various 
types  of  e^neering  and  tooling  costs 
may  be  estimated  by  applying  percentage 
to  some  other  basic  cost  or  conversion 
factors  (e.g.,  number  of  staff-hours  per 
month)  to  basic  estimates  of  required 
staff-months  of  effort. 

b.  In  reviewing  conversion  factors  ap¬ 
plicable  to  direct  labor  hours  per  staff- 
month,  for  example,  ascertain  whether 
the  contractor  considered  excluding  time 
for  holidays,  vacations,  sick  leave,  idle 
time,  and  similar  items  of  an  indirect 
nature.  Failure  to  make  proper  allowance 
for  indirect  time  in  the  conversion  factors 
normally  results  in  overpricing  the  con- 
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tract,  and  noncompliance  with  CAS  402 
where  applicable. 

c.  Percentages  and  conversion  factors 
may  be  applied  separately  for  each  esti¬ 
mate,  or  they  may  be  submitted  or  pro¬ 
posed  periodically  for  incorporation  in 
all  proposals.  In  either  instance,  and 
notwithstanding  previous  agreements, 
evaluate  the  propnety  of  percentage  and 
conversion  factors  for  applicability  in  the 
current  proposal. 

9-604.2  Govemment-Fiiniished  Material 

In  some  cases,  the  government  will 
furnish  materials  or  services  to  the  con¬ 
tractor  on  a  “no  charge”  basis.  Govern¬ 
ment-furnished  materials  may  include 
special  tools,  shipping  containers,  or  oth¬ 
er  items  which  may  be  classified  by  the 
contractor  as  ODCs.  In  these  cases,  verify 
that  estimated  costs  for  government-fur¬ 
nished  materials  are  not  included  in  the 
proposal. 

9-6043  Use  of  Accounting  Data 

Contractors’  accounting  records  which 
provide  reserve  accounts  for  ODCs  based 
on  the  quantity  of  end  products  produced 
or  shipped,  may  be  used  in  evaluating 
estimates.  When  reserve  accounts  are 
maintained,  credit  entries  are  based  on 
estimated  amounts  per  unit  applied  to 
the  quantity  of  end  products  produced  or 
shipped.  Debit  entries  are  made  for  the 
expense  actually  incurred.  An  analysis  of 
these  reserve  accounts  should  assist  in 
determining  the  reliability  of  the  contrac¬ 
tor’s  prior  estimates.  Large  credit  bal¬ 
ances  may  indicate  overestimating  and 
large  debit  balances  may  indicate  under¬ 
estimating  actual  costs. 

9-604/1  Analytical  Techniques 

a.  Various  analytical  techniques  can  be 
used  in  evaluating  the  reasonableness  of 
ODCs.  Graphic  analysis  usually  is  an 
appropriate  evaluation  tool  for  studying 
expenenced  cost  patterns  as  th|^  relate  to 
various  types  of  ODCs.  Time  series 
charts  are  useful  in  depicting  the  experi¬ 
enced  movement  of  expenses  or  percent¬ 
age  factors  related  to  some  base  cost  over 
a  time  period.  Scatter  charts  are  used  to 
show  linear  relationships  of  a  specific 
other  direct  cost  to  some  other  volume 
base  to  which  it  bears  a  close  correlation. 
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b.  The  comparative  analysis  technique 
may  be  applied  using  as  reference  points 
available  engineering  data,  budgets,  load¬ 
ing  charts,  previous  proposals  for  similar 
items,  and  industry  standards  and  experi¬ 
ence. 

c.  When  the  contractor’s  proposal  con¬ 
tains  significant  engineering  or  tooling 
staff-hour  estimates,  the  estimates  can  be 
compared  with  related  staff-hours  specifi¬ 
cally  identified  with  the  directly  charge¬ 
able  total  plant  engineering  or  tooling 
labor  base  used  in  the  computation  of  the 
proposed  engineering  or  tooling  overhead 
rates.  When  the  use  of  analytical  tech¬ 
niques  discloses  significant  differences, 
obtain  further  information  from  the  con¬ 
tractor  in  support  of  the  estimate.  When 
differences  cannot  be  adequately  justi¬ 
fied,  the  audit  report  should  contain 
appropriate  comments  and  recommenda¬ 
tions. 

9-605  Specific  Evaluation 
Considerations 

Expenses  generally  classified  as  other 
direct  costs  (ODCs)  and  audit  consider¬ 
ations  related  to  them  are  discussed  in 
the  following  paragraphs. 

9-605.1  Engineering 

Engineering  costs  included  as  ODCs 
generally  fall  into  two  categories-design 
and  production.  The  type  of  engineering 
effort  included  in  each  of  these  categories 
depends  on  the  individual  contractor’s 
practices.  Because  engineering  effort  re¬ 
quired  for  a  specific  procurement  of  a 
complex  product  or  for  research  and 
development  involves  technical  determi¬ 
nations,  assistance  from  government 
technics  personnel  should  normally  be 
solicited  when  evaluating  proposed  engi¬ 
neering  staff-hour  estimates.  An  under¬ 
standing  of  the  various  fields  of  engineer¬ 
ing  specialists  is  important  when  ration¬ 
ing  requests  for  technical  specialist  assis¬ 
tance.  The  major  engineering  fields  (i.e., 
industrial,  mechanical,  electrical,  chemi¬ 
cal,  and  civil)  and  several  subspecialties 
are  discussed  in  Appendix  D. 

a.  Design  Engineering.  Data  accumu¬ 
lated  in  the  contractor’s  accounting  sys¬ 
tem  or  adjunct  statistical  records  which 
may  be  helpful  in  evaluating  estimates 


DCAA  CtNitract  Audit  Maonnl 


Jaanaiy  1995 


961 

19-605.1a. 


for  design  engineering  include  (1)  the 
total  number  of  basic  design  hours  ex¬ 
pended  on  previous  contracts  of  similar 
complexity,  (2)  the  number  of  various 
types  of  drawing  required,  and  the  aver¬ 
age  number  of  hours  expended  per  t^^ 
of  drawing  for  prior  contracts  of  varying 
degrees  of  complexity,  (3)  the  percentage 
factors  for  suprart  engineering  (the  direct 
engineering  effort  other  than  that  ex¬ 
pended  by  detailed  designers  working  in 
the  design  department),  and  (4)  percent¬ 
age  factors  for  engineering  effort  inciden¬ 
tal  to  changes  made  during  production 
which  represent  refinements  of  the  prod¬ 
uct  to  attain  improved  performance. 

b.  Production  Engineering.  Production 
engineeriM  generally  represents  engi¬ 
neering  effort  expended  during  the  life  of 
a  contract,  tanning  with  the  completion 
of  the  initial  design.  Initial  design  is 
usually  segregated  from  other  engineering 
effort  in  the  contractor’s  accounting  or 
statistical  records.  Design  changes  for 
which  costs  are  not  segregated  may  occur 
during  the  life  of  the  contract.  In  evaluat¬ 
ing  the  reasonableness  of  production  en¬ 
gineering  estimates,  review  the  contrac¬ 
tor’s  methods  and  supporting  data.  In¬ 
clude  a  review  of  similar  type  engineering 
hours  expended  on  previously  completed 
projects  of  like  complexity. 

c.  Analytical  Techniques.  The  plotting 
of  engineering  hours  of  contracts  of  simi¬ 
lar  complexity,  by  month,  will  generally 
indicate  the  extent  of  design  and  produc¬ 
tion  engineering  effort  related  to  signifi¬ 
cant  points  of  contract  performance. 
Graphic  analysis  may  also  indicate  defi¬ 
nite  patterns  of  engineering  contract  costs 
compared  to  deliveries,  when  the  esti¬ 
mate  involves  a  follow-on  procurement, 
or  the  run-out  portion  of  an  existing 
contract,  using  graphic  analysis  of  prior 
experience  is  of  particular  importance  in 
evaluating  proposed  engineering  costs. 
The  analysis  should  provide: 

(1)  An  appraisal  of  the  reasonableness 
of  the  monthly  production  engineering 
hours  estimated  by  the  contractor. 

a  A  determination  whether  there  is  a 
ed  reduction  in  engineering  hours 
after  the  initial  delivery. 

(3)  An  appraisal,  at  an  interim  point,  of 
the  reasonableness  of  the  contractor’s 
estimated  production  engineering  hours 


for  the  run-out  portion  of  contracts  sub¬ 
ject  to  price  redetermination  or  for  set¬ 
ting  successive  targets  under  incentive 
type  contracts. 

9-605.2  Special  Tooling  and  Special  Test 
Equipment 

a.  Special  tooling  is  designed  (1)  to 
reduce  the  requirements  for  produc¬ 
tion/manufacturing  labor  hours  and 
costs,  (2)  to  spMd  production,  and  (3)  to 
improve  techniques,  tolerances,  and  fin¬ 
ished  parts.  The  term  includes  jigs,  dies, 
fixtures,  molds,  patterns,  special  taps, 
special  gauges,  and  special  test  equip¬ 
ment  used  in  the  production  of  end 
items.  The  term  does  not  include  general- 
purpose  tools,  capital  equipment,  ex¬ 
pendable  tools,  small  hand  tools,  tools 
acquired  prior  to  the  contract,  replace¬ 
ment  tools,  and  items  of  tooling  which 
are  usable  for  the  production  of  items  not 
required  under  the  contract.  The  April 
1984  clause  referred  to  in  paragraph  c. 
below  does  not  include  as  special  tooling 
any  item  acquired  by  the  contractor 
before  the  effective  date  of  the  contract, 
or  rrolacement  of  such  items. 

b.  Special  test  equipment  means  either 
sinjgle  or  multipurp^  int^rated  test 
units  engineered,  desired,  fabricated,  or 
modified  to  accomphsh  special-purpose 
testing  in  the  performance  of  the  con¬ 
tract.  Testing  units  comprise  electrical, 
electronic,  hydraulic,  pneumatic,  me¬ 
chanical,  or  other  items  or  assemblies  of 
equipment,  that  are  mechanically,  electri- 
c^ly,  or  electronically  interconnected  to 
become  a  new  functional  entity.  This 
causes  the  individual  item  or  items  to 
become  interdependent  and  essential  in 
the  performance  of  special-purpose  test¬ 
ing  m  the  development  or  production  of 
particular  supplies  or  services.  The  term 
special  testing  rauipment  does  not  in¬ 
clude:  (1)  material;  (2)  special  tooling;  (3) 
buildings  and  nonseverable  structures 
(except  foundations  and  similar  improve¬ 
ments  necessary  for  the  installation  of 
special  test  equipment);  and  (4)  plant 
equipment  items  used  for  general  plant 
testing  purposes. 

c.  Contract  clauses  covering  special 
tooling  and  special  test  equipment  are 
provided  at  FAR  32.24^17  and  32.245- 
18  respectively.  By  memoranda  dated  16 
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October  1990,  16  October  1991,  9  Octo¬ 
ber  1992,  and  14  October  1993  the 
Director  of  Defense  Procurement  (DDP) 
I  approved  one  year  class  deviations  from 
the  FAR  45.30^3  requirement  to  use  the 
Special  Tooling  clause  at  FAR  52.245-1 7. 
llie  cumulative  time  period  for  these 
class  deviations  is  16  October  1990 
throu^  16  October  1994  or  until  the 
FAR  IS  changed,  whichever  occurs  first. 
The  DDP  memoranda  direct  the  use  of 
the  April  1984  edition  of  the  Special 
Tooling  clause  in  place  of  the  current 
clause.  The  portion  of  the  Government 
Property  clause  at  FAR  52.245-2  that 
subjects  special  tooling  to  the  title  provi¬ 
sions  contained  in  the  Special  Tooling 
clause  was  also  waived  since  the  1984 
edition  of  the  Special  Tooling  clause  does 
not  contain  title  provisions.  Generally 
speaking,  the  April  1984  clause  is  less 
stringent  than  the  current  clause  which 
includes  specific  requirements  regarding 
title  retention,  risk  of  loss,  warranty  and 
modification  of  tooling. 

d.  Audit  Considerations 

(1)  The  contractor  may  support  the 
total  tooling  cost  estimate  (including  esti¬ 
mated  tooling  hour  requirements)  by  a 
detailed  listing  of  the  t^  and  quantity 
of  each  special  tool  required,  with  the 
related  estimated  purchase  or  fabrication 
cost.  To  evaluate  their  reasonableness, 
compare  the  estimates  for  a  selected 
group  of  these  tools  with  actual  costs  or 
actual  hours  expended  for  similar  tools  in 
previous  production,  appropriately  ad¬ 
justed.  A^ustments  may  be  necessary  to 
reflect  differences  in  the  number  of  tool¬ 
ing  hours  because  of  increased  or  de¬ 
creased  complexity  of  the  product  or 
improvements  in  methods  and  tech¬ 
niques.  Replacement  and  maintenance 
type  tools  recorded  as  indirect  costs,  and 
items  of  a  capital  nature  which  should  be 
obtained  unoer  a  facility  contract,  should 
be  excluded  from  the  list  of  special  tools. 

(2)  For  follow-on  production  orders, 
determine  whether  any  of  the  production 
tools  purchased  or  fabricated  on  prior 
contracts  will  be  available  for  use  on  the 
proposed  contract  and  whether  the  cost 
estimate  has  taken  this  into  account. 

(3)  Also  be  alml  to  estimated  amounts 
over  $1  million  for  production  special 
tooling  and  production  special  test  equip¬ 


ment  (PST/PSTE)  when  the  contracting 
ofRcer  expects  that  future  contracts  will 
be  awarded  to  the  same  contractor  for  the 
same  or  similar  items.  If  future  contracts 
are  not  expected,  allow  full  estimate  of 
the  maximum  amount  under  the  instant 
contract.  If  future  contracts  are  expected, 
DFARS  215.871  allows  for  estimation 
(and  eventual  payment)  of  at  least  50 
percent  of  the  maximum  amount  on  the 
instant  contract  and  the  establishment  of 
an  amortization  schedule  for  payments 
on  future  contracts.  The  deferred  cost  of 
production  special  tooling  and  produc¬ 
tion  special  test  equipment,  however, 
should  not  be  shifted  or  assigned  to  other 
programs  by  chaimng  such  costs  to  indi¬ 
rect  cost  pools.  This  requirement  does 
not  apply  to: 

(a)  Special  test  equipment  used  solely 
for  final  production  acceptance  test; 

(b)  Contracts  awarded  as  a  result  of 
seal^  bidding; 

(c)  Contracts  where  the  price  is  based 
on  established  catalog  or  market  prices  of 
commercial  items  sold  in  substantial 
quantities  to  the  general  public;  or 

(d)  Contracts  where  the  price  is  set  by 
law  or  regulation 

(4)  The  use  of  graphic  analysis  to 
reflect  the  relationship  between  tooling 
costs  of  projects  of  like  complexity  with 
related  delivery  schedules  will  assist  in 
evaluating  the  reasonableness  of  tooling 
costs  in  the  current  estimate.  This  type  of 
analysis  should  provide  information  sim¬ 
ilar  to  that  discussed  in  9-605.  Ic. 

(5)  Determine  whether  expensive  tools 
are  justified  and  whether  a  sufficient 
number  of  employees  with  required  skills 
are  available  to  use  the  tools  properiy. 

(6)  Establish  whether  proposed  special 
test  equipment  is  justified.  It  must  meet 
the  definition  for  such  equipment,  and 
current  inventories  of  government-  or 
contractor-owned  special  test  equipment 
should  be  reviewed  to  determine  whether 
the  ewipment  is  available  (see  7-200). 

(7)  For  guidance  r^arding  the  applica¬ 
tion  of  cost  of  money  to  PST/PSTE  costs, 
see  8-414e. 

e.  Liaison  with  Government  Engineer¬ 
ing  Personnel.  Maintain  liaison  with 
available  government  engineering  per¬ 
sonnel  familiar  with  the  requirements  of 
the  proposed  procurement  and  obtain 
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information  on  (1)  the  availability  of 
government-owned  tooling  and  special 
test  equipment,  (2)  the  p^riety  of  the 
numbers  and  typ«  of  tooling  and  special 
test  equipment  provided  for  in  the  esti¬ 
mates  in  relation  to  the  production  re¬ 
quirements,  (3)  possible  savii^  which 
may  be  accomplished  through  improved 
tooiinfc  and  (4)  the  overall  reasonable¬ 
ness  of  the  estimated  costs  for  tooting  and 
special  test  equipment  proposed  by  the 
contractor  (see  Appendix  D-200). 

9-605 J  Packagiag 

a.  Packing  specifications  are  usually 
included  in  me  request  for  proposals. 
These  mainly  depend  on  whether  the 
item  packaged  will  be  shipped  to  a  point 
within  the  United  States  (domestic)  or 
overseas.  Domestic  packaging  usually 
does  not  require  special  treatment  pro¬ 
vided  it  meets  generally  accepted  end 
item  packaging  methods.  The  related  cost 
may  be  classified  as  either  an  indirect 
cost  or  an  ODC  as  long  as  it  complies 
with  the  proposed  accounting  system  to 
be  u^  in  costing  the  contract  and  all 
applicable  Cost  Accounting  Standards. 
Packaging  for  overseas  shipment  re9uires 
special  treatment,  and  the  applicable 
costs  aregenerally  classified  as  ODCs. 
The  spMial  treatment  accorded  overseas 
packing,  as  prescribed  by  government 
specifications,  requires  that  crating  mate¬ 
rials  be  of  a  better  grade  than  those  used 
for  domestic  crating;  and  the  packages 
must  pass  a  water  and  moisture  proofing 
test.  When  packaging  cost  estimates  are 
based  on  complex  technical  determina¬ 
tions  and  the  dollar  amount  is  significant, 
it  usually  is  appropriate  to  request  the 
assistance  of  a  government  packaging 
specialist  (see  Appendix  D-205). 

b.  The  reasonableness  of  the  contrac¬ 
tor’s  packi^ng  cost  estimate  may  be 
evaluated  by  comparing  it  with  costs 
incurred  for  similar  types  and  kinds  of 
packaging.  Graphic  analysis  (e.g.,  time 
series  or  scatter  charts)  showing  the  unit 
packaging  material  and  labor  costs  for 
related  items  or  the  relationship  of  pack¬ 
aging  cost  to  shop  cost  over  an  extended 
period,  may  be  used  to  plot  the  experi¬ 
enced  costs  for  further  analysis.  Statisti¬ 
cal  data  usually  available  in  the  packag¬ 
ing  department  can  be  used  for  this 


comparison.  In  addition,  review  informa¬ 
tion  r^arding  instructions  for  packa^ng 
under  various  spec^cations,  packing 
standard  hours  arrived  at  Iw  scientific 
means,  and  packaging  bills  of  material  if 
available.  When  experienced  cost  trends 
are  plotted  on  charts  for  further  study 
and  anal)[sis,  ascertain  whether  (1)  au 
nonrecurring  costs  have  been  eliminated, 
(2)  the  pacuging  specifications  of  the 
current  proposal  are  comparable  to  those 
which  generated  the  experienced  costs, 
and  (3)  the  contractor  has  considered  the 
possible  impact  to  packtmng  material 
and  labor  cost  trends  resultii^  from  ex¬ 
pected  changed  market  conditions. 

9^.4  Travel  and  SiAaistcMe 

Travel  and  subsistence  costs  usually 
include  the  costs  of  transportation,  lo^ 
ing,  meals,  and  incidentiil  expenses  in¬ 
curred  by  personnel  while  in  travel  status. 
When  included  as  ODCs,  the  estimate 
usually  is  based  on  the  contemplated 
numb«  of  trips,  places  to  be  visited, 
length  of  stay,  transportation  costs,  and 
estimated  per  diem  allowance.  Question¬ 
able  estimates  for  this  cost  may  arise 
from  such  errors  as  the  following: 

a.  Per  diem  rates  projected  that  exceed 
allowable  per  diem  costs  as  specified  in 
the  Federal  Travel  R^ulations  (FTR)  for 
the  48  contiguous  states,  and  the  Joint 
Travel  Regulations  (JTR)  and  Standard¬ 
ized  Rqmlations  for  locations  outside  the 
48  contiguous  states  and  foreign  areas 
(FAR  31.20S-46(a)  and  P.L.  99-234)  after 
they  have  been  escalated  for  expected 
inflation.  For  example,  to  estimate  1989 
per  diem  rates,  the  latest  establi^ed 
FTR/JTR  rates  for  meals  and  lodging 
should  be  increased/decreased  by  a  factor 
that  reflects  the  forecasted  economic 
change  from  the  current  established  rate 
expiration  date  to  1989. 

b.  Transportation  rates  projected  in 
excess  of  lowest  customary  standard, 
coach,  or  equivalent  air  fare  offered  dur¬ 
ing  normal  business  hours. 

c.  Projected  transportation  costs  for 
personnel  to  be  transferred  computed  by 
using  other  than  proper  departure  points. 

d.  Mileage  allowances  projected  in  ex¬ 
cess  of  actual  needs. 

e.  Excessive  projected  trip  costs  to  a 
government  activity  or  subcontractor  lo- 
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cation  for  en^neering  coordination  be¬ 
cause  the  required  number  of  trips  and/or 
length  of  stay  has  been  overstated. 

f.  A  comparison  of  the  current  estimate 
with  experienced  costs  of  prior  procure¬ 
ments  of  a  similar  nature  indicates  that 
the  current  estimate  is  unreasonable. 

9-605.5  Field  Service 

Contracts  may  contain  provisions  re¬ 
quiring  contractor  engineering  personnel 
to  service  delivered  equipment.  The  cost, 
usually  referred  to  as  field  service  ex¬ 
pense,  may  be  included  in  the  contrac¬ 
tor’s  estimate  as  a  separately  identifiable 
ODC,  or  as  a  part  of  indirect  cost. 
Whichever  method  is  used,  it  must  com¬ 
ply  with  the  accounting  system  to  be  used 
in  costing  the  contract  and  all  applicable 
cost  accounting  standards.  The  cost  of 
installation,  maintenance  and  repmr,  and 
the  development  of  opmting  instruc¬ 
tions  may  be  identified  in  the  contrac¬ 
tor’s  records  as  Field  Service  Expense, 
Guarantee  Expense,  Warranty  Expense, 
or  Reserve  fiw  Guarantee.  Establish 
whether  the  procurement  under  review 
provides  for  field  service.  An  evaluation 
of  the  field  service  estimate  should  in¬ 
clude  (1)  review  and  evaluation  of  the 
data  in  support  of  the  estimate,  (2)  com¬ 
parative  cost  analysis,  including  the  use 
of  graphic  analysis  where  appropriate,  (3) 
discussions  with  other  government  repre¬ 
sentatives  r^arding  complex  enginrofing 
determinations,  and  (4)  evaluation  of  the 
degree  of  conformity  to  the  policy  stated 
in  FAR  22.1006. 

9-605.6  Royalties 

The  contractor’s  cost  estimate  may 
include  provision  for  rcwalties  as  a  sepa¬ 
rately  identifiable  ODC  or  as  part  of 
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indirect  cost.  Determine  whether  roy^- 
ties  are  proper  for  inclusion  in  the  price 
and  whether  the  contract  will  include 
royalty  reporting  requirements  and  royal¬ 
ty  escrow  or  rec^ture  provisions  (FAR 
27.206-1).  The  nature  of  the  contractor’s 
cost  support  for  this  element  should  be 
evaluated  and  addressed  in  the  report. 

9-605.7  Praprodactioo  and  Stait-ap  Cbsts 

Contractor’s  proposals  should  identify 
preproduction,  start-up,  and  other  nonre¬ 
curring  costs,  including  such  elements  as 
preproduction  engineering,  special  tool¬ 
ing,  special  plant  rearrangement,  training 
programs,  initial  rework  or  spoilage,  and 
pilot  runs.  These  costs  may  be  susceptible 
to  verification  by  a  review  of  detailed 
documentation.  In  some  instances,  an 
analysis  of  experience  on  prior  contracts 
by  means  described  in  i^pendix  E  will 
help  to  establish  the  reasonableness  of 
costs  ptoposed.  Ascertain  the  proposed 
handling  of  such  estimated  costs.  If  the 
total  costs  are  not  to  be  charged  to  the 
contract  under  review,  determine  wheth¬ 
er  the  contractor  intends  to  absorb  the 
residual  costs  or  recover  them  on  subse¬ 
quent  orders. 

9-605.8  Recrapmeat  on  Govemnent 
Investaeat  in  Nonrecmring  Costs 

DoD  Directive  2140.2  provides  imple¬ 
menting  guidance  for  recoupment  by  the 
government  of  a  fair  share  of  its  invest¬ 
ment  in  nonrecurring  costs  related  to 
commercial  sales  of  U.S.  products  and 
technology.  When  the  auditor  finds  the 
contractor  has  not  complied  with  the 
requirements  of  the  directive,  the  appro¬ 
priate  procedures  in  5-203  should  be 
followed. 
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9-700  Section  7  —  Evalnatins  Indirect  Cost  Estimates 


9-701  Introduction 

This  section  provides  guidance  in  eval¬ 
uating  estimates  of  indirect  costs.  These 
include  manufacturing  expense,  engineer¬ 
ing  expense,  tooling  expense,  material 
handling  expense,  selling  expense,  and 
general  and  administrative  expense. 
Guidelines  are  also  provided  for  evaluat¬ 
ing  indirect  cost  rates  used  in  estimating 
indirect  costs. 

9-702  General 

The  evaluation  of  indirect  costs  and 
rates  requires  that  the  auditor  have  (1)  an 
understanding  of  the  applicable  evalu¬ 
ation  considerations  and  techniques,  (2) 
an  insight  as  to  what  reasonably  may  be 
expect^  to  occur  in  future  operations  of 
the  contractor  and  the  probable  influence 
on  projected  indirect  costs  and  overhead 
rat^  and  (3)  knowled^  of  the  contrac¬ 
tor’s  disck)^  accounti^  policies  partic¬ 
ularly  those  for  distinguishing  direct  costs 
from  indirect  costs  (see  CAS  402)  and  Uie 
basis  for  allocating  indirect  costs  to  con¬ 
tracts.  (See  Chapter  8.) 

TtrhnilimT******”*  ^^*'***^*'**^^ 

a.  The  audit  considerations  in  evaluat¬ 
ing  estimated  indirect  costs  are  similar  to 
those  used  in  the  audit  of  historical  costs 
because  many  estimates  are  based  on 
historical  costs.  Audit  uidance  and  pro¬ 
cedures  apfriicable  to  the  review  of  indi¬ 
rect  costs  and  the  evaluation  of  contrac¬ 
tor’s  policies,  procedures,  and  internal 
controls  which  affect  indirect  costs  are 
presented  in  6-600.  The  effect  of  findings 
and  recommendations  developed 
through  operations  audits  should  be  ap¬ 
plied  to  estimated  or  proposed  indirect 
costs  and  overhead  rates  (see  9-308b). 
Audit  leads  noted  during  the  course  of 
the  review  should  be  cmumented  for 
follow-up  in  future  operations  audits  of 
those  indirect  cost  areas  where  it  appears 
the  contractor  is  not  employing  the  most 
effective,  efficient,  or  economical  opera¬ 
tions. 


b.  The  auditor  should  consider  the  use 
of  graphic  analyse  and  statistical  tech¬ 
niques  in  evaluating  estimated  indirect 
costs.  Techniques  of  graphic  analyses  are 
discussed  in  Appendix  E.  These  tech¬ 
niques  alone  do  not  provide  a  basis  for 
firm  forecasts  of  costs;  however,  in  ap¬ 
propriate  circumstances,  th^  can  pro¬ 
vide  a  basis  for  ascertaining  whether 
estimated  costs  are  within  a  cost  range  of 
what  can  reasonably  be  expected  in  the 
future. 

9- 702.2  Antidpated  Fatine  Operathms 

Evaluation  of  indirect  cost  estimates 
requires  consideration  of  anticipated  fu¬ 
ture  operations  of  a  contractor  (see  S-SOO 
on  review  of  budwts).  To  determine  what 
may  be  reasonably  expected  to  occur,  the 
auditor  should  utilize  analyses  and  pro¬ 
jections  of  historical  co^  patterns  and 
related  data.  When  audits  of  historical 
costs  are  not  reasonably  current,  and 
other  methods  of  satisfying  the  audit 
objective  are  not  available,  the  report 
should  be  qualified  using  the  guidance  in 

10- 304.2.  Other  methods  of  satisfying  the 
audit  objectives  include  reliance  on  certi¬ 
fied  contractor  overhead  submissions, 
the  woik  of  internal  or  independent  audi¬ 
tors,  or  CAS  compliance  reviews.  It 
should  not  be  assumed  that  historical 
cost  patterns  and  the  results  of  overtiead 
audits  for  prior  years  will  continue  with¬ 
out  change;  the  auditor  must  consider 
contemplated  changes  which  may  influ¬ 
ence  the  proj^ions.  Examples  of 
changes  and  possible  effects  are  discussed 
in  the  following  paragraphs: 

a.  A  change  in  the  accounting  policies 
governing  the  treatment  of  certain  indi¬ 
rect  expenses.  This  may  include  reclassi¬ 
fications  of  expense  from  direct  to  indi¬ 
rect,  and  new  methods  of  accumulating 
and  allocating  indirect  cost.  Changes  m 
this  nature  may  affect  the  estimates  for 
indirect  costs  and  the  computation  of 
indirect  cost  rates.  The  auditor  should  be 
alert  for  accounting  changes  which  would 
require  the  contractor  to  revise  its  Disclo¬ 
sure  Statement  (see  8-303). 

b.  A  change  in  manajgement  objectives 
as  a  result  of  economic  conditions  and 


DCAA  CoMract  Aatit  Maaaal 


OM 

19-702.2b. 


Jannary  1995 


increased  competition.  For  example,  the 
management  may  have  placed  emphasis, 
in  the  past,  on  a  program  to  increase 
sales,  whereas  it  now  emphasizes  a  pro¬ 
gram  to  reduce  costs.  The  auditor  should 
ascertain  the  programs  that  management 
is  stressing  and  determine  that  possible 
results  have  been  considered. 

c.  A  change  in  manufacturing  processes 
and  practices.  Changing  manufacturing 
operations  can  affect  the  flow  of  cost. 
Modernization  changes  may  affect  esti¬ 
mates  for  indirect  cost  and  the  computa¬ 
tion  of  indirect  cost  rates.  For  example, 
technological  modernization  can  include 
acquisition  of  expensive  new  machinery 
which  increases  depreciation  costs  and 
the  overhead  pool.  This  new  machinery 
may  require  fewer  labor  hours  and  result 
in  reduction  of  a  direct  labor  base  for 
allocating  overhead.  The  auditor  should 
be  alert  for  change  to  manufacturing 
{processes  and  practices  which  can  hi^- 
light  accounting  system  weaknesses  (14- 
8(k))  and  should  consider  whether. 

(1)  The  accounting  system  accurately 
assigns  costs  to  products  and  equitably 
allocates  costs. 

(2)  The  accounting  system  allocates 
costs  to  develop  future  product  technolo- 

to  existing  products  which  receive  no 
neflt. 

(3)  The  accounting  system  reflects  sav¬ 
ings  resulting  from  technolgical  improve¬ 
ments. 

(4)  The  accounting  svstem  integrates 
relevant  data  collects  by  newly  imple¬ 
mented  information  systems. 

9-702 J  Clauificathn  of  Cost  as  Direct 
or  Indirect 

The  auditor  must  determine  whether 
cost  items  are  directly  or  indirectly  allo¬ 
cable  to  the  proposed  contract  and  that 
the  estimated  costs  have  been  properly 
classified  as  direct  or  indirect.  The  audi¬ 
tor’s  review  of  the  allocability  of  cost 
items  should  disclose  any  deviations 
from  the  contractor’s  usud  direct  and 
indirect  cost  classification.  When  devia¬ 
tions  are  disclosed,  the  auditor  should 
determine  the  reasons  for  the  differing 
treatment.  Deviations  may  cause  inequi¬ 
table  distribution  of  costs  or  they  may  be 
proper  and  warranted.  The  principles 
underlying  the  accounting  and  estimating 


classification  for  direct  and  indirect  costs 
should  be  sufHciently  flexible  to  reflect 
changes  in  operations.  CAS  402-“Consis- 
tency  in  Allocating  Costs  Incurred  for  the 
Same  Purpose”  was  established  to  insure 
that  each  type  of  cost  is  allocated  only 
once  and  on  only  one  basis  to  aiw  con¬ 
tract  or  other  cost  objective  (see  8-402). 

9-703  Evaluation  of  Indirect  Costs 

9-703.1  General 

The  scope  and  extent  of  the  auditor’s 
review  of  estimated  indirect  costs  will 
depend  on  individual  circumstances.  As  a 
minimum,  the  auditor  should  determine 
(1)  the  extent  to  which  underlying  data  in 
support  of  the  estimates  are  valid,  cur¬ 
rent,  and  applicable  to  the  propos^  un¬ 
der  review,  (2)  that  the  contractor  has 
considered  factors  and  conditions  which 
have  a  bearing  on  the  propriety  of  the 
estimated  costs  and  the  related  allocation 
bases,  including  operations  auditing  rec¬ 
ommendations  for  increased  efficiency 
and  economy,  and  (3)  that  the  results  are 
mathematically  correct. 

9-703.2  Classification  of  Indirect  Costs 

There  are  two  general  considerations  in 
classifying  indirect  costs: 

a.  A  determination  that  the  cost  is 
assigned  to  the  correct  indirect  cost  pool; 
for  example,  manufacturing,  engineering, 
material  handling,  occupancy,  or  general 
and  administrative.  The  auditor  should 
review  the  composition  of  indirect  cost 
pools  to  determine  whether  the  accounts 
included  are  properly  classified  and 
whether  further  refinement  in  cost  cate¬ 
gories  is  required,  and 

b.  A  determination  that  indirect  costs 
have  been  properly  classified  by  charac¬ 
teristics;  that  IS,  variable,  semivariable, 
and  nonvariable.  Variable  costs  will  vary 
directly  and  proportionately  with  its  re¬ 
lated  volume  base.  Semivariable  costs 
may  vary  directly  but  less  than  propor¬ 
tionately,  with  volume;  further,  the  costs 
may  remain  relatively  fixed  between  cer¬ 
tain  production  limits  and  advance  by 
steps,  an  example  of  this  is  supervisory 
wages.  Nonvanable  costs,  on  the  other 
hand,  will  remain  fairly  constant,  but  the 
percentage  relationship  will  vary  inverse- 
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ly  with  an  increase  or  decrease  in  the 
related  volume  base. 

9-703.3  Advance  Agreements 

The  auditor  should  determine  whether 
the  contractor  has  entered  into  advance 
agreements  with  the  government.  Ad¬ 
vance  ajgreements  may  limit  recovery  of 
certain  indirect  costs  such  as  independent 
research  and  development  expense,  bid 
and  proposal  expense,  and  recruiting 
expense. 

a.  When  advance  a^ements  cover 
indirect  costs  included  m  the  estimates, 
the  auditor  should  determine  that  alloca¬ 
tions  to  government  contracts  are  within 
the  agreed  limitations. 

b.  FAR/DFARS  31.205-18  no  longer 
require  advance  aueements  for  IR&D 
and  B&P  costs  for  CFYs  that  b»an  after 
September  30,  1992.  However,  for  lamer 
contractors  that  incur  substantial  IR&D 
and  B&P  cost  (see  7-1505  for  threshold 
information)  certain  ceiling  limitations 
apply  for  the  three  CFYs  ending  after  30 
September  1992. 

c.  Advance  agreements  covering  for¬ 
ward  pricing  indirect  cost  rates  may  be 
entered  into  between  contractors  and 
contracting  officers  to  reduce  the  time 
and  effort  required  to  evaluate  the  indi¬ 
rect  cost  rates  used  in  each  contract 
proposal.  (See  9-1200  on  forward  pricing 
rate  agreements).  Circumstances  on 
which  the  rates  were  developed  may  be 
subject  to  change  or  the  contemplated 
procurement  in  itself  may  invalidate  the 
propriety  of  the  agreed  upon  rates.  The 
auditor  should  not  accept  the  rates  with¬ 
out  determining  that  they  are  reasonable 
and  appropriate  for  the  procurement  be¬ 
ing  evaluated  (9-312). 

9-703.4  AHocathm  Bases 

a.  An  equitable  allocation  of  indirect 
costs  to  jobs,  departments,  processes,  or 
cost  centers  is  dependent  upon  the  bases 
used.  Bases  commonly  used  include  di¬ 
rect  labor  dollars,  direct  labor  hours, 
production  costs,  input  costs,  and  cost  of 
sales.  With  the  advent  of  technoloi^cally 
advanced  manufacturing  machinery, 
bases  such  as  machine  hours,  process 
time,  and  operational  movements  will 
become  more  widely  used  (see  6-606.3c, 
6-609.2e,  and  9-702.2). 


b.  The  evaluation  of  the  bases  used 
involves  a  determination  of  the  accuracy 
of  the  data  included  in  the  base  and 
equity  of  the  resulting  allocation.  Because 
movement  to  an  ACMS  can  encompass 
new  types  of  allocation,  the  contractor 
may  not  be  able  to  support  the  proposed 
base  with  accumulated  historical  data. 
The  contractor  may  have  to  support  the 
proposed  base  with  a  combination  of 
documentation,  such  as  production  pro¬ 
jections,  historical  data,  employee  inter¬ 
views,  manufacturer  machine  capability, 
and  specifications  and  engineerii^  analy¬ 
sis.  Auditors  should  be  open  to  verifiable 
forms  of  documentation  which  may  be 
generated  by  the  new  system. 

c.  The  auditor  should  review  the  FAO 
audit  of  mandatory  annual  audit  require¬ 
ment  No.  18  related  to  indirect  allocation 
bases  (see  6-606).  In  evaluating  allocation 
bases,  the  auditor  should  determine  that 
the  base  estimates  reflect  valid  trends. 
Trends  may  be  evaluated  through  analy¬ 
sis  of  ratios,  budgets,  and  sales  and 
production  volume  forecasts.  Anticipated 
changes,  such  as  proposed  increases  or 
decreases  in  wage  rates  and  material 
prices  or  implementation  of  modernized 
manufacturing  processes  and  practices, 
should  also  be  considered  when  such 
factors  will  influence  the  base.  Further 
discussion  of  matters  to  be  considered  by 
the  auditor  in  evaluating  the  contractor’s 
estimate  of  future  business  is  included  in 
5-507.2. 

9-703.5  IndividBal  Indirect  Costs 

The  auditor  should  review  selected 
accounts  included  in  the  indirect  cost 
pools  to  evaluate  the  reliability  of  specific 
estimates.  In  evaluating  projections,  the 
auditor  must  consider  historical  cost  |Mt- 
tems  and  the  probable  effect  of  antici¬ 
pated  changes.  The  auditor  should  review 
the  FAO  audit  of  mandatory  annual 
audit  requirements  related  to  indirect 
cost  comparison  with  prior  years  and 
budget  (No.  15),  and  indirect  account 
analysis  (No.  16).  In  selecting  accounts  to 
be  reviewed,  the  auditor  should  consider 
the  following: 

a.  Indirect  costs  questioned  in  prior 
periods,  especially  those  expressly  unal¬ 
lowable,  that  are  required  to  be  eliminat¬ 
ed  by  CAS  405, 


DCAA  CoBtract  Aadit  Maanl 


968 

19^703.5b. 


January  1995 


b.  Indirect  costs  of  a  nonrecurring 
nature, 

c.  Indirect  costs  that  are  usually  recov¬ 
ered  as  direct  charges  or  in  separate 
loading  factors,  such  as  packaging  or 
obsolescence, 

d.  Indirect  costs  which  show  signiflcant 
differences  between  historical  cost  and 
estimated  cost, 

e.  Indirect  costs  of  a  semi-variable  or 
variable  nature  which  do  not  show  signif¬ 
icant  differences  between  historical  cost 
and  estimated  cost  despite  a  significant 
change  in  volume,  and 

f.  Indirect  cost  of  a  nonvariable  nature 
which  show  significant  variations  be¬ 
tween  historical  cost  and  the  proposed 
estimated  cost. 

9-703.6  Indirect  Labor 

Indirect  labor  usually  represents  a  sub¬ 
stantial  portion  of  indirect  costs.  The 
auditor  should  review  the  FAO  audit  of 
mandatory  annual  audit  r^uirement  re¬ 
lated  to  cnanges  in  direct/indirect  charg¬ 
ing  (No.7).  In  evaluating  indirect  labor, 
the  auditor  should  analyze  variable, 
semi-variable,  and  nonvariable  classifica¬ 
tions  of  indirect  labor  in  a  current  repre¬ 
sentative  period.  The  ratios  of  each  cate¬ 
gory  to  direct  labor  should  be  computed 
and  compared  with  similar  ratios  for 
estimated  cost.  Projections  of  indirect 
labor  requirements  and  the  related  costs 
can  also  be  compared  with  manpower 
budMts.  Indirect  labor  wage  rates  may  be 
verified  by  reviewing  personnel  or  pay¬ 
roll  records.  When  projected  costs  in¬ 
clude  wage  increases,  the  auditor  should 
ascertain  whether  the  proposed  increases 
have  been  approved  by  management  and 
are  in  accordance  with  applicable  agree¬ 
ments. 

9-703.7  Indirect  Material 

It  is  desirable  to  differentiate  the  treat¬ 
ment  of  the  nonvariable,  semi-variable, 
and  variable  components  of  indirect  ma¬ 
terial  cost  contained  in  the  contractor’s 
projection.  Ratios  of  these  expense  classi¬ 
fications  to  appropriate  bases  should  be 
computed  only  when  practical.  To  fur¬ 
ther  facilitate  evaluation,  similar  ratios 
can  be  computed  from  historical  cost 
data.  Cat^rizing  the  recorded  indirect 
materials  into  these  classifications  re¬ 


quires  that  the  auditor  exercise  judgment 
in  determining  whether  the  additional 
evaluation  effort  needed  for  this  type  of 
analysis  is  warranted.  For  instance,  when 
the  contemplated  procurement  is  not 
large  in  dollar  amount,  it  is  probable  that 
treatment  of  indirect  material  expense  as 
variable  with  the  level  of  production 
activity  would  be  expedient.  Compari¬ 
sons  may  be  made  of  estimated  require¬ 
ments  with  budget  requirements  or  esti¬ 
mated  prices  with  current  prices.  When 
the  proposed  contract  is  a  fixed-price 
incentive  type  with  successive  targets,  or 
a  fixed-price  contract  with  prospective 
price  redetermination  and  the  contractor 
expenses  the  cost  of  indirect  materials  at 
the  time  of  purchase,  the  auditor  should 
recommend  the  establishment  and  main¬ 
tenance  of  indirect  material  inventories. 
Implementation  of  this  recommendation 
would  preclude  the  loading  of  indirect 
material  costs  during  the  experienced  or 
retroactive  portion  of  the  contract. 

9-703.8  Payroll  Costs — ^Taxes  and  Fringe 
Benefits 

After  establishing  the  estimated  total 
direct  and  indirect  labor  requirements, 
the  auditor  should  evaluate  related  pay¬ 
roll  costs.  The  provisions  of  union  wage 
agreements  and  the  possible  effect  of 
anticipated  wage  negotiations  .hould  be 
reviewed  to  establish  the  validity  of  em¬ 
ployee  benefit  costs  included  in  the  cost 
estimate.  The  auditor  should  be  aware  in 
evaluating  the  estimate  for  payroll  taxes 
that  assessments  cease  upon  reaching  the 
taxable  pay  ceiling.  The  extent  of  labor 
turnover  will  influence  the  projections 
for  payroll  tax  estimates;  when  turnover 
is  low,  the  cost  will  be  semi-variable  in 
nature,  when  the  turnover  is  high,  the 
cost  may  be  more  variable  in  nature.  The 
auditor  should  review  rates  for  unem¬ 
ployment  insurance  to  determine  if  the 
estimate  reflects  possible  adjustments  in 
the  rate.  Pension  and  retirement  plan 
costs  frequently  are  related  to  payroll 
costs.  In  evaluating  the  reasonableness  of 
pension  and  retirement  costs,  the  auditor 
should  (1)  determine  that  the  amount 
projected  is  in  accordance  with  the  com¬ 
pany  plan,  (2)  ascertain  that  the  pension 
plan  has  b^  approved  by  the  Internal 
Revenue  Service,  and  by  the  Department 
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of  Defense,  if  required,  (3)  determine 
that  proper  adjustment  has  been  made 
for  any  reversionary  credits  that  may  be 
due,  and  (4)  determine  that  when  rates 
are  based  upon  actuarial  data  and  have 
recently  been  revised  or  are  scheduled  to 
be  revised,  the  effect  of  the  new  rates  has 
been  considered. 

9-703.9  Piant  Rearrangement 
Plant  rearrangement  costs  may  result 
from  the  introduction  of  new  products, 
consolidation  or  expansion  of  depart¬ 
ments,  changes  in  production  require¬ 
ments,  or  changes  in  manufacturing  tech¬ 
niques.  In  reviewing  the  detail  supporting 
the  projection  of  plant  re-arrangement 
cost,  the  auditor  should  determine  that 
like  costs  which  will  be  reimbursable  as 
direct  costs  under  other  contracts  have 
been  excluded  from  the  estimate.  Plant 
rearrangement  costs  applicable  to  a  spe¬ 
cific  contract  or  project  are  normally  not 
included  in  an  indirect  cost  pool;  plant 
rearrangement  costs  beneficial  to  all  pro¬ 
duction  efibrt  are  generally  included  in 
indirect  costs.  The  guidance  in  Chapter  8 
on  CAS  402  should  be  applied  to  insure 
that  plant  rearrangement  costs  incurred 
for  the  same  purpose  are  allocated  only 
once  and  only  on  one  basis.  The  auditor 
should  review  the  plant  rearrangement 
cost  pattern  in  prior  periods  and  compare 
actual  costs  incurred  with  previous  esti¬ 
mates  in  evaluating  the  reliability  of  the 
current  estimate.  The  auditor  should  be 
alert  to  costs  categorized  by  the  contrac¬ 
tor  as  plant  rearrangement  but  where  the 
circumstances  would  indicate  that  they 
should  more  properly  be  included  under 
the  classification  of  “Plant  Reconversion 
Costs.”  The  definition  and  treatment  of 
this  latter  catraory  of  costs  are  covered  in 
FAR  31.205-31.  The  advice  of  govern¬ 
ment  technical  personnel  should  be  solic¬ 
ited  to  establish  the  necessity;  and  reason¬ 
ableness  of  proposed  significant  rear¬ 
rangement  costs. 

9-703.10  Depredation 
The  auditor  should  be  familiar  with 
current  Internal  Revenue  guidelines  and 
CAS  404  (Capitalization)  and  409  (De¬ 
preciation).  The  contractor’s  forecasts  for 
depreciation  should  be  evaluated  using 
Internal  Revenue  guidelines  as  recog¬ 


nized  by  current  DoD  instructions  and  in 
such  Cost  Accounting  Standards  as  CAS 
404  and  409  where  applicable.  The  audi¬ 
tor  should  evaluate  the  necessity  for  new 
acquisitions,  review  the  contractor’s  capi¬ 
tal  replacement  or  acquisition  policy  and 
ascertain  whether  (1)  acquisitions  have 
been  approved  by  management,  (2)  actu¬ 
al  commitments  have  been  made,  and  (3) 
proper  consideration  has  been  given  to 
lead  time,  installation  costs,  and  rear¬ 
rangement  expenses  (see  7-400). 

9-703.11  Rent 

Estimated  rentals  of  machinery  and 
equipment  should  be  compared  with 
costs  incurred  for  rentals.  Rental  agree¬ 
ments  should  be  reviewed  to  ascertain 
expiration  dates  and  renewal  and  pur¬ 
chase  options.  The  auditor’s  attention  is 
particularly  directed  to  FAR  31.205-36 
for  guidance  in  determining  the  reason¬ 
ableness  and  acceptability  of  rental  costs 
(including  the  sale  and  leaseback  of  facili¬ 
ties).  In  this  connection,  special  emphasis 
should  be  on  evaluating  the  contractor’s 
policies  and  practices  where  si^ificant 
portions  of  the  plant  and  facilities  are 
acquired  by  renting  in  lieu  of  purchase. 

9-703.12  Occupancy  Cost 

The  auditor  should  evaluate  the  rea¬ 
sonableness  of  costs  associated  with  the 
use  and  occupancy  of  the  contractor’s 
facilities.  These  costs  include  insurance, 
taxes,  heat,  light,  guard  services,  and 
maintenance  expense.  The  evaluation 
should  include  a  review  of  insurance 
coverage,  tax  records,  assessment  notice, 
utility  bills,  security  requirements,  and  a 
comparison  of  estimate  costs  with  the 
historical  pattern  of  expense. 

9-703.13  Excess  Facilities 

The  auditor  should  determine  whether 
estimated  expenses  for  depreciation, 
rent,  and  occupancy  include  costs  gener¬ 
ated  by  excess  facilities.  When  it  is  deter¬ 
mined  that  costs  attributable  to  excess 
facilities  are  included  in  the  estimate,  the 
auditor  should  be  guided  by  FAR  31 .205- 
17  and  the  provisions  of  the  proposed 
contract.  The  auditor  should  consider 
any  trends  which  might  indicate  the 
probability  that  excess  facilities  will  de¬ 
velop  during  the  period  of  the  contract.  A 
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review  of  the  contractor’s  budgets  should 
provide  insight  in  this  area  (see  5-SOO). 
Factors  which  may  create  excess  facilities 
include  reduced  workload,  acquisition  of 
additional  facilities,  and  shutdown  of 
existing  facilities.  When  the  auditor’s 
evaluation  indicates  the  probability  of  a 
significant  increase  in  costs  of  excess 
facilities  which  will  be  allocated  to  the 
proposed  contract,  the  auditor  should 
recommend  that  the  contract  contain 
appropriate  dollar  limitations. 

9-703.14  Corporate  or  Home  Office 
Assessments 

Indirect  cost  forecasts  made  by  an 
operating  division  will  usually  include 
the  anticipated  home  office  assessment  to 
that  division.  The  reasonableness  of  the 
assessment  should  be  evaluated  on  the 
basis  of  services  to  be  rendered  or  avail¬ 
able  to  the  operating  division.  The  bases 
of  assessment  should  be  reviewed  to 
determine  that  all  components  of  the 
company  bear  an  suitable  share.  An 
accurate  determination  at  the  operating 
level  may  prove  difficult  and  may  include 
prorations  of  nonallowable  home  office 
and  corporate  expenses.  When  the 
amounts  involved  are  significant,  an  as¬ 
sist  audit  of  the  home  office  expenses 
should  be  requested.  The  auditor  at  the 
operating  unit  should  furnish  the  assist 
auditor  with  sufficient  data  as  to  the 
contemplated  level  of  activity  of  the 
operating  unit  during  the  proposed  con¬ 
tract  period  to  enable  the  home  office 
auditor  to  render  an  opinion  as  to  the 
appropriate  participation  of  the  operat¬ 
ing  unit  in  the  total  allocable  home  office 
expense.  When  feasible,  the  home  office 
auditor  should  arrange  for  the  periodic 
review  of  forward  pricing  home  office 
rates  applicable  to  operating  divisions 
which  have  significant  amount  of  govern¬ 
ment  business.  The  results  of  the  reviews 
should  be  forwarded  to  the  auditors  at 
the  operating  units  for  their  use  in  evalu¬ 
ating  propoMS  (see  6-804). 

9-703.15  MhceUaneous  Income  and 
Cradit  Adlnatments 

The  auditor  is  concerned  with  credit 
adjustments  to  indirect  accounts,  credits 
to  direct  accounts  which  should  have 
been  credited  to  indirect  accounts,  and 


miscellaneous  income  which  has  not  been 
credited  either  to  indirect  or  direct  ac¬ 
counts. 

He  or  she  must  consider  whether  the 
amount  is  correct,  whether  the  period  in 
which  the  adjustment  or  income  is  credit¬ 
ed  is  appropriate,  and  whether  the  ac¬ 
counting  treatment  is  acceptable. 

a.  As  a  minimum  the  audit  should 
include  a  review  of  the  contractor’s  finan¬ 
cial  statements,  including  the  statements 
of  cash  flow,  miscellaneous  income  ac¬ 
counts,  and  journal  vouchers.  The  audi¬ 
tor  should  analyze  the  trends  of  the  credit 
items  in  the  periods  covered  by  the 
estimate. 

b.  The  auditor  may  find  that  the  indi¬ 
rect  expense  pools  have  not  been  reduced 
by  the  amount  of  income  received  from 
such  sources  as  scrap  sales  and  rentals. 
Cash  discounts  taken  and  trade  discounts 
may  have  been  credited  to  income  ac¬ 
counts. 

c.  Credit  adjustments  should  be  reflect¬ 
ed  in  the  indirect  cost  pools  for  amounts 
chargeable  directly  to  contracts  and 
amounts  chargeable  directly  to  termina¬ 
tion  proposes.  The  auditor  should  re¬ 
view  the  anticipated  activity  for  contracts 
for  technical  services,  overhaul,  spare 
parts,  and  facilities,  the  costs  of  which  are 
wholly  or  partially  recovered  either  di¬ 
rectly  or  on  a  fixed  rate  basis. 

d.  Credit  adjustments  should  be  ap¬ 
plied  against  the  expense  originally 
charged;  however,  when  the  application 
of  the  credit  would  distort  the  expense 
projection,  the  credit  should  be  shown 
^arately  as  a  reduction  of  the  total 
indirect  cost  pool.  Examples  of  such 
credit  adjustment  are  worker’s  compen¬ 
sation  insurance  refunds,  price  adjust¬ 
ments  on  material  purchases,  and  insur¬ 
ance  payments  under  casualty  claims. 

9-703.16  Independent  Research  and 
Development  and  Bid  and  IVoposal  Costs 

FAR  31.20S-18  sets  forth  certain  rules 
and  procedures  for  establishing  the  allow¬ 
ability  of  IR&D  and  B&P  costs.  For 
contractors’  CFYs  beginning  after  30 
September  1992,  the  ceiling  limitations 
have  been  removed  for  most  contractors 
(see  7-1506).  However,  as  discussed  in  7- 
1 306,  ceiling  limitations  are  still  in  place 
for  three  full  CFYs  after  30  September 
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1992  for  larger  contractors  with  substan¬ 
tial  amounts  of  IR&D  and  B&P  costs. 
After  this  time  frame  the  limitation  will 
be  removed.  IR&D  and  B&P  costs  fore¬ 
cast  for  tiiese  contractors  should  consider 
these  limitations  until  they  are  removed. 
For  those  contractors  where  ceiling  limi¬ 
tations  are  no  longer  applicable,  the  fore¬ 
cast  of  IR&D  and  B&P  costs  still  need  to 
be  allowable,  allocable,  and  reasonable 
and  be  of  potential  interest  to  DoD  (see 
7-1500). 

9-704  Evaluation  of  Prospective 
Indirect  Cost  Rates 

9-704.1  Evaluation  of  Rate 

Indirect  costs,  while  expressed  as  dol¬ 
lars,  are  calculated  by  the  application  of  a 
rate  to  a  selected  cost  base.  To  properly 
evaluate  the  acceptability  and  reason¬ 
ableness  of  the  contractor’s  indirect  cost 
rates,  the  auditor  should  review  the  peri¬ 
od  covered  by  the  rate  and  the  propriety 
of  the  rate  structure  by  which  indirect 
costs  are  allocated  to  cost  objectives. 

9-704.2  Rate  Period 

a.  The  auditor  should  determine 
whether  the  period  used  in  developing  an 
indirect  cost  rate  is  appropriate  for  the 
contemplated  period  of  contract  perfor¬ 
mance.  For  example,  if  the  rate  used  is 
based  on  projections  covering  a  one  year 
period  and  the  period  of  contract  perfor¬ 
mance  is  expected  to  cover  two  years,  the 
rate  may  not  be  appropriate  for  the 
second  year.  When  unable  to  support  the 
use  of  such  a  single  rate,  the  contractor 
should  be  requested  to  submit  rates  for 
the  subsequent  periods  involved.  When 
the  period  used  by  the  contractor  coin¬ 
cides  with  the  penod  of  contract  perfor¬ 
mance,  the  auditor  should  determine  that 
consideration  has  been  given  to  all  work 
anticipated  during  the  forecast  period 
which  might  influence  the  indirect  cost 
rate.  In  evaluating  the  reasonableness  of 
costs  contained  in  long  range  estimates, 
the  auditor  may  be  confronted  with  an 
unwillingness  on  the  part  of  the  contrac¬ 
tor  to  submit  supporting  data  or  an 
inability  to  submit  reliable  data.  When 
there  is  reason  to  believe  the  contractor 
has  data  that  relates  to  an  estimate  but  is 


unwilling  to  submit  it,  the  auditor  should 
so  notify  the  contracting  officer  and 
recommend  that  the  contractor  be  re¬ 
quired  to  make  such  data  available  (see 
also  1-500). 

b.  Long  range  projections  may  lack 
sufficient  data  on  which  to  base  a  reliable 
estimate.  When  the  estimates  are  not 
susceptible  to  a  reasonable  evaluation, 
the  auditor  should  so  inform  the  con¬ 
tracting  officer  and  make  appropriate 
recommendations.  For  example,  the  au¬ 
ditor  mi^t  recommend  that  a  proposed 
award  be  made  on  a  flexible  price  basis  in 
accordance  with  the  provisions  of  FAR 
Part  16/DFARS  Part  216,  particularly 
when  uncertainties  in  the  long  term  indi¬ 
rect  cost  forecasts  are  combined  with  the 
possibility  of  contract  changes  and  the 
indefinite  nature  of  the  particular  govern¬ 
ment  program. 

c.  CAS  406  “Cost  Accounting  Period” 
was  established  to  provide  criteria  for 
selecting  time  periods  to  be  used  as  cost 
accounting  periods  for  contract  cost  esti¬ 
mating,  accumulating,  and  reporting.  The 
Standard  will  reduce  effects  of  variations 
in  the  flow  of  costs  within  each  cost 
accounting  period  (see  8-406). 

9-704.3  Propriety  of  Rate  Structure 

The  equity  of  the  allocation  of  indirect 
cost  is  dependent  upon  an  evaluation  of 
the  rate  structure.  Contractors  may  com¬ 
pute  separate  indirect  cost  rates  for  indi¬ 
rect  costs  such  as  manufacturing  expense 
or  engineering  expense,  and  the  bases 
used  in  the  computation  of  indirect  cost 
rates  may  vary.  Contractors  modifying 
their  cost  accounting  systems  to  an  ad¬ 
vanced  cost  management  system  may 
adopt  the  use  of  multiple  rates  (see  6- 
606.2c  and  6-608.  Ic).  Contractors  must 
use  the  same  rate  structure  for  estimating 
purposes  as  they  do  for  historical  costing 
purposes.  When  a  contractor  employs  a 
different  rate  structure  for  cost  estimates, 
the  auditor  should  inquire  whether  a 
change  in  its  accounting  system  is 
planned.  If  a  change  is  planned,  the 
contractor  must  submit  a  cost  impact 
statement  resulting  from  the  change  and 
agree  to  an  adjustment  as  required  by 
FAR  52.230-5  of  the  CAS  administration 
clause  (see  8-500).  The  auditor  should 
review  the  change  to  determine  if  the 
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different  method  causes  inequitable  re¬ 
sults  and  the  validity  of  the  cost  impact 
statement.  A  change  in  method  is  not 
improi^r  by  itself.  The  auditor  should 
recognize  that  the  impact  of  current 
procurement,  changes  in  production  mix, 
modernization  of  manufacturing  pro¬ 
cesses  and  practices  (14-800),  and  other 
factors  may  necessitate  the  revision  of  an 
existing  rate  structure  to  provide  equita¬ 
ble  cost  allocations.  The  criteria  used  in 
determining  the  propriety  of  the  number 
and  types  of  indirect  cost  rates  appropri¬ 
ate  under  varying  conditions  and  the 
propriety  of  the  related  proration  bases 
are  discussed  in  6-600. 

9-704.4  Ceiling  Rates 
Indirect  cost  rates  may  be  subject  to 
sharp  fluctuations.  In  periods  of  declin¬ 


ing  workloads,  for  example,  indirect  cost 
rates  tend  to  increase  because  nonvaria¬ 
ble  costs  are  spread  over  a  smaller  alloca¬ 
tion  base.  In  the  case  of  a  coiporate 
reorganization  or  a  realignment  of  man¬ 
agement  functions,  additional  costs  may 
be  incurred  which  may  result  in  an 
increase  in  indirect  cost  rates.  When  the 
auditor’s  review  indicates  the  possibility 
of  a  decline  in  workload,  a  change  in 
management  functions  or  any  other  fac¬ 
tor  which  would  result  in  significant 
fluctuations  in  the  rates,  the  auditor 
should  determine  the  effect  on  the  rate 
computation.  Where  warranted,  the  audi¬ 
tor  should  recommend  ceilings  in  the 
indirect  cost  rates  to  prevent  the  accep¬ 
tance  of  an  unreasonable  amount  of 
indirect  costs  in  the  negotiation  of  the 
contract  price. 
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9-800  Section  8  —  Economic  Considerations  in  Price  Proposals 


9-801  Introduction 

This  section  provides  guidance  on  the 
evaluation  of  proposed  economic  costs. 

9-802  General 

There  are  essentially  two  ways  that 
contract  prices  can  reflect  the  impact  of 
inflation  over  the  contract  performance 
period. 

a.  In  the  most  widely  used  method,  the 
proposed  contract  price  includes  current 
estimates  of  wages  and  prices  that  are 
expected  to  be  experienced  during  con¬ 
tract  performance.  The  preferred  bases 
for  current  estimates  are  forecasts  of 
future  wage  and  price  indices  prepared  by 
qualified,  professional  economists.  Their 
predictions  are  based  on  econometric 
computer  models  of  the  U.S.  economy 
which  consider  a  large  number  of  factors 
that  influence  wages  and  prices.  Accord¬ 
ingly,  when  evaluating  proposals  by  this 
method,  follow  the  guidance  for  using 
economic  forecasts  explained  in  DCAAP 
7641.74,  Use  of  Economic  Indexes  in 
Contract  Audits. 

b.  Alternatively,  the  contract  proposal 
may  be  priced  without  escalation  and  an 
economic  price  adjustment  (EPA)  clause 
may  be  proposed.  This  arrangement  is 
appropriate  when  there  is  serious  doubt 
about  the  stability  of  future  market  or 
labor  conditions  during  an  extended  con¬ 
tract  performance  period.  When  such 
expectations  are  not  included  in  the  con¬ 
tract  price,  and  they  can  be  separately 
identified,  they  may  be  covered  by  an 
EPA  clause. 

c.  Use  of  EPA  clauses  has  increased, 
primarily  because  of  potential  inequities 
that  fixed-price  contracting  can  produce 
in  periods  of  economic  uncertainty.  Such 
clauses  are  intended  to  protect  both  the 
government  and  the  contractor  from  the 
effects  of  abnormal  wage  and/or  price 
changes  which  could  cause  significant 
losses  or  windfall  gains  for  reasons  be¬ 
yond  the  control  of  the  contracting  par¬ 
ties. 


9-803  Types  of  EPA  Clauses 

FAR  16.203-1  specifies  three  basic 
types  of  EPA  clauses; 

a.  The  first  provides  for  adjustments 
based  on  established  prices.  It  is  used 
where  basic  commodities  and  commer¬ 
cial  items  (i.e.,  steel,  aluminum,  brass, 
bronze,  copper,  and  standard  supplies) 
comprise  a  major  portion  of  the  contract 
work.  Price  adjustments  are  based  on  an 
increase  or  decrease  from  a  sp^ified 
level  in  published  or  established  prices  of 
either  specific  items  or  price  levels  of 
contract  end  items. 

b.  The  second  type  provides  for  adjust¬ 
ments  based  on  the  contractor’s  experi¬ 
enced  labor  or  material  costs  and  is 
commonly  referred  to  as  the  actual  cost 
method.  This  type  of  clause  is  used  when 
there  is  no  major  element  of  design 
engineering  or  development  work  in¬ 
volved  and  one  or  more  identifiable  labor 
or  material  cost  factors  are  subject  to 
change.  Price  adjustments  are  based  on 
an  increase  or  decrease  in  specified  costs 
of  labor  or  material  actually  experienced 
by  the  contractor  during  performance  of 
the  contract. 

c.  The  third  type  is  referred  to  as  the 
cost  index  method.  It  is  used  when  there 
will  be  an  extended  period  of  perfor¬ 
mance  and  the  amount  subject  to  adjust¬ 
ment  is  substantial.  Although  many  vari¬ 
ations  can  be  developed,  one  approach  is 
to  select  representative  BLS  labor  and 
material  indices  and  project  them  into 
the  future.  Price  adjustments  result  only 
if  the  actual  indices  are  outside  a  defined 
range  about  the  projections. 

9-804  Evaluation  Techniques  and 
Considerations 

a.  Techniques  to  evaluate  proposed 
costs  subject  to  EPA  clauses  are  depen¬ 
dent  on  (1)  the  appropriate  clause,  (2)  the 
contractor’s  accounting  system,  and  (3) 
other  factors  relevant  to  the  proposed 
acquisition.  As  appropriate,  use  evalu¬ 
ation  techniques  in  the  preceding  sec¬ 
tions  of  this  chapter. 
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b.  The  evaluation  techniques  used  in 
the  preaward  audit  of  a  proposed  EPA 
clause  should  be  selected  to  assure  that 
(1)  economic  factors  already  contained  in 
the  oridnal  price  proposal  are  not  dupli¬ 
cated,  (2)  the  base  period  of  the  clause  is 
the  same  period  used  to  establish  the  base 
price,  (3)  the  contemplated  clause  is  the 
most  appropriate  for  the  anticipated  con¬ 
tract  environment,  (4)  the  contractor’s 
accounting  system  is  capable  of  identi¬ 
fying  and  s^egating  the  specific  eco¬ 
nomic  costs  subject  to  adjustment  from 
those  attributable  to  qualitative  and/or 
quantitative  changes,  and  (5)  an  adjust¬ 
ment  will  be  made  for  only  those  eco¬ 
nomic  changes  beyond  the  control  of  the 
contractor. 

9-805  Unsatisbctoiy  Conditions 

Auditor  vimlance  is  necessary  to  pre¬ 
clude  unsatisfactory  conditions  as  envi¬ 


sioned  by  4-803.  While  the  auditor 
should  be  involved  in  preaward  econom¬ 
ic  decisions,  it  may  not  always  be  possi¬ 
ble  to  do  an  audit  evaluation  before  the 
contract  is  executed;  such  action  may  not 
be  requested  or  time  may  not  permit  a 
review  based  on  the  auditor’s  initiative. 
At  all  times,  but  especially  when  this  is 
the  case,  the  auditor  must  be  alert  to 
possible  contractor  windfall  profits  or 
other  excessive  cost  recoveries  due  to  the 
operation  of  the  EPA  clause.  When  these 
conditions  are  detected  the  contracting 
officer  should  be  advised.  All  remedies 
should  be  exhausted  at  the  FAO  and 
regional  level.  If  the  situation  continues, 
however,  and  resolution  by  the  FAO  or 
the  r^onal  office  seems  improbable,  the 
condition  should  be  reported  in  accor¬ 
dance  with  4-803. 
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9-900  Section  9  —  Profit  in  Price  Proposals 


9-901  Introduction 

a.  This  section  provides  policy  guid¬ 
ance  as  to  the  auditor’s  responsibilities 
related  to  profit  or  fee  included  in  the 
contractor’s  price  proposal. 

b.  FAR  15.900/DFARS  Subpart  215.9 
state  the  government  and  DoD  policies 
and  procedures  for  determining  profit 
and  fee  objectives  for  negotiated  con¬ 
tracts.  It  is  in  the  government’s  interest 
and  therefore  the  general  policy  of  Ek>D 
and  civilian  agencies  to  offer  contractors 
opportunities  for  financial  rewards  suffi¬ 
cient  to  stimulate  efficient  contractor 
performance,  attract  the  best  capabilities 
of  qualified  contractors,  and  maintain  a 
viable  industrial  base. 

9-902  Weighted  Guidelines  for  DoD 
Profit  Policy 

a.  The  weighted  guidelines  method  set 
forth  in  DFARS  215.971  is  generally 
prescribed  for  use  by  contracting  officers 
in  computing  the  profit  objective  to  be 
used  in  negotiating  contracts  with  com¬ 
mercial  organizations  where  cost  analysis 
is  performed  (see  9-903  for  other  meth¬ 
ods).  Under  this  method,  the  contracting 
officer  is  required  to  perform  the  profit 
analysis  necessa^  to  develop  a  prenegoti¬ 
ation  objective  for  each  contract  action. 
The  wei^ted  guidelines  method  express¬ 
ly  takes  into  account  (1)  the  contractor’s 
degree  of  performance  risk  in  producing 
the  goods  or  services  purchased  under  the 
contract  action,  (2)  the  contract-type  risk 
assumed  by  the  contractor  under  varied 
contract  and  incentive  arrangements,  (3) 
the  level  of  working  capital  needed  for 
contract  performance,  and  (4)  the  nature 
of  the  contractor’s  facilities  capital  to  be 
employed. 

b.  Contractors  are  encouraged  to 
present  the  details  of  proposed  profit 
amounts  in  the  weighted  guidelines  for¬ 
mat.  This  would  facilitate  a  more  com¬ 
plete  discussion  of  the  individual  factors 
which  will  determine  the  overall  profit 
objective.  The  contracting  officer  is  re¬ 
quired  to  utilize  the  weighted  guidelines 
method  in  establishing  a  profit  objective 


for  each  applicable  negotiated  contract 
and  to  document  the  files  accordingly. 
This  “initial”  profit  objective  is,  of 
course,  subject  to  later  discussion  and 
revision  as  part  of  the  overall  price 
negotiated  for  the  contract.  In  establish¬ 
ing  a  profit  objective  for  a  prospective 
contract  award,  the  contracting  officer  is 
required  to  consider  all  pertinent  infor¬ 
mation,  including  audit  data,  available 
prior  to  negotiation.  It  is  not,  however, 
intended  that  the  profit  objective  be 
computed  based  on  precise  mathematical 
calculations  particularly  for  sub-elements 
of  the  major  profit  factors. 

9-903  Other  Methods  for 
Establishing  DoD  Profit  Objectives 

Other  methods  for  establishing  profit 
objectives  may  be  used  for  the  contract 
types  set  forth  in  DFARS  215.973.  Gen¬ 
erally,  it  is  expected  that  such  methods 
will  ensure  that  the  appropriate  profit 
factors  and  the  relative  values  of  these 
factors  are  considered.  In  addition, 
DFARS  215.972  describes  the  modified 
weighted  guidelines  method  for  nonprofit 
organizations.  The  procedures  for  estab¬ 
lishing  fee  provisions  on  cost-plus-award- 
fee  contracts  are  described  in  DFARS 
216.404-2  and  215.974.  Note  that  they 
do  not  permit  the  use  of  the  weighted 
guidelines  method. 

9-904  Civilian  Agency  Profit  Policies 
and  Procedures 

Civilian  agencies’  profit  policies  and 
procedures  are  contained  in  FAR  1 5.900 
and  those  agencies’  FAR  supplements  to 
1 5.900.  These  policies  also  provide  for  a 
structured  approach  to  the  profit  objec¬ 
tive  to  be  used  in  negotiating  contracts 
with  commercial  organizations  where 
cost  analysis  is  performed.  NASA  uses 
the  structured  approach  which  considers 
contractor  effort  in  each  cost  category, 
cost  risk,  investment,  performance,  so¬ 
cioeconomic  programs,  and  special  situa¬ 
tions.  DOE  uses  weighted  guidelines 
which  consider  sub-levels  of  the  cost 
elements,  contract  risk,  capital  invest- 


DCAA  Contract  Audit  Mnnonl 


976 

19-904 


January  1995 


ment,  independent  research  and  develop¬ 
ment,  special  program  participation,  and 
other  considerations.  DOT  uses  wei^ted 
guideline  methods  for  manufacturing 
contracts,  research  and  development  con¬ 
tracts,  and  services  contracts.  Risk  per¬ 
centage  ranges  are  provided  by  contract 
type  for  each  of  the  contract  categories. 
GSA  uses  a  structured  approach  which 
considers  material  acquisition,  conver¬ 
sion  direct  labor,  conversion  related  indi¬ 
rect  costs,  other  costs,  and  general  man¬ 
agement.  Other  factors  include  contract 
cost  risk,  capital  investment,  cost  control 
and  other  past  accomplishments.  Federal 
socioeconomic  programs,  and  special  si¬ 
tuations  and  independent  development. 

9-905  Responsibilities 

a.  Contracting  Officer.  After  evaluating 
the  contractor’s  cost  proposal  and  estab¬ 
lishing  negotiation  objectives  on  cost,  the 
contracting  officer  is  responsible  for  us¬ 
ing  the  weighted  guidelines  method  un¬ 
der  DFARS  215.971  to  complete  DD 
Form  1861,  Contract  Facilities  Capital 
Cost  of  Money.  The  completion  of  this 
form  is  a  prerequisite  to  the  completion 
of  DD  Form  1547,  Record  of  Wei^ted 
Guidelines  Method  Application.  These 
two  forms  are  shown  in  DFARS  253.303- 
1547  and  253.303-1861.  Note  also  that 
the  contracting  officer  may  request  com¬ 
pletion  of  these  forms  throu^  normal 
field  pricing  support  procedures  (9-103 
and  DFARS  215.805). 

b.  DCAA.  The  auditor  is  responsible 
for  determining  that  the  contractor’s  fi¬ 
nancial  and  cost  data  supporting  the 
profit  allowance  is  fairly  stated,  and 
preparing  report  comments  on  this  deter¬ 
mination  in  accordance  with  the  guid¬ 
ance  in  10-307.6.  Examples  of  appropri¬ 
ate  areas  for  comment  are  provided  in 
the  following  paragraphs  on  specific  prof¬ 
it  factors.  However,  see  9-906.6  on  limi¬ 
tations. 

9-906  Andh  Policy 

In  conjunction  with  the  evaluation  of 
the  price  proposal,  examine  the  contrac¬ 
tor’s  profit  submission  and  books  and 
records  to  develop  comments  on  the 
major  profit  factors  for  inclusion  in  the 


audit  report.  Direct  comments  toward 
assisting  the  contracting  officer  in  devel¬ 
oping  a  profit  objective  for  the  contract 
and  conducting  the  profit  negotiations 
with  the  contractor.  When  methods  other 
than  weighted  guidelines  are  used  for 
establishing  profit  objectives,  develop 
comments  similar  to  those  required  un¬ 
der  contracts  where  weighted  guidelines 
apply.  A  percentage  computation  should 
not  be  shown  in  the  report  nor  should  the 
contractor’s  requested  profit  percentage 
be  related  to  questioned  costs.  Also  note 
that  it  is  not  Agency  policy  to  initiate 
completion  of  the  profit  form,  DD  Form 
1 547,  although  the  auditor  may  assist  in 
evaluating  or  completing  this  form  if 
specifically  called  upon  to  do  so  by  the 
contracting  officer. 

9-906.1  Contractor  Performance  Risk 

This  factor  under  DoD  weighted  guide¬ 
lines  addresses  the  contractor’s  risk  in 
fulfilling  contractual  requirements 
through  consideration  of  three  broad 
categories  (technical,  management,  and 
cost).  The  auditor  may  include  comments 
on  these  cat^ories  to  assist  the  contract¬ 
ing  officer  in  determining  whether  the 
profit  objective  for  each  category  should 
be  set  toward  the  lower  or  upper  level  of 
the  established  percentage  range.  Exam¬ 
ples  of  areas  for  comment  include:  reli¬ 
ability  of  management  and  internal  con¬ 
trol  systems,  reliability  of  cost  estimates 
and  the  contractor’s  cost  estimating  sys¬ 
tem,  and  cost  reduction  initiatives  and 
cost  control  (see  DFARS  215.971-2). 

9-906.2  Contract-Type  Risk 

a.  This  profit  factor  under  DoD  weight¬ 
ed  guidelines  focuses  on  the  degree  of 
cost  responsibility  accepted  by  the  con¬ 
tractor  under  varying  contract  structures 
and  incentive  arrangements.  When  ap¬ 
propriate,  comment  on  the  availability  or 
extent  of  cost  history,  the  length  of  the 
performance  period,  the  extent  of  effort 
subcontracted,  and  the  extent  of  any 
costs  already  incurred  under  an  undefini- 
tized  contract  action  (see  DFARS 
215.971-3). 

b.  For  fixed-price  contracts  with  prog¬ 
ress  payment  provisions,  an  aujustment 
to  consider  contractor  working  capital 
needs  is  to  be  calculated  by  the  contract- 
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ing  officer  and  added  to  the  contract-type 
risk  factor.  With  regard  to  this  adjust¬ 
ment,  comment  on  the  accuracy  of  allow¬ 
able  costs,  whether  the  costs  properly 
exclude  facilities  capital  cost  of  money 
(FCCM),  and  the  accuracy  of  the  deduc¬ 
tion  for  progress  payments  (see  DFARS 

215.971- 3(eK3)). 

9-906 J  Facilities  Capital  Employed 

a.  This  profit  factor  under  DoD  weight¬ 
ed  guidelines  recognizes  the  contractor’s 
facilities  capital  to  be  employed  during 
contract  performance.  The  amount  of 
reco^ition  is  separated  among  asset  ca¬ 
tegories  in  proportion  to  the  potential  for 
productivity.  The  asset  categories  are 
land,  buildings,  and  equipment.  The  des¬ 
ignated  profit  rate  ranges  are  0  percent 
for  land,  10  to  20  percent  for  buildings, 
and  20  to  SO  percent  for  equipment.  Note 
th't  significant  emphasis  is  placed  on  the 
investment  in  equipment.  The  auditor 
may  comment  on  the  accuracy  and  distri¬ 
bution  of  the  facilities  capital  employed 
among  the  asset  cate^ones  or  on  the 
extent  of  idle  facilities  (see  DFARS 

215.971- 4). 

b.  An  alternate  set  of  lower  ranges 
should  be  used  by  contracting  officers  to 
compute  the  facilities  capital  profit  factor 
(I)  in  the  event  that  a  firm  which  is 
predominantly  facilitized  for  manufac¬ 
turing  work  receives  a  service  or  R&D 
contract  and  (2)  in  reci^ition  that  the 
method  used  to  allocate  rcCM  can  result 
in  a  disproportionate  atlset  allocation  to 
R&D  and  services  effort.  The  alternate 
ranges  are  0  percent  for  land,  0  to  10 
percent  for  buildings,  and  IS  to  25  per¬ 
cent  for  equipment.  The  auditor  may 
comment  on  the  proportionality  of  the 
asset  allocation. 

c.  No  fee  or  profit  will  be  allowed 
under  a  “facilities  contract”  (see  FAR 
45.302-2^.))  or  for  facilities  purchased 
“for  the  account”  of  the  government 
under  any  other  type  of  contract  (see 
FAR  t5.302-3(c)). 

9-906.4  Cost  iBteirelatioiuhips 

Cost  interrelationships  that  affect  prof¬ 
it  should  be  noted  in  the  appendix  on 
profit,  10-307.6,  and  in  other  sections  of 
the  audit  report,  as  appropriate.  Exam¬ 
ples  include: 


a.  In  the  contractor-performance  and 
contract-type  risk  categories,  profit  is  not 
assigned  to  G&A  expenses,  costs  of  facili¬ 
ties  when  purchased  for  the  account  of 
the  government,  contractor  IR&D/B&P, 
and  FCCM.  As  a  result,  contractors  may 
consider  changes  to  their  accounting 
structures  in  order  to  maximize  profits. 
For  example,  it  could  be  to  the  contrac¬ 
tor’s  benefit  to  shift  marginal  G&A  ex¬ 
penses  into  overhead  or,  ^tematively,  to 
segr^te  the  G&A  pool  costs  into  two 
portions  (G&A  as  defined  by  CAS,  and 
other  expenses).  The  contractor  could 
then  propose  profit  on  the  other  expenses 
not  categorized  as  G&A. 

b.  Also  be  aware  of  the  interrelation¬ 
ships  between  DoD’s  profit  policy  and 
compliance  with  DFARS  215.871  on 
production  special  tooling  and  produc¬ 
tion  special  test  equipment  (PST  and 
PSTE).  The  contracting  officer  should 
include  where  appropriate  a  special  pro¬ 
vision  in  the  solicitation  and  contract 
which  addresses  how  facilities  capital 
cost  of  money  will  be  estimated,  mea¬ 
sured,  and  paid  on  the  unamortized  cost 
of  PST  or  PSTE  and  the  computing  of 
profit  or  fee  for  PST  and  PSTE.  When 
questioning  cost  proposed  in  excess  of 
the  payment  limitations  imposed  by 
DFARS  215.871  (see  9-605.2),  make  ap¬ 
propriate  disclosures  on  whether  the  con¬ 
tractor  took  into  account  the  implication 
of  these  items  in  profit  consideration  and 
FCCM. 

9-906.5  Oi.sets 

Be  alert  to  the  alternate  approaches  to 
the  weighted  guidelines  method  andthat 
offset  policies  apply  to  certain  pricing 
actions.  DFARS  215.971-3(cX3), 
215.972(d),  and  215.973(bX2)  and 
215.974(c)  address  specific  typ^  of  off¬ 
sets  or  exclusions  in  establishing  a 
fee/profit  objective.  Concurrently,  if  the 
contractor  does  not  elect  to  claim  or 
propose  FCCM,  recommendations 
should  be  made  to  insert  the  clauses  at 
FAR  52.21 5-30  and  -31  into  the  contract, 
if  not  already  incorporated  in  the  solicita¬ 
tion. 

9-906.6  Liadtatioiis 

Establishment  of  an  appropriate  profit 
allowance  is  a  crucial  asprat  of  most 


DCAA  CoBtract  Aodh  MaBoal 


978 

19-906.6 


January  1995 


contract  negotiations.  Except  for  the  profit  area  except  upon  specific  contract- 
comments  suggested  above,  which  are  ing  officer  request.  In  this  event,  the 
intended  to  hdp  the  contracting  officer  auditor’s  effort  will  be  limited  to  fumish- 
by  furnishing  the  information  which  he  ing  the  information  or  factual  data  re- 
or  she  will  usually  wish  to  consider,  the  quested, 
auditor  will  not  initiate  action  in  the 
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9-1000  Section  10  —  Review  of  Parametric  Cost  Estimates 


9-1001  Introduction 

a.  This  section  contains  an  overview 
and  general  guidance  on  reviewing  cost- 
to-noncost  estimating  relationships,  pri¬ 
marily  in  the  context  of  contractor  price 
propmals.  This  section  also  contains 
guidance  on  the  use  of  estimating  stan¬ 
dards  in  price  proposals.  It  supplements 
guidance  provided  in  this  chapter,  refer¬ 
enced  api^ndixes,  and  in  10-300  which  is 
applicable  to  proposal  audits  r^ardless 
of  the  cost  estimating  methods  used. 
More  detailed  guidance  can  be  found  in 
Appendix  D-400,  Cost  Estimating  Meth¬ 
ods.  This  supplementary  guidance  con¬ 
tains  criteria  contractors  should  meet 
before  submitting  proposals  based  on 
parametric  cost  estimates. 

9-1002  Panunetric  Cost  Estimating 
Terminology 

9-1002.1  Definition  of  Panunetric  Cost 
Estimating 

a.  Parametric  cost  estimating  (“para- 
metrics”)  has  been  defined  as  a  technique 
employing  one  or  more  cost  estimating 
relationships  (CERs)  to  estimate  costs 
associated  with  the  development,  manu¬ 
facture,  or  modification  of  an  end  item 

I>^Sb).  A  CER  expresses  a  quanti¬ 
fiable  correlation  between  certain  ^stem 
costs  and  other  system  variables  either  of 
a  cost  or  technics  nature.  CERs  are  said 
to  represent  the  use  of  one  or  more 
independent  variables  to  predict  or  esti¬ 
mate  a  dependent  variable  (cost). 

b.  Parametrics  encompasses  even  the 
simplest  traditional  arithmetic  relation¬ 
ships  among  historical  data  such  as  sim¬ 
ple  factors  or  ratios  used  in  estimating 
scrap  costs.  However,  for  audit  purposes 
our  guidance  will  limit  special  consider¬ 
ation  of  parai^rics  to  more  advanced  or 
complex  applications.  These  may  involve 
extensive  use  of  cost-to-noncost  CERs, 
multiple  indqrendent  variables  related  to 
a  sin^  cost  effect,  or  independent  vari¬ 
ables  defined  in  terms  of  weapon  syriem 
performance  or  design  characteristics 
rather  than  mote  discrete  matoial  re¬ 
quirements  or  production  processes. 


EDP  data  bases  and/or  computer  model¬ 
ing  may  be  used  in  these  types  of  para¬ 
metric  cost  estimating  systems. 

c.  Parametric  estimating  techniques 
may  be  used  in  conjunction  with  any  of 
the  following  estimating  methods: 

(1)  Details  —  also  known  as  the 
bottoms-up  approach.  This  method  di¬ 
vides  proposals  into  their  smallest  com¬ 
ponent  tasks  and  are  normally  supported 
by  detailed  bills  of  material. 

(2)  Comparative  —  develops  proposed 
costs  using  like  items  produced  in  the 
past  as  a  baseline.  Allowances  are  made 
for  product  dissimilarities  and  changes  in 
such  things  as  complexity,  scale,  design, 
and  materials. 

(3)  Judgmental  —  subjective  method 
of  estimating  costs  using  estimates  of 
prior  experience,  judgment,  memory,  in¬ 
formal  notes,  and  other  data.  It  is  typical¬ 
ly  used  during  the  research  and  develop¬ 
ment  phase  when  drawings  have  not  yet 
been  developed. 

9-1002.2  Distinction  Between  Cost  and 
Noncost  Independent  Variables 

a.  Althou^  the  basic  criteria  for  cost- 
to-cost  and  cost-to-noncost  CERs  are 
generally  comparable,  the  supplementary 
criteria  in  this  section  pertain  to  cost-to- 
noncost  CERs.  Audits  of  traditional  cost- 
to-cost  estimating  rates  and  factors  are 
covered  in  other  sections  of  this  chapter 
and  in  referenced  appendixes. 

b.  Cost-to-noncost  CERs  are  CERs 
which  use  something  other  than  cost  or 
labor  hours  as  the  independent  variable. 
Examples  of  noncost  indepradent  vari¬ 
ables  include  end-item  weight,  perfor¬ 
mance  requirements,  density  of  electron¬ 
ic  packaging,  number  or  complexity  of 
engineering  drawings,  production  rates  or 
constraints,  and  number  of  tools  pro¬ 
duced  or  retooled.  CERs  involving  such 
variables,  sriien  significant,  require  that 
the  accuracy  and  currency  of  the  noncost 
variable  data  be  audited.  Special  audit 
considerations  are  described  in  9-1003 
and  9-1004. 

9-10023  Ums  of  PaiUMtric  CM 
Estiaales 

a.  Parametric  cost  estimating  is  used  by 
both  contractors  and  government  in  plan- 
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ning,  budgeting,  and  executing  the  acqui¬ 
sition  process.  Parametric  cost  models 
are  generally  made  up  of  several  CERs 
and  can  be  used  to  estimate  the  costs  for 
part  of  a  proposal  or  the  entire  prop<^. 
The  cost  models  are  often  computerized 
and  may  be  made  up  of  both  cost-to-cost 
and  cost-to-noncost  interrelated  CERs. 
The  guidance  contained  in  this  chapter  is 
intended  to  assist  in  the  review  of  para¬ 
metric  estimates,  CERs,  and/or  cost  mod¬ 
els  used  in  developing  price  proposals  for 
negotiation  of  government  contracts. 

b.  Parametric  cost  estimates  are  often 
used  to  crosscheck  the  reasonableness  of 
estimates  developed  using  other  estimat¬ 
ing  methods.  Genera! -y,  it  would  not  be 
prudent  to  rely  on  parametric  techniques 
based  on  a  broad  range  of  data  points  to 
estimate  costs  when  directly  applicable 
program  or  contract  speciflc  historical 
cost  data  is  available,  as  in  the  case  of 
follow-on  production  for  the  same  hard¬ 
ware  in  the  same  plant.  Nor  would  para¬ 
metric  techniques  be  appropriate  for  con¬ 
tract  pricing  of  specific  elements  such  as 
labor  and  indirect  cost  rates  which  re¬ 
quire  separate  forecasting  considerations 
such  as  time  and  place  of  contract  perfor¬ 
mance.  The  use  of  a  parametric  estimat¬ 
ing  method  is  considered  appropriate,  for 
example,  when  the  program  is  at  the 
engineering  conc<^t  stage  and  the  pro¬ 
gram  definition  is  unclear,  or  when  no 
bill  of  materials  exists.  In  such  cases,  the 
audit  evaluation  should  determine  that; 

(1)  the  parametric  cost  model  was 
ba^  on  historical  cost  data  and/or  was 
calibrated  to  that  data,  and 

(2)  the  contractor  has  demonstrated 
that  the  CER  or  cost  model  actually 
reflects  or  replicates  that  data  to  a  reason¬ 
able  degree  of  accuracy. 

9-1003  Puaaetric  EitbaatiBg 
Critcrfai  Cmt  Price  Proposab 

When  a  contractor  uses  parametric  cost 
estinuting  techniques  in  a  price  propo«d, 
the  auditor  will  apply  all  pertinent  crite¬ 
ria  applicable  to  any  proposal  along  with 
the  supplemental  criteria  provided  in  9- 
1004. 


9-1003.1  Disdosure  of  Parametric 
Estimating  Data 

a.  The  purpose  of  the  Truth  in  Negotia¬ 
tions  Act,  10  U.S.C.  2306(a),  is  to  pro¬ 
vide  the  government  with  all  facts  avail¬ 
able  to  the  contractor  at  the  time  of 
certification  and  that  the  cost  or  pricing 
data  was  current,  complete,  and  accurate 
(see  14-100).  Parametric  estimates  must 
meet  the  same  basic  disclosure  r^uire- 
ments  under  the  act  as  detailed  estimates. 

b.  Although  the  principles  are  no  dif¬ 
ferent,  proposals  supported  in  whole  or  in 
part  with  parametric  estimating  will 
present  new  fact  situations  concerning 
cost  or  pricing  data  which  is  required  to 
be  submitted.  A  fundamental  part  of  the 
definition  of  cost  or  pricing  data  is  “all 
facts . . .  which  prudent  buyers  and  sellers 
would  reasonably  expect  to  have  a  signifi¬ 
cant  effect  on  price  negotiations”  (FAR 
15.801).  Reasonable  parallels  may  be 
drawn  between  the  data  examples  provid¬ 
ed  in  FAR  for  discrete  estimating  ap¬ 
proaches  and  the  tyix  of  data  pertinent  to 
parametric  estimating  approaches.  For 
example,  if  a  contractor  uses  a  cost-to- 
noncost  CER  in  developing  an  estimate, 
the  data  for  the  CER  should  be  current, 
accurate,  and  complete  (see  D-4060. 

c.  Many  contractors  use  parametric 
cost  estimating  for  supplementary  sup¬ 
port  or  for  crosschecking  estimates  devel¬ 
oped  usin^  other  methods.  Judgment  is 
necessary  in  selecting  the  data  to  be  used 
in  developing  the  total  cost  estimate 
relied  upon  for  the  price  proposal.  In 
distinguishing  between  fact  and  judg¬ 
ment,  FAR  states  the  certificate  of  cost  or 
pricing  data  “does  not  make  representa¬ 
tions  as  to  the  accuracy  of  the  contrac¬ 
tor’s  judgment  on  the  estimated  portion 
of  future  costs  or  projections.  It  does, 
however,  apply  to  the  data  upon  which 
the  contractor’sjudgment  is  based”  (FAR 
lS.8()4-4[b]).  Therefore,  if  a  contractor 
develops  a  proposal  usin^  both  paramet¬ 
ric  data  and  discrete  estimates,  it  would 
be  prudent  to  disclose  all  pertinent  facts 
to  avoid  later  questions  about  full  disclo¬ 
sure  (see  D-4060- 

d.  The  auditor  should  address  the 

following  questions  during  the  evaluation 
of  parametric  cost  estimates:  I 
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•  Do  the  procedures  clearly  establish 
guidelines  for  when  panunetric  tech¬ 
niques  would  be  appropriate? 

•  Are  there  guidelines  for  the  consis¬ 
tent  application  of  estimating  tech¬ 
niques? 

•  Is  there  proper  identification  of 
sources  of  data  and  the  estimating  meth¬ 
ods  and  rationale  used  in  developing  cost 
estimates? 

•  Do  the  procedures  ensure  that  rele¬ 
vant  personnel  have  sufficient  training, 
experience,  and  guidance  to  perform  esti¬ 
mating  tasks  in  accordance  with  the  con¬ 
tractor’s  established  procedures? 

•  Is  there  an  internal  review  of  and 
accountability  for  the  adequacy  of  the 
estimating  system,  including  the  compar¬ 
ison  of  projected  results  to  actual  results 
and  an  analysis  of  any  differences? 

9-1004  Sopplemental  Estimating 
Criteria 

The  auditor  should  also  consider  the 
following  supplemental  criteria  when 
evaluating  parametric  cost  estimates. 

9-1004.1  Logical  Relationships 

The  contractor  should  demonstrate 
that  the  cost-to-noncost  estimating  rela¬ 
tionships  used  are  the  most  logical.  A 
contractor  should  consider  all  reasonably 
logical  estimating  alternatives  and  not 
limit  the  analysis  to  the  first  apparent  set 
of  variables.  When  a  contractor’s  analysis 
discloses  multiple  alternatives  that  ap¬ 
pear  logical,  statistical  testing  (9-1003.3) 
of  selected  Ic^cal  relationships  may  be 
used  to  provide  the  basis  for  choosing  the 
best  alternative. 

9^1004.2  Verifiable  Data 

The  contractor  should  demonstrate 
that  data  used  for  parametric  cost  esti¬ 
mating  relationships  can  be  verified.  In 
many  instances  the  auditor  will  not  have 
previously  evaluated  the  accuracy  of  non¬ 
cost  data  used  in  parametric  estimates. 
For  monitoring  and  documenting  non¬ 
cost  variables,  contractors  may  have  to 
modify  existing  information  systems  or 
develop  new  ones.  Information  that  is 
adequate  for  day-to-day  management 
needs  may  not  be  reliable  enough  for 
contract  pricing.  Data  used  in  parametric 


estimates  must  be  accurately  and  consis¬ 
tently  available  over  a  period  of  time  and 
easily  traced  to  or  reconciled  with  source 
documentation. 

9-1004J  Statistical  Validity 

The  contractor  should  demonstrate 
that  a  significant  statistical  relationship 
exists  among  the  variables  used  in  a 
parametric  cost  estimating  relationship. 
There  are  several  statistical  methods  such 
as  regression  analysis  that  can  be  used  to 
validate  a  cost  estimating  relationship; 
however,  no  single  uniform  test  can  be 
specified.  Statistical  testing  may  vary 
depending  on  an  overall  risk  assessment 
and  the  unique  nature  of  a  contractor’s 
parametric  data  base  and  the  related 
estimating  system.  Proposal  documenta¬ 
tion  should  describe  the  statistical  analy¬ 
sis  performed  and  include  the  contrac¬ 
tor’s  explanation  of  the  CER’s  statistical 
validity.  Sec  Appendix  E  for  information 
on  techniques  which  may  be  used  in  the 
evaluation  of  the  cost  estimating  relation¬ 
ships. 

9-1004.4  Cost  Prediction  Results 

The  contractor  should  demonstrate 
that  the  parametric  cost  estimating  rela¬ 
tionships  used  can  predict  costs  with  a 
reasonable  degree  of  accuracy.  As  with 
the  use  of  any  estimating  relationship 
derived  from  prior  history,  it  is  essential 
in  the  use  of  parametric  CERs  for  the 
contractor  to  document  that  work  being 
estimated  is  comparable  to  the  prior 
work  from  which  the  parametric  data 
base  was  developed. 

9-1004.5  System  Monitoring 

The  contractor  should  ensure  that  cost- 
to-noncost  parametric  rates  are  periodi¬ 
cally  monitored  in  the  same  manner  as 
cost-to-cost  rates  and  factors.  If  a  CER  is 
validated  and  will  only  be  used  in  a 
onetime  major  new  pricii^  application, 
rate  monitoring  capability  is  not  essential 
(see  9-l(X)4.2).  However,  if  it  is  expected 
that  the  rates  should  be  considered  as  an 
ongoing  estimating  technique,  CER  mon- 
itorii^  is  critical.  The  contractor  should 
revalidate  any  CER  whenever  system 
monitoring  discloses  that  the  relationship 
has  changed. 
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9-1005  Areas  for  Special 
Consideration  in  Parametric  Cost 
Estimating 

9-1005.1  Parametric  Estimating  for 
Change  Orders 

Change  order  pricing  using  paiametric 
cost  estimating  relationships  may  need  to 
be  considered  in  a  different  light  than 
initial  contract  pricing  actions.  The  con¬ 
tractor  may  use  cost  estimating  relation¬ 
ships  which  are  unique  to  change  order 
proposals.  In  general,  contractors  do  not 
segregate  costs  separately  for  individual 
change  orders.  Therefore,  it  is  important 
that  &e  contractor  have  a  system  in  place 
to  validate,  verify,  and  monitor  CERs 
unique  to  change  orders.  However,  if  the 
CER  was  applicable  to  the  basic  contract 
and  change  orders,  the  CER  could  be 
validated  without  cost  segn^tion. 

9-1005.2  Forward  Pricing  Rate 
AgrecBKnts 

a.  Contractors  may  submit  proposals 
for  forward  pricing  rate  agreements 
(FPRAs)  or  formula  pricing  agrwments 
(FPAs)  for  parametric  cost  estimating 
relationships  to  reduce  proposal  docu¬ 
mentation  efforts  and  enhance  govern¬ 
ment  understanding  and  acceptance  of 
the  contractor’s  system.  Government  and 
contractor  time  can  be  saved  by  including 
the  contractor’s  most  commonly  used 
CERs  in  FPRAs  or  FPAs.  (See  FAR 
1 3.809  for  basic  criteria.)  However,  such 
an  agreement  is  not  a  substitute  for 
contractor  compliance  at  the  time  of 
submitting  a  specific  price  proposal.  FAR 
requires  that  the  contractor  describe  any 
FPRAs  in  each  specific  pricing  prt^s^ 
to  which  the  rates  apply  and  identify  the 
latest  cost  or  pricing  data  already  submit¬ 
ted  in  accordance  with  the  agreement.  All 
data  submitted  in  connection  with  the 
agreement  is  certified  as  being  accurate, 
complete,  and  current  at  the  time  of 
^reraent  on  price  on  each  pricing  ac¬ 
tion  the  rates  are  used  on,  not  at  the  time 
of  negotiation  of  the  FPA  or  FPRA  (FAR 
15.^  [d]). 

b.  considerations  in  anditii^ 
FPRA/FPA  proposals  for  parametric 
CERs  follow: 


(1)  FPRAs/FPAs  do  not  appear  practi¬ 
cable  for  CERs  that  are  intended  for  use 
on  only  one  or  few  proposals. 

(2)  Comparability  of  the  work  being 
estimated  to  the  parametric  data  base  is 
critical.  FPRA  proposals  for  CERs  must 
include  documentation  clearly  describing 
circumstances  when  the  rates  should  be 
used  and  the  data  used  to  estimate  the 
rates  must  be  clearly  related  to  the  cir¬ 
cumstances. 

(3)  Validation  of  all  the  parametric 
criteria  (9-1003)  is  especially  important  if 
a  single  CER  or  family  of  CERs  is  to  be 
used  repetitively  on  a  large  number  of 
proposals. 

9-10053  Snbcontnurt  Pricing 
Considerations 

a.  FAR  1  S.806-2(a)  requires  that  when 
a  contractor  is  required  to  submit  certi¬ 
fied  cost  or  pricing  data,  the  contractor 
will  also  submit  to  the  government  accu¬ 
rate,  conmlete,  and  current  cost  or  pric¬ 
ing  data  from  prospective  subcontractors 
in  support  of  each  subcontract  cost  esti¬ 
mate  that  is: 

(1)  $1,000,000  or  more, 

(2)  botJb  more  than  $100,000  and  more 
than  10  percent  of  the  prime  contractor’s 
proposed  price,  or 

(3)  considered  to  be  necessary  to  ade¬ 
quately  price  the  prime  contract. 

Use  of  parametric  CERs  does  not  re¬ 
lieve  a  contractor  of  its  responsibility  to 
disclose  planned  subcontract  procure¬ 
ments  and  the  related  subcontractor  cost 
or  pricing  data. 

b.  When  propos^  material  costs  are 
based  on  parametric  estimates,  the  con¬ 
tractor  must  demonstrate  that  the  type  of 
materials  required  for  the  proposal  are 
the  same  as  included  in  the  CER  data 
base.  The  auditor  should  perform  audit 
procedures  to  determine  if: 

(1)  materials  included  in  the  CER  data 
base  are  not  estimated  separately  in  the 
proposal,  and 

(2)  adjustments  have  been  made  to  the 
CER  data  base  for  those  items  which 
were  previously  manufactured  in-house 
and  now  are  being  purchased.  If  the  CER 
data  base  has  not  been  adjusted,  the 
contractor  should  provide  a  detailed  cost 
estimate  for  purchased  materials. 
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c.  The  contractor  should  explain  any 
major  differences  between  parametric  es¬ 
timates  of  subcontract  costs  and  the 
subcontractor’s  quoted  price  and  to  pro¬ 
vide  the  rationale  for  using  the  paramet¬ 
ric  estimate  instead  of  the  quote. 

d.  Consistency  in  subcontract  cost  esti¬ 
mating  must  be  maintained  within  the 
contractor’s  estimating  system.  Any  sig¬ 
nificant  deviations  from  normal  practices 
in  the  proposal  must  be  identified  and 
justified  by  the  contractor. 

9-1005.4  Parametric  Estimating 
Efficiency 

a.  A  primary  justification  for  using 
parametrics  is  reduced  estimating  and 
negotiation  costs.  Contractors  should 
penorm  a  cost-benefit  analysis  before 
implementing  an  elaborate  parametric 
estimating  model.  Their  analysis  should 
show  that  implementation  and  monitor¬ 
ing  costs  do  not  outweigh  the  benefit  of 
reduced  estimating  costs.  In  many  in¬ 
stances,  new  reporting  systems  may  have 
to  be  developed  to  provide  reliable  non¬ 
cost  independent  variables.  In  addition, 
the  costs  of  CER  validation  and  monitor¬ 
ing  may  be  substantial. 

0.  When  the  contractor’s  cost-benefit 
analysis  indicates  that  the  parametric 
system  implementation  costs  mi^t  out¬ 
weigh  the  benefits  of  reduced  estimating 
costs  and/or  increased  estimating  accura¬ 
cy,  the  matter  should  be  pursued  for 
potential  cost  avoidance  recommenda¬ 
tions  as  discussed  in  9-308. 

9-1005.5  Data  Base  Adjustment 
Considerations 

a.  One  basic  criterion  (9-1003.4)  is  that 
the  parametric  data  base  be  comparable 
to  work  being  estimated.  However,  a 
contractor  may  have  to  adapt  a  partially 
comparable  data  base  to  its  cost  history 
using  a  “calibration”  factor.  An  example 
would  be  an  adjustment  to  the  data  base 
to  estimate  the  savings  as  a  result  of 
continuous  improvement  initiatives  such 
as  TQM.  The  utiliration  of  complexify 
factors  and/or  adjustments  to  modify 
contractor  developra  in-house  CERs  is  a 
valid  technique.  However,  the  use  of  such 
factors  or  adjustments  should  be  fully 
documented  and  disclosed.  In  addition, 
this  approach  increases  the  contractor’s 


burden  to  document  compliance  with  the 
other  criteria. 

b.  If  a  contractor  does  not  support  the 
adjustment  factors,  the  contracting  offi¬ 
cer  should  be  promptly  notified  (see  9- 
1004.8).  In  addition,  the  auditor  should 
determine  if  a  qualified  or  adverse  opin¬ 
ion  is  required  (see  9-209).  The  audit 
report  should  disclose  the  costs  associ¬ 
ated  with  the  unsupported  factors. 

9-1005.6  Contract  Administration 
Interfoce 

a.  Upon  receipt  of  a  request  to  review  a 
price  proposal,  the  auditor  will  coordi¬ 
nate  with  the  Plant  Representative/ACO 
to  make  arrangements  for  any  needed 
technical  reviews  of  the  proposal  (see  D- 
100).  Because  of  the  special  nature  of 
cost-to-noncost  estimating  relationships, 
and  the  possibility  of  limited  cost  history 
and  added  audit  testing,  complete  coordi¬ 
nation  is  especially  important  when  para¬ 
metric  estimates  are  involved. 

b.  While  the  auditor  will  address  spe¬ 
cial  areas  of  concern  as  requested  by  the 
PCO  and/or  the  Plant  Representative/ 
ACO,  the  audit  scope  will  be  established 
by  the  auditor  in  accordance  with  the 
auditing  standards  (see  9-103.3),  unless 
the  PCO  only  requests  a  review  of  part  of 
a  price  r’’oposal  (see  9-207). 

c.  Auditors  should  not  actively  partici¬ 
pate  as  fully  voting  team  members  in  a 
contractor’s  parametric  estimating  sys¬ 
tem  development.  However,  they  should 
be  available,  on  request,  to  explain  appli¬ 
cable  price  proposal  criteria  and  identify 
any  prospective  audit  concerns  to  both 
government  and  contractor  personnel. 
An  example  of  such  audit  advice  would 
be  to  identify  operating  reports  or  records 
that  have  not  been  previously  used  to 
forecast  costs  and  would  therefore  re¬ 
quire  added  contractor  support  and  audit 
testing.  Such  advance  coordination  will 
help  avoid  unnecessary  contractor  system 
development  costs. 

9-l(H)5.7  Reporting  of  Estimating 
Deficiencies 

The  immediate  reporting  to  the  Plant 
R^resentative/ACO  required  by  9-20S 
will  include  any  significant  deficiencies 
in  parametric  cost  estimates  used  in 
preparing  a  proposal.  These  may  include 
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incorrect,  incomplete,  or  noncurrent  data 
and  use  of  inappropriate  estimating  tech¬ 
niques.  When  a  proposal  evaluation  dis¬ 
closes  estimating  system  deficiencies,  a 
separate  report  entitled  “Estimating  Sys¬ 
tem  Deficiency  Disclosed  during  Evalu¬ 
ation  of  Proposal  No.  XXX”  will  be 
issued  immediately  after  the  proposal 
audit  report  (see  9-3 10b). 

9-1006  Estimating  Standards 

9-1006.1  Distinction  Between  Estimating 
Standards  and  Panunetric  Cost 
Estimating 

a.  In  terms  of  historical  evolution  and 
sophistication,  the  terminology  of  esti¬ 
mating  standards  as  covered  in  this  para¬ 
graph  might  be  viewed  as  falling  between 
traditional  cost-to-cost  estimating  rates 
and  factors  and  the  more  advanced  types 
of  parametric  estimating  systems  (see  9- 
1002).  However,  a  contractor  may  elect 
to  use  any  combination  of  these  evaluat¬ 
ing  methods,  perhaps  in  the  same  propos¬ 
al. 

b.  Estimating  standards  are  normally 
developed  through  the  use  of  motion- 
time-measurement  studies  performed  by 
industrial  engineers.  Parametrics,  on  the 
other  hand,  are  developed  by  relating 
historical  costs  to  one  or  more  noncost 
drivers.  While  estimating  standards  usu¬ 
ally  represent  cost-to-noncost  relation¬ 
ships,  they  have  traditionally  been  limit¬ 
ed  to  narrower  or  more  discrete  elements 
of  estimated  cost  than  may  be  the  case  in 
more  complex  parametric  CERs.  Also, 
the  logic  of  the  estimating  relationship 
and  the  appropriateness  of  the  mathe¬ 
matics  in  estimating  standards  will  usual¬ 
ly  be  readily  apparent. 

c.  Estimating  standards  will  not  neces¬ 
sarily  require  validation  under  the  crite¬ 
ria  for  parametric  cost  estimating  rela¬ 
tionships  contained  in  9-1003.  Especially 
when  such  standards  (e.g.,  hours/pound, 
hours/drawing,  hours/page)  have  been  in 
place  and  accepted  by  government  per¬ 
sonnel,  the  evaluation  guidance  in  this 
paragraph  will  likely  be  sufficient. 

9-1006.2  Use  of  Estimating  Standards 

a.  Estimating  standards  may  be  estab¬ 
lished  by  relating  engineering  and/or  pro- 
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duction  costs  (effort,  time,  and/or  materi¬ 
als)  to  specific  characteristics  of  a  prod¬ 
uct  such  as  composition,  weight,  size,  or 
duration.  This  approach  is  designed  to 
save  estimating  effort  and  has  been  used 
frequently  in  estimating  construction 
costs  and  costs  of  recurring  job  orders 
such  as  printing.  Many  contractors  use 
the  technique  in  shop-order  budgeting 
and  production  control. 

b.  Estimating  standards  may  be  used  to 
estimate  the  cost  of  a  single  material  item 
required  for  the  work,  or  the  cost  of  a 
single  labor  operation;  for  example,  weld¬ 
ing  electrodes  per  ton  of  structural  steel, 
press  operations  time  per  page,  or  guard- 
service  costs  per  week.  More  complex, 
composite  standards  may  be  used  to 
estimate  costs  of  groups  of  components 
or  broader  classes  of  labor  operations. 

c.  Use  of  estimating  standards  may  be 
appropriate  in  contract  cost  estimating 
situations  when  there  is  a  close  correla¬ 
tion  between  an  amount  of  production 
cost  and  the  related  product  or  process 
characteristic.  The  data  sets  being  corre¬ 
lated  must  have  been  measured  in  a 
uniform  manner.  The  cost  data  used 
should  be  verifiable  by  reasonable  means. 
The  units  of  measure  used  for  base 
characteristics  should  be  uniform  and 
readily  identifiable;  the  quantity  or  value 
of  a  characteristic  should  be  readily  de¬ 
terminable.  Standards  may  be  derived 
from  industry-wide  statistics  but  should 
be  relevant  and  verifiable  to  the  experi¬ 
ence  of  the  particular  contractor  using 
them. 

9-1006.3  Applicability  to  Price  Proposals 

Traditionally,  estimating  standards 
have  been  used  to  estimate  costs  in  lump 
sums,  often  including  supervision,  indi¬ 
rect  costs,  and  occasionally  general  and 
administrative  expense.  To  comply  with 
the  SF  1411  and  cost  accounting  stan¬ 
dards,  the  contractor  will  normally  have 
to  factor  the  estimate  to  identify  the  costs 
by  cost  element  or  function.  Alternative¬ 
ly,  a  proposed  cost  based  on  an  estimat¬ 
ing  standard  might  qualify  for  submis¬ 
sion  as  an  “other”  cost  element  if  the  cost 
can  be  tracked  as  such  and  is  a  relatively 
minor  part  of  the  total  proposal. 
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9-1006.4  Audit  Procedures 

a.  Depending  on  materiality  and  risk  of 
the  costs  estimated,  the  auditor  should 
examine  the  development  and  applica¬ 
tion  of  estimating  standards  to  determine 
whether  their  use  is  proper  in  the  circum¬ 
stances.  Evaluate  all  cost  and  noncost 
data  applicable  to  each  significant  esti¬ 
mating  standard  and  determine  whether 
the  data  has  been  properly  used  in  the 
computations.  Assure  that  the  measure¬ 
ments  and  correlation  are  adequate  for 
the  purpose  (see  9-100S.2).  Determine 
whether  the  basis  for  the  standard  (for 
example,  the  product  mix,  production 
rates,  and  production  methods)  is  suffi¬ 


ciently  similar  or  comparable  to  that 
contemplated  in  the  estimate  at  hand. 

b.  When  changes  are  contemplated  in 
the  design  or  production  of  an  end  item 
or  the  rate  or  method  of  production,  the 
contractor’s  adjustments  of  the  estimat¬ 
ing  standards  require  special  scrutiny. 
Review  by  government  technical  special¬ 
ists  may  be  necessary  in  this  situation. 

c.  During  audits  of  historical  costs, 
sufficient  information  may  be  readily 
available  from  which  the  auditor  could 
develop  estimating  standards  to  use  as 
one  means  of  appraising  recurring  con¬ 
tractor  estimates.  However,  this  will  not 
substitute  for  audit  review  of  cost  esti¬ 
mates  as  submitted  by  the  contractor. 
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9-1200  Section  12  —  Forward  Pricing  Rate  Agreements 


9-1201  Introduction 

a.  It  is  DCAA  policy  that  forward 
pricing  rate  agreements  (FPRAs)  between 
the  government  and  contractors  receive 
consistent  audit  treatment.  In  conso¬ 
nance  with  this  policy,  this  section 
presents  audit  guidance  coveriM  the  es¬ 
tablishment  and  monitoring  of  FfRAs  at 
contractor  locations. 

b.  The  guidance  presented  herein  is 
intended  to  supplement  the  detailed 
guidance  present^  in  other  parts  of 
CAM,  such  as  9-700,  on  the  audit  of 
estimated  rates. 

9-1202  Definitions  and  Backgronnd 
9-1202.1  FPRA 

An  FPRA,  as  defined  in  FAR  15.801, 
is  a  written  agreement  negotiated  be¬ 
tween  a  contractor  and  the  government 
regarding  certain  rates  and  factors  to  be 
used  during  a  specified  period  for  pricing 
contracts  or  contract  modifications.  Such 
rates  and  factors  represent  reasonable 
projections  of  specific  costs  that  are  not 
easily  estimated  for,  identified  with,  or 
generated  by,  a  specific  contract,  contract 
end  item,  or  task.  These  projections  may 
include  rates  for  labor,  indirect  costs, 
material  obsolescence  and  usa^,  spare 
p^s  provisioning,  and  material  han¬ 
dling. 

.  9-1202.2  Forward  Pricing  Rate 
Recommendation  (FPRR) 

An  FPRA,  by  definition,  is  a  written 
agreement  bkween  the  government  and 
its  contractor.  A  contractor,  however, 
may  not  always  be  willing  to  enter  into  an 
FPRA  because  of  frequently  changing 
business  conditions  or  other  circum¬ 
stances.  If,  under  these  circumstances, 
the  government  still  wishes  to  use  some 
form  of  ^reestablished  pricing  rates,  for¬ 
ward  pncing  rate  recommendations  can 
be  unilaterally  established  by  the  AGO. 
Although  the  establishment  of  an  FPRR 
differs  in  some  key  respecU  from  an 
FPRA,  most  of  the  audit  guidance  con¬ 
tained  within  this  section  applies  equally 
to  both  types  of  rates. 


9-12023  Forward  Pricing  Factor 

A  forward  pricing  factor  is  generally 
represented  as  a  percentage  or  ratio  that 
is  applied  to  an  existing  cost  or  estimate 
in  order  to  arrive  at  another,  usually 
related,  cost  determination  or  estimate. 
Scrap,  for  example,  is  typically  estimated 
as  a  percentage  of  unit  materi^  costs  and 
then  added  to  the  unit  material  costs  to 
develop  total  unit  material  costs.  Other 
typical  forward  pricing  factors  include 
es^ation,  labor  fringes,  and  special  tool¬ 
ing. 

9-1202.4  Formula  Pricing  Agreement 

a.  A  formula  pricing  agreement  (FPA) 
is  a  written  ag^ment  between  a  DoD 
contracting  otnce  and  a  large  volume 
contractor  which  sets  forth  a  methodolo¬ 
gy  that  the  contractor  agrees  to  follow 
when  pricing  items  covered  by  the  FPA. 
It  diners  from  an  FPRA  in  that,  once 
established,  the  FPA  may  be  used  to 
determine  the  complete  final  price  of 
individual  orders.  A  typical  FPA,  for 
example,  may  be  established  to  cover  and 
expedite  the  acquisition  of  spares. 

b.  DCAA  FAOs,  as  part  of  DoD’s  field 
pricing  support  team,  are  requested  to 
review  both  contractor  FPA  and  FPRA 
submissions.  All  FPA  and  FPRA  submis¬ 
sions  must  be  prepared  and  supported 
with  cost  or  pricing  data  that  is  current, 
accurate,  and  con^lete.  Contractor  certi¬ 
fication  to  this  effect  is  required  at  the 
time  agreement  is  reached  on  the  formula 
price  and/or  at  the  time  of  agreement  on 
individual  orders  over  $500,000  (see  9- 
1206).  This  difference  aside,  much  of  the 
audit  guidance  contained  herein  for 
FPRAs  is  also  generally  applicable  to  the 
review  of  an  FPA. 

9-1203  FPRA  Initintioo,  Applicatioa, 
Use,  and  Expiration 

a.  The  establishment  of  an  FPRA  may 
be  initiated  by  either  the  contractor, 
PCX),  or  ACO  whenever  it  is  determined 
that  the  benefits  to  be  derived  fiom  such 
an  agreement  are  commensurate  with  the 
effort  of  establishing  and  monitoring  it. 


DCAA  CoMnet  AndR  Mannnl 


988 

19-1203b. 


January  1995 


b.  The  government  normally  enters 
into  an  FPRA  with  contractors  having  a 
signiflcant  volume  of  pricing  actions  with 
the  government.  This  avoids  having  to 
reestablish  new  rate  estimates  every  time 
the  contractor  bids  on  new  work.  In 
determining  whether  to  establish  an 
FPRA,  it  is  the  ACO’s  responsibility  to 
consider  whether  sufficient  benefit  can  be 
derived  from  such  an  agreement. 

c.  Contracting  officers  will  use  FPRA 
rates  as  bases  for  pricing  all  contracts, 
modifications,  and  other  contractual  ac¬ 
tions  to  be  performed  during  the  period 
covered  by  the  agreement,  unless  the 
ACO  determines  that  changed  conditions 
have  invalidated  part  or  afl  of  the  agree¬ 
ment.  Any  conditions  affecting  the  agree¬ 
ment’s  validity  will  be  promptly  brought 
to  the  ACO’s  attention. 

d.  FAR  lS.809(c)  requires  an  FPRA  to 
include  specific  terms  and  conditions 
covering  expiration,  application,  and 
data  requirements  for  systematic  moni¬ 
toring  to  assure  the  validity  of  rates.  The 
ajgreement  must  also  provide  for  cancella¬ 
tion  at  the  option  of  either  party  and 
require  the  contractor  to  submit  to  the 
ACO  and  to  the  cognizant  contract  audi¬ 
tor  any  significant  change  in  cost  or 
pricing  data. 

9-1204  Rate  Identificatioii  and 
Support 

Offerors  are  required  in  each  price 
proposal  to  specifically  describe  the 
ITRA,  if  any,  to  which  the  rates  apply 
and  to  identify  the  latest  cost  or  pnang 
data  already  submitted  in  accordance 
with  the  agreement.  (See  FAR  1  S.809(d), 
FAR  lS.804-4(g),  and  the  instructions  in 
FAR  Table  15-2  for  completing  an  SF 
1411  and  submitting  a  contract  price 
proposal.)  All  data  submitted  in  connec¬ 
tion  with  the  agreement,  updated  as 
necessary,  form  a  p^  of  the  total  data 
that  the  offeror  certifies  to  be  accurate, 
complete,  and  current  at  the  time  of 
agreement  on  price  for  an  initial  contract 
or  for  a  contract  modification  (see  Certi¬ 
fication,  9-1207). 

9-1205  Heriew  Scope 

a.  The  scope  of  an  FPRA  review  needs 
to  be  tailored  to  the  individual  contrKt- 


ing  circumstances.  At  a  minimum,  how¬ 
ever,  the  auditor  should: 

(1)  Appropriately  consider  (i)  the  ma- 
terisJity  of  bases,  pools,  and  rates;  (ii)  the 
results  of  prior  ENCAA  reviews  and  ade¬ 
quacy  of  contractor  internal  controls;  (iii) 
Oie  historical  differences  between  the 
contractor’s  forecasted  and  actual  rates; 
(iv)  changes  in  the  contractor’s  organiza¬ 
tion,  operations,  manufacturing  pro¬ 
cesses  and  practices  (14-800),  business  I 
volume,  and  allocation  bases;  (v)  the  mix 
of  ravemment  and  commercial  business 
and  types  of  government  contracts;  and 
(vi)  Board  of  Directors  minutes  for  docu¬ 
mentation  of  any  major  decisions  affect¬ 
ing  the  contractor’s  organization  and 
operations. 

(2)  Determine  that  the  contractor’s  (i) 
estimating  practices  comply  with  dis¬ 
closed  cost  accounting  practices;  (ii)  pro¬ 
jected  business  volume,  allocation  bases, 
and  indirect  costs  are  reasonable  and  in 
consonance  with  the  the  contractor’s  in¬ 
ternal  plans;  (iii)  rate  data  are  valid  and 
correct;  and  (iv)  rate  computations  are 
mathematically  correct. 

b.  The  rates  covered  by  an  FPRA, 
although  “preestablished”  for  periods  of 
general  use  on  more  than  one  proposal, 
are  audited  in  much  the  same  manner  as 
the  forward  pricing  rates  applied  in  the 
review  of  individual  price  proposals. 
Many  of  the  steps  for  auditing  forward 
pricing  rate  estimates  are  also  similar  to 
the  steps  for  auditii^  historical  costs  and 
rates.  Therefore,  prior  to  determining  the 
FPRA  review  scoiw,  the  auditor  should 
become  familiar  with  the  CAM  guidance 
covering  the  audit  of  both  forward  pric¬ 
ing  rates  (9-700  for  indirect  costs  and  9- 
S(X)  for  direct  labor)  and  historical  cost 
rates  (6-6(X)  for  indirect  costs  and  6-400 
for  direct  labor). 

9-1206  Evalaatioii 

a.  Budget  Review  Compatibility.  Rate 
forecasting  procedures  are  closely  tied  to 
the  contractor’s  bud^ng  prcwedures. 
Therefore,  auditon  should  review  the 
budgetiitt  procedures  and  related  prac¬ 
tices  to  (i)  ascertain  that,  in  the  aggr^ate, 
the  data  upon  which  the  judgments  are 
made  are  sound  and  consider  all  avail¬ 
able  and  relevant  contractor  data,  and  (ii) 
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determine  whether  the  data  supporting 
the  proposed  rates  are  compatible  with 
company  budgets  and  amee  with  the 

?ieneral  conditions,  standards,  staffing 
actors,  and  other  criteria  used  for  plan¬ 
ning  and  budwtary  purposes.  Further 
midance  on  the  review  of  contractor 
budgets  and  how  it  relates  to  an  FPRA 
review  is  provided  in  S-SOO. 

b.  Estimating  System  Reviews  and  De- 
flciencies.  In  evaluating  an  FPRA  sub¬ 
mission,  the  auditor  should  be  familiar 
with  (i)  DCAA’s  guidance  on  estimating 
methods  and  system  reviews  in  9-309  and 
I  5-1200,  (ii)  the  details  of  the  contractor’s 
estimating  system,  and  (iii)  the  disclo¬ 
sures  from  the  latest  DCAA  or  joint 
estimating  system  review.  At  a  mini¬ 
mum,  the  auditor  should  perform  a  thor¬ 
ough  review  of  the  permanent  Hie  for 
outstanding  estimating  system  deficien¬ 
cies.  Contractor  estimating  deficiencies 
disclosedas  a  result  of  system  reviews  or 
reviews  of  individual  pricing  actions  can 
also  apply  to  the  contractor’s  FPRA 
estimates.  Similarly,  estimating  deficien¬ 
cies  disclosed  during  an  FPjL\  evalu¬ 
ation  can  also  apply  to  the  review  of 
individual  pricing  actions.  If  an  outstand¬ 
ing  deficiency  exists  that  has  an  impact 
on  the  FPRA  evaluation  or  one  is  dis¬ 
closed  by  the  evaluation,  then  the  auditor 
should  adopt  one  of  the  reporting  altema- 
I  tives  presented  in  3-12 12  and  incorporate 
the  deficiency  accordingly  ihto  the  FPRA 
evaluation  report. 

c.  Companson  to  Billing  Rates.  Be- 
cuase  of  the  iaig«  degree  of  interdepen¬ 
dence  between  billing  rates  and  forward 
pricing  rates  for  the  current  contractor 
nscal  year  (CCFYj,  the  auditor  should 
expect  both  types  of  rates  for  the  CCFY 
to  be  the  same  and  to  be  covered  by  a 
Certificate  of  Indirect  Costs.  It  is  there¬ 
fore  important  for  the  auditor  reviewing 
an  FPRA  submission  with  CCFY  rates  to 
carefiilly  compare  these  rates  and  sup¬ 
porting  data  with  the  most  recent  billiM 
rates  and  supporting  data  for  the  CCFY. 
Any  significant  differences  between  the 
rates  must  be  fiiUy  explained  and  sup¬ 
ported  by  the  ctmtractor.  If  the  auditor 
determines  that  billing  rates  should  be 
revised,  the  contractor  should  be  request¬ 
ed  to  submit  a  new  billing  rate  proposal 
and  the  required  certification.  The  con¬ 


tractor  must  either  submit  the  new  pro¬ 
posal  and  certificate  or,  alternatively, 
certify  the  submission  for  the  CCFY 
forward  pricing  rates.  In  the  latter  case, 
the  CCFY  forward  pricing  rate  proposal 
also  becomes  the  new  billing  rate  propos¬ 
al.  If  the  contractor  refuses  to  submit  a 
more  current  billing  rate  proposal  the 
procedures  in  6-70S  are  applicable  (also 
see  9-1207, 6-706.1,  and  DFARS  242.770 
for  further  guidance). 

d.  Impact  of  Individual  Pricing  Actions 

(1)  Each  pricing  action  needs  to  be 
initially  evaluated  to  determine  whether 
its  impact  upon  the  existing  FPRA  signif¬ 
icantly  ch^es  the  conditions  upon 
which  the  FPRA  was  negotiated.  FAR 
lS-809(e)  requires  that  such  changes  be 
report^  to  the  ACO.  In  assessing  the 
changed  conditions,  the  auditor  should 
consider:  (i)  the  type  of  contract  con¬ 
templated,  (ii)  the  dollar  significance  of 
the  pricing  action,  (iii)  whether  the  per¬ 
formance  iwriod  of  the  proposed  contract 
action  is  significantly  different  from  the 
period  to  which  the  rate  agreement  ap¬ 
plies,  and  (iv)  any  new  data  or  other 
information  that  may  raise  a  question  as 
to  the  acceptability  of  the  rates. 

(2)  The  auditor  should  also  be  alert  to 
any  pricing  action  which  does  not  accu¬ 
rately  reflect  the  agreed-upon  rates,  in¬ 
corporates  the  correct  rates  from  an 
FPRA  which  has  subsequently  been  de¬ 
clared  invalid,  or  appears  to  seek  prefer¬ 
ential  pricing  rates  (see  FAR  lS.809(e) 
and  (f)/DFi^  21S.809(e). 

e.  Allocation  Methods  and  Activity 
Bases 

(1)  General.  Even  though  a  contractor 
has  well-established  and  r^ularly  accept¬ 
ed  procedures  for  formulating  and  a^y- 

FPRAs,  the  auditor  needs  to  periodi- 
y  perform  an  in-depth  analysis  to 
determine  wdiether  these  procedures  and 
the  proposed  allocation  methods  and 
activitv  bases  are  still  equitable.  Guid¬ 
ance  for  making  this  determination  is 
provided  in  6-600,  Chapter  8,  and  9-700. 

(2)  CAS.  The  Cost  Accounting  Stan¬ 
dards  (Chapter  8)  play  a  significant  role 
in  the  development  of  rates  and  factors. 
Therefore,  mien  evaluating  an  FPRA 
submission,  the  auditor  should  review 
the  permanent  file  for  any  outstanding 
CAS  problems  relating  to  the  rates,  and 
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otherwise  assess  the  current  proposal  for 
compliance  with  CAS. 

(3)  Rate  Structure.  Rate  structure  de¬ 
scribes  the  number  and  types  of  rates 
established  for  a  given  set  of  conditions. 
It  also  determines  how  costs  are  to  be 
allocated  and  the  overall  equity  of  the 
allocation.  Contractors  are  required  to 
use  the  same  rate  structure  for  forward 
pricing  purposes  as  they  do  for  historical 
costing  pulses.  Should  a  contractor 
employ  a  different  structure  for  estimat¬ 
ing  its  costs,  the  auditor  needs  to  deter¬ 
mine  whether  the  contractor  is  changing 
its  accounting  system.  If  so,  has  the 
contractor  submitted  (1)  a  cost  impact 
statement  and  (2)  a  revised  disclosure 
statement  as  required  by  FAR  S2.230-S 
and  3  of  the  CAS  administration  clause 
(see  9-704.3  and  8-303.3). 

(4)  Rate  Period.  The  auditor  needs  to 
determine  that  the  rates  used  for  forward 
pricing  purposes  are  appropriate  for  the 
contemplated  period  of  contract  perfor¬ 
mance  (see  9-704.2). 

(a)  Indirect  Cost  Rate  Periods.  The  rate 
period  for  indirect  cost  rate  estimates 
should  generally  coincide  with  the  con¬ 
tractor’s  fiscal  year  period  or  the  histori¬ 
cal  rate  period  established  for  the  alloca¬ 
tion  of  the  indirectcost.  Excrat  for  those 
situations  explained  in  8-406.1,  an  indi¬ 
rect  cost  rate  period  should  not  be  com¬ 
puted  for  a  period  longer  than  one  year. 
In  certain  circumstances,  however,  it  may 
be  more  equitable  for  contract  costing 
purposes  to  use  a  shorter  indirect  cost 
rate  period  than  the  contractor’s  normal 
fiscal  year.  These  circumstances  are  ex¬ 
plained  in  6-60S. 

(b)  Labor  Rate  and  Factor  Periods.  The 
penod  for  determining  forward  pricing 
factors  and  labor  rates  will  also  usually 
coincide  with  the  contractor’s  fiscal  year 
or  historical  rate  period.  The  an>licabili- 
ty  of  the  period,  however,  must  be  exam¬ 
ined  for  each  pricing  action.  This  is  to 
determine  aliether  the  contemplated 
contractual  requirements  parallel  the 
conditions  that  were  contemplated  in  the 
development  of  the  rates  and  factors,  or 
whether  conditions  are  present  which 
indicate  that  the  rate  penods  should  be 
modified.  The  audit  report  should  con¬ 
tain  appropriate  comments  whenever  the 
review  of  forward  pricing  rates  and  fac¬ 


tors  discloses  that  the  estimated  rate 
periods  are  unreasonable  for  the  work  to 
be  performed.  See  9-500  and  9-600  for 
further  guidance,  including  the  condi¬ 
tions  under  which  forward  pricing  factors 
and  labor  rates  should  be  modified. 

(5)  Forecasted  Bases  and  Expenses. 
Auditors  must  use  the  knowledge  and 
data  that  they  obtain  from  reviews  of 
contractors’  budgeting  and  estimating 
systems  as  the  basis  for  determining  the 
validity  of  the  contractor’s  estimates  of 
base  and  expense  pool  amounts.  In  addi¬ 
tion,  the  auditor  should  evaluate  the 
information  available  from  cognizant 
government  acquisition  and  contract  ad¬ 
ministration  officials,  as  well  as  from 
outside  sources.  At  a  minimum,  the  audi¬ 
tor  needs  to  verify  that  the  forecasted 
allocation  bases  and  estimated  pool  costs 
(i)  are  compatible  with  the  contractor’s 
current  business  volume  estimates  and 
developed  in  accordance  with  the  latest 
man^ement  plans  and  (ii)  appropriately 
consider  the  procurement  requirements 
and  limitations  of  the  individual  buying 
offices.  (See  6-700  and  9-700  for  further 
guidance  on  the  evaluation  of  forecasted 
bases  and  expenses.) 

f.  Assist  Audits.  Corporate  and  other 
organizational  allocations  can  have  a 
substantial  impact  on  forward  pricing 
rates.  Therefore,  assist  audit  planning 
should  be  coordinated  with  the  involved 
DCAA  audit  offices  to  ensure  timely 
receipt  of  feeder  reports.  The  planning 
should  be  geared  to  the  contractor’s  bud¬ 
get  cycle.  Requests  forassist  audits  of 
allocated  costs  or  rates  should  not  wait 
until  the  receipt  of  a  contractor’s  FPRA 
proposal.  (Also  see  9-104.S(b).) 

g.  Use  of  Technical  Specisdist.  The 
auditor  should  refer  to  the  detailed  proce¬ 
dures  in  Appendix  D  and  thnnighout 
Chapter  9  for  guidance  (1)  in  making 
decisions  about  whether  technical  sp^ 
cialist  assistance  is  needed,  (2)  identi¬ 
fying  what  type  of  technical  q)ecialist  is 
needed,  (3)  deciding  upon  the  best  source 
for  the  technical  assistance,  (4)  achieving 
good  communications  with  the  technical 
specialist,  and  (S)  reporting  on  the  uses  of 
technical  simialists  or  the  impact  of  their 
nonavailability. 
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9-1207  CertificatioL 

a.  Contractors  seeking  to  enter  into  an 
FPRA  are  required  by  FAR  1 5.809(b)  to 
provide  the  ACO  with  a  proposal  that 
includes  cost  or  pricing  data  that  are 
accurate,  complete,  and  current  as  of  the 
date  of  submission.  No  Certificate  of 
Current  Cost  or  Pricing  Data  is  required, 
however,  upon  reaching  a  negotiated  set¬ 
tlement  on  the  FPRA  (or  other  advanced 
agreement).  This  is  because  the  rates  in 
the  FPRA  are  covered  by  the  certificates 
that  are  executed  when  the  individual 
contracts  and  contract  modifications  are 
n^tiated.  That  is,  when  an  FPRA  or 
other  advance  agreement  is  used  in  par¬ 
tial  support  of  a  later  contractual  action 
that  requires  a  certificate,  the  price  pro¬ 
posal  certificate  shall  cover  (1)  the  data 
originally  supplied  to  support  the  FPRA 
or  other  advance  agreement  and  (2)  all 
data  required  to  update  the  price  propos¬ 
al  to  the  time  of  agreement  on  contract 
price  (see  FAR  1  S.804-4(g)). 

b.  DFARS  242.770  requires  contrac¬ 
tors  to  execute  a  Certificate  of  Indirect 
Costs  for  the  indirect  rates,  includiM  the 
current  contractor  Fiscal  year  (CCFY) 
rates,  which  form  the  basis  for  billings  to 
the  government  (see  6-706).  This  Certifi¬ 
cate  is  not  required  for  the  CCFY  rates 
that  have  been  prepared  and  submitted 
for  an  FPRA,  unless  the  contractor 
and/or  ACO  maintain  that  the  rates  pre¬ 
sented  in  the  FPRA  submission  ate  also 
meant  to  establish  the  basis  for  the  con¬ 
tractor’s  CCFY  billing  rates,  and  the 
contractor  has  not  issued  a  certificate  for 
the  rates  under  a  separate  submission. 

9-1208  Monitoring  FPRAs 

Primary  responsibility  for  updatiiw 
rates  rests  with  the  contractor,  and  ACO 
staff  members  often  assume  most  of  the 
^vemment’s  responsibility  for  monitor¬ 
ing  FPRAs.  Notwithstanding  this,  the 
rates  should  also  be  reviewed  periodically 
by  the  auditor  to  assure  they  are  reason¬ 
ably  accurate.  When  appropriate,  the 
auditor  should: 

a.  Ensure  that  the  rates  are  analyzed  on 
a  periodic  basis  by  comparing  the  actual 
rates  with  the  a«^-to  rates.  To  avoid 
performing  duplicate  work,  coordinate 
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with  the  contractor  and  ACO  and  deter¬ 
mine  if  they  are  tracking  and  analyzing 
rates.  If  the  contractor  is  not  tracking  and 
analyzing  rates,  the  auditor  should  rec¬ 
ommend  to  the  ACO  that  the  contractor 
perform  this  effort  as  a  condition  of  the 
FPRA. 

b.  Compare  new  outputs  from  the 
contractor’s  budgetary  system  against  the 
contractor’s  actual  expenditure  patterns 
for  the  CFY  and  against  the  budgeted 
amounts  initially  provided  to  support  the 
FPRA. 

c.  Inform  the  ACO  of  any  significant 
variances  disclosed  from  monitoring  the 
FPRA  rates.  When  unfavorable  trends  or 
patterns  begin  to  surface,  i^rform  the 
audit  steps  necessary  to  verify  the  pat¬ 
terns,  and  report  your  findings  to  the 
ACO  along  with  the  recommendation 
that  the  contractor  be  requested  to  sub¬ 
mit  a  revised  FPRA  proposal.  If,  on  the 
basis  of  the  facts  at  hand,  the  aCO  does 
not  agree  that  revised  rates  are  warrant¬ 
ed,  inform  the  FAO  Manager  for  possible 
elevation  of  the  issues),  and  consider 
performing  more  detailed  audit  steps  to 
further  support  your  position.  Also  see  9- 
1209  on  reporting. 

9-1209  Reporting 

a.  The  auditor  has  two  reporting  re¬ 
quirements  with  regard  to  FPRAs.  The 
format  in  10-300  for  price  proposal  re¬ 
ports  will  be  adapted  and  us^  to  report 
the  results  of  an  audit  of  a  contractor’s 
FPRA  proposal  submission.  Note  that 
while  the  establishment  of  an  FPRA  can 
be  initiated  by  either  the  contractor, 
PCO,  or  ACO,  Uie  ACO  is  responsible  for 
(i)  obtaining  all  new  or  updated  submis¬ 
sions  from  the  contractor  (FAR 
lS.809(b))  and  for  (ii)  processing  the 
re9uests  for  DCAA  audit  when  field 
pricing  support  is  available  (FAR  1  S.805- 

5). 

b.  The  second  reporting  requirement 
involves  the  auditor’s  obligation  to 
promptly  report  to  the  ACO  any  condi¬ 
tions  which  may  idfect  the  validity  of  an 
existing  FPRA.  Althou^  verbal  notifica¬ 
tion  and  discussion  of  the  conditions  may 
be  initially  appropriate  in  some  circum¬ 
stances,  such  notification  should  be  fd- 
lowed  up  by  a  letter  or  report  when  the 
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notification  is  existed  to  be  pursued.  If, 
the  ACO  determines  that  the  condition 
has  invalidated  the  agreement,  the  ACO 
should  provide  notification  of  this  fact  to 
all  interested  parties  and  initiate  revision 
of  the  agreement  (see  FAR  tS.809(e)). 

c.  Should  the  FPRA  review  disclose  a 
contractor  estimating  system  deflcien<^ 
which  has  not  been  previously  reported, 
the  auditor  should  use  one  of  the  dtema- 
I  tives  presented  in  S-1212  to  report  the 
deficiency  and  ensure  that  the  deficiency 
is  appropriately  incorporated  into  the 
FPRA  evaluation  report. 

9-1210  Auditor  luvolvemeut  at 
Negotiadous 

FAR  iS.809(b)  requires  the  ACO  to 
invite  the  cognizant  contract  auditor  to 
particij>ate  in  developing  a  government 
objective  and  to  participate  in  the  negoti¬ 
ations  of  the  FPRA.  V^n  completing  the 
n^tiations,  the  ACO  should  prepare  a 
price  negotiation  memorandum  (PNM) 
and  forward  copies  of  the  PNM  and 


FPRA  to  the  cognizant  auditor,  as  well  as 
to  all  contracting  offices  that  are  known 
to  be  affected  by  the  FPRA.  See  1 5-400 
for  further  guidwce  on  auditor  support 
at  negotiations. 

9-1211  Postaward  Audits 

Forward  pricing  rates  reflect  the  con¬ 
tractor’s  best  judgments  of  what  future 
expenses  will  be.  The  cost  or  pricing  data 
supporting  these  judgments  must  be  ac¬ 
curate,  complete,  and  current  as  certified 
by  the  contractor  when  individual  con¬ 
tracts  are  negotiated  (see  Certification 
above).  To  support  their  certifications, 
contractors  must  ensure  continual  sur¬ 
veillance  of  the  cost  or  pricing  data 
supporting  the  FPRA  rates.  Whenever 
the  auditor  has  an  indication  that  fore¬ 
casted  rates  should  have  been  revised  for 
significant  changes  to  reflect  more  accu¬ 
rate,  complete,  or  current  cost  or  pricing 
data,  pricing  actions  using  the  rates 
should  be  subject  to  a  postaward  audit. 
(See  14-100  for  detailed  guidance.) 
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9-1300  Section  13  —  Should-Cost  Team  Reviews 


9-1301  Introduction 

a.  The  Anned  Services  Pricing  Manual 
(ASPM  )  and  other  sections  of  this 
DCAA  Contract  Audit  Manual  espouse 
the  “should-cost”  approach  as  preferable 
to  a  “will-cost”  approach  in  cost  analysis 
of  every  noncom^titive  proposal.  The 
should-cost  approach  has  the  advantage 
of  determining  if  the  contractor  has  taken 
into  account  the  most  efficient  and  eco¬ 
nomical  methods,  considering  all  circum¬ 
stances,  in  developing  its  proposal.  By 
contrast,  a  will-cost  approach  would  im¬ 
ply  accepting  a  contractor’s  current  meth¬ 
ods  of  cost  incurrence,  and  possibly 
perpetuating  any  prior  inefficient/un- 
economical  costs  into  future  contract 
prices. 

b.  Although  the  should-cost  approach 
to  cost  analysis  is  appropriate  for  all 
contract  pricing  actions,  this  section  is 
limited  to  guidance  on  contract  auditor 
participation  in  the  should-cost  team 
reviews  required  for  selected  major  pro¬ 
curements. 

9-1302  Nature  and  Purpose  of 
Should-Cost  Team  Reviews 

a.  A  should-cost  team  review,  as  dis¬ 
cussed  in  FAR  1S.810/DFARS  215.810, 
is  a  method  of  contract  pricing  that 
employs  an  integrated  team  of  govern¬ 
ment  procurement,  contract  administra¬ 
tion,  contract  audit,  and  engineering  rep¬ 
resentatives  to  conduct  a  coordinated,  in- 
depth  cost  analysis  at  the  contractor’s 
plant.  The  purpo^  are  (1)  to  identify 
uneconomical  or  inefficient  practices  in 
the  contractor’s  manwment  and  opera¬ 
tions  and  to  quantity  the  findinm  in 
terms  of  their  impact  on  cost,  and  Q)  to 
develop  a  realistic  price  objective  which 
reflects  reasonably  achievable  economies 
and  efficiencies. 

b.  A  should-cost  team  review  repre¬ 
sents  a  rigorous  and  detailed  onsite  pro¬ 
posal  evfuuation.  It  is  a  specialized  ap¬ 
proach  to  the  establishment  of  a  fair  and 
reasonable  price  based  on  what  a  contract 
(normally  a  major  production  contract) 
should  cost  in  the  environment  and  un¬ 


der  the  conditions  predicted  for  contract 
performance. 

9-1303  Criteria  for  Performing 
Should-Cost  Reviews 

The  decision  on  whether  to  perform  a 
should-cost  analysis  is  made  by  the  con¬ 
tracting  officer.  Considerations  in  mak¬ 
ing  this  decision  are  in  FAR  lS.810b. 
Further,  DFARS  21S.810(bXi)  states  that 
should-cost  analyses  shall  be  performed 
prior  to  the  award  of  definitive  major 
systems  contracts  in  excess  of  $100  mil¬ 
lion  when  all  of  several  conditions  identi¬ 
fied  therein  are  met.  Waiver  of  the 
should-cost  requirement  is  made  at  a 
high  level  in  accordance  with  Military 
Service  procedures. 

9-1304  Team  Makeup  and 
Responsibilities 

a.  The  should-cost  review  team  (see 
Figure  9-13-1)  normally  consists  of  a 
team  leader,  a  deputy  team  leader,  a 
DCAA  representative,  an  operations  and 
administration  officer,  and  three  sub¬ 
teams:  technical,  management,  and  pric¬ 
ing.  The  Militaiy  Department  establish¬ 
ing  the  team  review  will  usually  assign  its 
own  personnel  as  chiefs  of  the  manage¬ 
ment,  technical,  and  pricing  subteams. 
Each  subteam  is  comprised  of  contract 
administration  and/or  procurement  of¬ 
fice  personnel  responsible  for  the  perfor¬ 
mance  of  specific  functions. 

b.  Affer  considering  the  results  of 
DCAA  operations  audits,  the  technical 
subteam  is  responsible  for  the  review  and 
evaluation  of  a  contractor’s  engineering, 
production,  inspection,  testing,  and  qusu- 
ity  assurance  systems.  The  technical  sub¬ 
team  can  also  be  expected  to  evaluate  the 
technical  aspects  of  proposed  direct  labor 
hours  and  materim  requirements.  Hie 
management  subteam  evaluates  the  con¬ 
tractor’s  overall  management  approach 
and  organizational  structure  and  their 
impact  on  the  estimated  costs  and  pro¬ 
posed  price.  The  pricing  subteam  obtains 
government  field  pricing  support  on  sub¬ 
contractor  and  intracompany  price  pro- 
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posals  and/or  cost  estimates  (see  9>104 
and  9-1  OS)  and  develops  the  govern¬ 
ment’s  negotiation  position. 

c.  As  illustrated  in  Figure  9-13-1,  the 
DCAA  representative  participates  in  the 
should-cost  team  review  in  an  indepen¬ 
dent  advisory  capacity  reporting  directly 
to  ihe  team  leader.  Technical  direction 
during  the  .-eview  will  be  provided  by  the 
auditor’s  supervisor. 

9-1305  Processing  Requests  for  Team 
Participation 

a.  DCAA  will  be  responsive  to  requests 
received  from  Military  Department  pro¬ 
curement  offices  for  contract  audit  par¬ 
ticipation  in  should-cost  team  reviews. 
Requests  may  either  be  processed 
throu^  DCAA  Headquarters  or  received 
directly  by  FAOs.  Requests  on  reviews 
established  by  the  Army  are  covered  by  a 
memorandum  of  understanding  which  is 
consistent  with  the  guidance  contained  in 
this  section. 

b.  When  notified  of  a  pending  should- 
cost  team  review,  the  FAQ  manner,  in 
conjunction  with  the  regional  audit  man¬ 
ager,  will  assign  a  DCAA  ^resentative 
to  the  team.  Selection  criteria  will  include 
technical  expertise,  ability  to  establish 
and  coordinate  responsibilities  of  as¬ 
signed  personnel,  and  communication 
sl^s. 

9-1306  Reserved 

9-1307  Role  of  the  Assigned  Contract 
Auditor 

The  role  of  the  assigned  DCAA  auditor 
in  a  should-cost  team  review  is  essentially 
the  same  as  in  a  regular  audit  of  price 
proposal,  as  covered  in  other  sections  of 
this  chapter.  Specifle  DCAA  responsibili¬ 
ties  and  functions  as  part  of  these  team 
reviews  are  highli^t^  below. 

9-1307.1  DCAA  Review  of  Contractor’s 
Proposal 

The  contract  auditor  will  perform  a 
comprehensive  audit  of  the  contractor’s 
proposal  in  accordance  with  other  sec¬ 
tions  of  this  chapter.  The  auditor  has 
primary  resnonsibil^  to  evaluate  and 
report  on  all  flnancial/cost  aspects  of  a 


contractor’s  proposal  and  to  determine 
the  scope  of  audit.  This  responsibility 
includes  but  is  not  limited  to  a  review  of 
the  following: 

a.  Direct  labor  hours.  (This  aspect  of 
the  review  includes  application  of  im¬ 
provement  curves  and  may  be  accom¬ 
plished  in  conjunction  with  efforts  of  the 
technical  subteam.) 

b.  Direct  labor  rates. 

c.  Indirect  cost  rates. 

d.  Direct  material  pricing. 

e.  Labor  and  materi^  usage  factors  (for 
example,  labor  standards  realization  and 
scrap). 

f.  Make-or-buy  decisions. 

g.  Major  subcontract  costs  (to  include 
an  evaluation  of  whether  the  prime  con¬ 
tractor  is  properly  discharging  its  respon¬ 
sibility  for  the  review  of  subcontractor 
proposals). 

h.  Estimating  methods  and  procedures. 

i.  Adequacy  of  the  cost  accounting 
system  for  the  proposed  contract. 

9-1307.2  DCAA  CoonUuation  with 
Snbteans 

The  contract  auditor  and  members  of 
the  subteams  may  in  some  cases  have 
related  and  overlappiu  responsibilities 
in  some  review  areas.  To  avoid  duplica¬ 
tion,  efforts  of  the  auditor  and  the  sub¬ 
teams  should  be  carefully  coordinated. 

9-1307 J  Cornmnniaition  of  Contract 
Audit  Results 

a.  The  contract  auditor  will  promptly 
advise  the  should-cost  review  team  leader 
of  significant  findings  during  the  audit, 
and  discuss  interim  findings  fully  with 
other  team  members  as  requested  by  the 
team  leader  or  as  need^  to  further 
coordinate  the  overall  team  effort. 

b.  Report  on  any  operations  audit 
perform^  during  the  should-cost  review 
in  accordance  with  10-400. 

c.  Overall  results  of  the  contract  audit 
work  on  the  should-cost  team  review  will 
be  provided  to  the  team  leader  through  a 
formal  audit  report  prepared  in  accor¬ 
dance  with  10-300.  Tne  team  leader  and 
auditor  should  agree  on  an  audit  te^rt 
due  date  at  the  start  of  the  review.  The 
due  date  must  provide  enough  time  for  a 
complete  review  of  the  proposal  and 
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auditor  monetization  of  findings  devel¬ 
oped  by  the  subteams. 

9-1307.4  DCAA  Assistance  After  Report 
Issuance 

a.  The  contract  auditor  will  provide 
contract  audit  assistance  to  the  should- 
cost  review  team  leader  as  needed  after 
issuance  of  the  audit  report.  An  example 
of  this  type  of  effort  is  the  review  of 
contractor  proposal  revisions,  consistent 
with  FAR  15.805-5(h).  The  DCAA  repre¬ 
sentative  will  not,  however,  develop  rec¬ 
ommended  government  “fallback”  posi¬ 
tions  since  inclusion  of  this  type  of 
recommendation  in  our  audit  reports  or 
audit  advice  may  compromise  the  Agen¬ 
cy’s  independence  and  contravene  the 
advisory  nature  of  audit  services.  While 
necess^  |Mst-audit  assistance  may  be 
extensive,  it  is  not  anticipated  to  be 
continuous  in  most  cases. 

b.  The  auditor  will  attend  negotiation 
and  other  conferences  if  requested  by  the 
team  leader  or  other  procurement  offi¬ 
cial.  Since  the  responsibilities  and  func¬ 
tions  of  the  auditor  assigned  in  a  should- 
cost  team  review  are  essentially  the  same 
as  in  a  regular  review  of  a  price  proposal, 
the  auditor’s  attendance  at  negotiation 
conferences  will  be  governed  by  15-400. 
Normally,  the  auditor  should  attend  only 
those  portions  of  the  negotiation  confer¬ 
ence  impacted  directly  by  the  audit  re¬ 
view. 

9-13073  Establtohins  Appropriate 
ResponsiUlitics  and  FWcdons 

a.  The  DCAA  representative  should 
ensure  that  DCAA  review  efforts  and 
other  functions  on  the  team  are  consis¬ 
tent  with  the  responsibilities  of  the  con¬ 
tract  auditor  as  stated  in  the  DCAA 
charter  (1-lSl).  Early  coordination  of 
team  responsibilities  should  provide  an 
operating  guide  and  checklist  for  the 
procurement  office,  team  leader,  and 
individual  team  members  to  use  in  defin- 
ina  and  performing  assigned  functions. 
After  the  initial  planning  meetings  with 
the  other  should-cost  team  members,  the 
FAO  should  provide  written  confirma¬ 
tion  to  the  team  leader  of  the  responsibil¬ 
ities  of  DCAA  during  the  should-cost 
review.  In  addition,  the  FAO  should 
maintain  close  and  effective  coordination 


with  the  team  leader  during  the  review  to 
ensure  DCAA  responsibilities  and  the 
timing  for  accomplishing  these  responsi¬ 
bilities  are  properly  communicated  to 
those  involved. 

b.  During  planning  meetings,  ensure 
that  the  team  leader  has  a  clear  un.ler- 
standing  of  DCAA’s  role.  It  should  be 
made  clear  that  DCAA  will  not  abrogate 
its  responsibilities  for  proposal  review  or 
perform  extensive  cleric^  or  other  no¬ 
naudit  tasks  for  the  team. 

c.  If  inappropriately  proposed  func¬ 
tional  assignments  cannot  be  promptly 
resolved  with  the  team  leader,  or  if 
another  government  agency  intends  to 
perform  DCAA  responsibilities,  the  FAO 
should  immediately  notify  the  regional 
office  and  Headquarters,  Attn:  OPD. 

d.  At  the  conclusion  of  providing  the 
requested  audit  services,  the  FAO  is 
expected  to  issue  an  audit  report  follow¬ 
ing  the  general  guidance  contained  in  10- 
200. 

9-1308  Use  of  ElCAA  Operations 
Audits  by  the  Should-Cost  Review 
Team 

a.  The  assigned  DCAA  auditor  will 
furnish  the  should-cost  review  team  lead¬ 
er  a  listing  of  the  FAO’s  recently  com¬ 
pleted  operations  audits  and  any  related 
information  guested.  The  team  leader 
can  use  this  information  in  determining 
the  scope  of  the  should-cost  review  and 
assigning  specific  responsibilities  to  the 
subteams. 

b.  Recommendations  contained  in 
DCAA  operations  audit  reports  which 
are  not  yet  implemented  by  the  contrac¬ 
tor  should  be  monetized  by  the  auditor 
and  included  in  the  audit  report  to  reflect 
the  impact  on  the  proposal  under  review. 
In  this  manner,  the  results  of  DCAA’s 
reviews  of  the  contractor’s  economy  and 
efficiency  will  help  the  should-cost  re¬ 
view  team  to  estimate  what  the  proposed 
contract  should  cost  the  government  un¬ 
der  efficient  and  economical  conditions. 

c.  If  the  team  leader  decides  that  sup¬ 
plemental  economy/efficiency  reviews 
are  required  as  part  of  the  should-cost 
review  in  areas  of  DCAA  interest,  DCAA 
will  be  given  the  first  opportunity  to 
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perform  operations  audits  in  those  areas. 
The  FAO  should  perform  all  such  reviews 
unless  the  FAO  and  regional  office  are 
unable  to  secure  necessary  technical  as¬ 


sistance,  or  cannot  assign  sufficient  staff¬ 
ing  to  complete  the  reviews  in  time  to 
meet  the  should-cost  review  schedule. 
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Figure  9-13-1 
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9-1400  Section  14  -  Review  of  I^posals  for  Flexible  Progress  Payment  Rates 


9-1401  Introduction 

This  section  provides  guidance  on  the 
use  of  the  DoD  Cash  How  Computer 
Model  (CASH)  for  computing  customary 
flexible  progress  payment  rates  (DEARS 
232.502-1-71). 

9-1402  Background 

a.  Progress  payments  assist  in  financ¬ 
ing  a  contractor’s  performance  and  re¬ 
duce  the  contractor’s  investment  in  its 
work-in-process  inventory.  The  actual 
investment  in  its  work-in-process  inven¬ 
tory  is  influenced  by  a  number  of  factors 
in  addition  to  progress  payments,  such  as 
delivery  schedules,  cash  management 
practices,  and  government  payment  prac¬ 
tices.  The  DoD  was  concerned  that  the 
use  of  uniform,  customary  progress  pay¬ 
ment  rates  would  result  in  inequitable 
variations  in  contractor  cash  flow  re¬ 
quirements  on  individual  contracts,  de¬ 
pending  on  the  aforementioned  varying 
factors.  Accordingly,  a  flexible  progress 
payment  procedure  was  designed  and 
implemented  to  enable  contracting  offi¬ 
cers  to  establish  progress  payment  rates 
tailored  more  closely  to  the  cash  needs 
for  financiiu  performance  of  a  particular 
contractor  tor  a  given  contract. 

b.  For  flexible  progress  payments,  cash 
needs  are  measured  and  projected  in 
relation  to  the  contractor’s  and  the  gov¬ 
ernment’s  investment  in  the  work-in-pro¬ 
cess  inventory  over  the  life  of  the  con¬ 
tract.  Total  investment  is  measured  by  a 
weighted  average  of  total  costs  paid  by 
the  contractor  to  complete  performance 
of  the  contract.  The  contractor’s  invest¬ 
ment  is  the  weighted  average  of  the 
amount  not  paid  by  the  government.  The 
DoD,  as  a  matter  of  imlicy,  requires 
contractors  to  retain  a  minimum  invest¬ 
ment  level  in  work-in-process  inventory 
over  the  life  of  the  contract.  Accordingly, 
DoD  will  make  progress  payments  at  a 
rate  that  is  the  highest  rate  which  yields  a 
corresponding  investment  by  the  contrac¬ 
tor  in  work-in-process  inventory  of  not 
less  than  the  contract  specified  minimum 


investment  percentage  (MIP)  (see  Table 
32-1  at  DFARS  232.502-l-71(aK7)). 

9-1403  Contract  El^bility 

Pursuant  to  Section  8155  of  the  FY 
1994  Defense  Appropriations  Act  (Public 
Law  103-139),  the  Director,  Defense  Pro¬ 
curement,  issued  an  interim  rule  amend¬ 
ing  the  Defense  Federal  Acquisition  Reg¬ 
ulation  Supplement  to  preclude  use  of 
flexible  progress  ^yments  on  contracts 
resulting  from  solicitations  issued  on  or 
after  1 1  November  1993.  Contract  modi¬ 
fications  for  in-scope  effort  (e.g.,  supple¬ 
mental  a^eements,  chafes,  exercised 
priced  options,  and  definitization  of  let¬ 
ter  contracts)  will  be  financed  at  the  rate 
established  in  the  existing  contract.  Con¬ 
tract  modifications  that  add  new  work  to 
the  contract  shall  be  financed  with  the 
current  customary  uniform  rate  if  the 
solicitation  for  that  new  woric  was  issued 
on  or  after  1 1  November  1993.  Separate 
progress  payment  requests  are  required 
for  those  contract  modifications  that  are 
subject  to  the  current  customary  uniform 
rate,  when  other  ports  of  the  contract  are 
authorized  financing  using  flexible  prog¬ 
ress  payment  rates. 

9-1404  Timing  and  Scope  of  Audit 

a.  During  periodic  reviews  of  the  con¬ 
tractor’s  progress  payment  requests,  the 
flexible  progress  payment  rate  should  be 
reviewed  whenever  there  has  been  (1)  a 
significant  change  in  the  float  or  lag 
factors,  (2)  a  significant  change  in  the 
delivery  schedule,  or  (3)  substantial  work 
added  to  or  deleted  from  the  contract.  If 
periodic  reviews  of  the  contractor’s  prog¬ 
ress  payment  requests  indicate  a  ne^  to 
reassess  the  rate,  audit  support  may  be 
required  relating  to  the  redetermination 
of  the  flexible  progress  payment  rate. 

b.  The  ACO  may  request  a  review  to 
determine  if  the  computed  investment 
percentage  (CIP)  in  work-in-proness 
O^P)  continues  to  support  the  use  of  the 
current  flexible  progress  rate.  Table  32-1 
(DFARS  232.502-l-71(aX7))  contains  the 
MIPS  for  each  CASH  model.  The  foUow- 
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ing  guidance  pertains  to  the  review  of 
CIP. 

(1)  If  the  CIP  has  not  changed  by  more 
than  2  points  above  or  below  the  speci¬ 
fied  minimum,  report  that  the  contrac¬ 
tor’s  CIP  is  within  the  investment  toler¬ 
ance  for  the  CASH  model  sp^ified  in  the 
contract,  and  the  current  flexible  progress 
payment  rate  does  not  need  to  be 
changed. 

(2)  If  the  CIP  is  more  than  the  2  points 
above  or  below  the  specified  minimum, 
perform  a  review  of  the  flexible  prog^s 
payment  rate.  In  no  event  wilt  the  flexible 
progress  payment  rate  be  greater  than 
100  percent,  or  less  than  the  uniform, 
customary  rate  that  would  have  been 
applied  to  the  contract  absent  flexible 
progress  payments. 

c.  Audit  scope  depends  on  the  nature  of 
the  audit  r^uest  (e.g.,  rate  reviews  or 
float/lag  reviews)  and  the  auditor’s  pro¬ 
fessions  judgment.  Factors  to  consider 
when  setting  the  scope  include  contract 
risk,  familiarity  with  the  contractor’s 
operations,  prior  audit  experience  with 
the  contractor,  and  the  contractor’s  fi¬ 
nancial  position. 

9-1405  Contractor  Submissions 

a.  Prior  to  n^otiations  (or  renegotia¬ 
tion  of  an  existing  flexible  rate,  contrac¬ 
tors  should  furnish  cash  flow  data  in  the 
form  and  context  specified  for  use  in  the 
DoD  Cash  Flow  Computer  Model.  Re¬ 
quired  cash  flow  data  includes;  (1)  actual 
and  projected  incurred  cost  by  element  of 
cost  and  by  month  for  the  duration  of  the 
contract,  (2)  float  for  each  element  of 
cost,  (3)  dates  and  lag  of  actual  and 
projected  process  parent  and  delivery 
payment  receipts,  (4)  current  contract 
pnce  and  (5)  estimated  profit  percentage 
(DFARS  232.502-1-71(0X1)).  The  data 
tile  submitted  should  be  current  and 
reconcilable  to  the  actual  contract  price, 
actual  and  estimated  cost  records,  and 
actual  and  estimated  reimbursements. 

b.  The  Flexible  Progress  Payment 
clause  at  DFARS  2S2.232-7003  provides 
for  the  reduction  of  the  flexible  progress 

,  payment  rate  iXus  payment  of  interest 
I  (DFARS  232.^2-1-7  l(cX3)  and  (4))  if 
the  rate  is  later  detmmined  to  be  over¬ 
stated  because  factual  data  submitted  in 


support  of  the  computation  was  not  cur¬ 
rent,  accurate,  and  complete  at  the  time 
the  rate  was  established. 

9-1406  DoD  Cash  Flow  Computer  I 

Models  and  Guidance  I 

a.  The  DoD  Cash  Flow  Computer 
Model  is  a  computer  program  developed 
to  provide  contracting  officers  with  a 
means  to  determine  flexible  progress  pay¬ 
ment  rates.  This  model  takes  into  ac¬ 
count  key  cash  flow  factors,  such  as 
contract  cost  profile,  delivery  schedules, 
subcontractor  progress  payments,  liqui¬ 
dation  rates,  and  payment  and  reim¬ 
bursement  cycles.  Since  inception  of  the 
flexible  progress  payment  rate  concept  on 
28  August  1981,  there  have  been  a  num¬ 
ber  of  changes  to  DoD’s  financing  poli¬ 
cies  and  the  cash  flow  model. 

b.  The  current  DoD  C^ash  Flow  Com-  I 
puter  Program,  CASHPlOl  dated  26  Sep¬ 
tember  1990,  was  issued  by  the  Office  of 
the  Under  Swretary  of  Defense  for  Ac¬ 
quisition;  Director  Defense  Procurement;  I 
(office  of  Cost,  Price,  and  Finance. 
CASHPlOl  is  a  PC-based  computer  pro¬ 
gram  and  is  available  to  all  auditors 
through  DCAA’s  electronic  Bulletin 
Board  under  file  name  CASHP.EXE.  I 
CASHPlOl  consolidates  all  previous 
cash  models  into  one  program;  and  will 
allow  use  of  this  program  for  future 
changes  in  progress  payment  policy. 
Rates  applicable  to  each  CASH  model  are 
contained  in  Table  32-1  of  DFARS 
232.502-1-7 l(aX7).  Program  option  1 
permits  selection  of  CASH  models  II,  III, 
IV,  or  V.  Program  option  2  requires  user 
input  and  should  be  used  only  for  those 
CASH  models  not  covered  by  option  1 
(i.e.  CASH  VI).  Under  option  2,  the  user 
must  specify  a  particular  uniform  prog¬ 
ress  payment  rate  and  MIP  applicable  to 
the  contract.  The  prior  cash  models,  the 
applicable  uniform  progress  payment 
rates,  and  criteria  for  using  these  cash 
flow  models  are: 

(1)  CASHII:  Used  for  contracts  award¬ 

ed  prior  to  1  May  1985.  The  uniform 
prcgress  payment  rate  and  MIP  are  90  I 
andS  percent,  respectively.  Use  program  I 
option  1.  I 

(2)  CASHlIl:  Used  for  contracts 
awarded  between  1  May  1985  and  17 
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October  1986.  The  uniform  prc^ess  pay¬ 
ment  rate  and  MIP  are  80  and  IS  per- 
I  cent,  respectively.  Use  program  option  1. 

(3)  CASHIV:  Used  for  contracts  award¬ 
ed  based  on  solicitations  issued  between 
18  October  1986  and  30  September  1988. 
Since  the  fiscal  year  1987  Defense  Appro¬ 
priation  Act  required  contractors  to  re¬ 
tain  at  least  a  2S  percent  investment  in 
work-in-process  inventoty  over  the  life  of 
the  contract,  CASHIV  is  also  used  for 
contracts  awarded  after  30  September 
1988  that  were  funded  with  government 
fiscal  year  1987  appropriations.  The  uni¬ 
form  progress  payment  rate  and  MIP  are 
7S  and  23  percent,  respectively.  Use 
program  option  1. 

(4)  CASHV:  Used  for  contracts  award¬ 
ed  based  on  solicitations  issued  on  or 
after  1  October  1988,  not  funded  with 
fiscal  year  1987  appropriations.  The  uni¬ 
form  progress  payment  rate  and  MIP  are 
80  and  20  percent,  respectively.  Use 
prc^m  option  1. 

(5)  CASHVI:  Used  for  contracts  award¬ 
ed  on  or  after  1  July  1991  through  11 
November  1993.  The  uniform  progress 
payment  rate  and  MIP  are  83  and  20 
{lercent,  respectively.  Use  program  op¬ 
tion  2. 

c.  Contracting  officers  were  given  dis¬ 
cretionary  authority  on  which  uniform 
progress  ^yment  rate/Cash  Model  to  use 
for  certain  contract  actions  in  process  as 
of  the  effective  dates  of  the  finance  policy 
changes.  As  a  result,  there  may  be  excep¬ 
tions  to  the  above  time  frames  as  well  as 
several  flexible  progress  payment  rates 
and  Cash  Flow  Models  applicable  to  one 
contract.  Refer  to  the  contract  clauses  to 
determine  the  applicable  prraress  pay¬ 
ment  rates  and  Cash  Flow  Models. 

d.  The  DoD  documents  referenced  in 

e.  and  f.  below  and  the  DCAA  document 
referenced  in  9-14081.  are  available  to  all 
auditors  through  the  DCAA  electronic 
Bulletin  Board  S^tem  under  the  self-ex¬ 
tracting  file  CASHEKX^.EXE. 

e.  Guidance  concerning  flexible  prog- 
I  ress  payments  is  contained  in  the  DoD 

Cash  now  Computer  Model  Users 
Guide,  Revision  1,  dated  1  Februan 
I  1983.  The  «iide  was  issued  by  the  DoD 
Contract  Finance  Committee  and  was 
last  updAed  in  1983.  The  guide  provides 
illustrations  of  input  and  output,  exam¬ 


ples  of  float  and  lag  computations,  defini¬ 
tions  of  relevant  terms,  and  is  available 
on  the  EXTAA  Bulletin  Board  as  multi¬ 
mate  file  U-GUIDE.DOC  (see  d.  above). 
Input  procedures  for  CASHPlOl  differ 
sli^tly  from  those  in  the  model’s  Users 
Guide.  Additional  instructions  accompa¬ 
ny  CASHPlOl  and  are  found  in  a  file 
called  README.DOC.  The  READ- 
ME.DOC  file  is  in  an  ASCII  format,  not 
a  MultiMate  format. 

f.  Supplemental  guidance  to  the  DoD 
Cash  Flow  Computer  Model  Users  Guide 
was  provided  by  the  Under  Secretary  Of 
Defense,  Acquisition  in  two  separate  1 
July  1991  memorandums  signed  by  the 
Director,  Defense  Procurement. 

(1)  DoD  “Acquisition  DP/CPF’  mem¬ 
orandum  includes  guidance  on  progress 
payment  lag  time,  material  payment 
float,  start  up  costs,  cost  statement  date, 
and  loss  contracts.  The  document  is 
available  on  the  DCAA  Bulletin  Board  as 
multimate  file  UPDATE- 1. DOC  (see  d. 
&Ik)vg)* 

(2)  DoD  “Acquisition  DP(DARS)’’ 
memorandum  topics  include  customa^ 
progress  payment  rates  and  progress  pay¬ 
ment  rate  change  implementation  in¬ 
structions.  The  document  is  available  on 
the  DCAA  Bulletin  Board  as  multimate 
file  UPDATE-2.DOC  (see  d.  above). 

9-1407  Factors  Inflaenciiig  the 
CASH  Model. 

a.  The  most  sensitive  factors  in  the 
model  are  the  progr^  payment  and 
delivery  payment  lag  times,  and  the  float 
calculations.  ACOs  are  encouraged  to 
establish  advance  agreements  at  contrac¬ 
tor  locations  for  payment  float  and  lag 
times  ahich  are  common  to  several  con¬ 
tracts  (DFARS  232.302-l-71(cX5)).  From 
an  audit  standpoint,  risk  decreases  as  the 
contract  approaches  completion. 

b.  Prepress  Payment  La^  Progress  pay¬ 
ment  lag  is  the  length  of  time  between  the 
contractor’s  cost  statement  date  (Block  II  I 
oftheSF1443)  and  receipt  of  the  progress  I 
payment.  Progress  payment  lag  cannot  , 
exceed  36  days.  Under  normal  circum-  I 
stances,  ho  more  than  3  of  the  36  days  I 
should  be  allowed  for  the  contractor  to 
prepare  and  submit  a  progr^  payment 
request.  Since  government  risk  increases  I 
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when  lag  factors  are  overstated,  lar^e 
proposed  lag  increases  should  be  investi¬ 
gated.  Although  lag  has  the  greatest  influ¬ 
ence  on  the  CIP  and  payment  rate,  the 
exact  impact  of  changes  in  the  progress 
payment  lag  cannot  be  precisely  deter¬ 
mined  due  to  the  effects  of  all  the  other 
variables  in  the  model, 
f  c.  Delivery  Payment  Lag.  Delivery 
I  payment  lag  is  the  number  of  days  be¬ 
tween  the  acceptance  date  shown  in 
I  Block  21  of  the  Material  Inspection  and 
I  Receiving  Report,  DD  Form  2S0,  and  the 
I  receipt  of  the  actual  delivery  payment. 

lie  delivery  payment  lag  cannot  exceed 
I  60  d^s. 

I  d.  Float.  Float  is  the  number  of  days 
I  between  the  cost  statement  date  and  the 
time  the  cost  is  actually  paid  including- 
i  bank  1:^  days  (the  lag  between  the  is- 
1  suance  of  the  check  and  payment  of  the 
check  by  the  bank).  For  material  payment 
[  float,  the  period  begins  with  the  date  the 
contractor  receives  the  material,  records 
a  liability  and  charges  the  cost  to  a 
contract  and  ends  the  day  the  payment  is 
made  by  the  bank.  Float  can  either 
positive  or  negative.  Paid  costs  have  a 
negative  float  and  unpaid  costs  have  a 
positive  float.  The  float  for  unpaid  cost 
cannot  exceed  28  days.  Float  days  have 
the  same  overall  affect  on  the  CIP  as  lag 
days;  however,  their  influence  is  weighted 
by  the  percentage  of  the  cost  element 
with  which  they  are  associated.  The  audi- 
j  tor  should  be  alert  to  proposed  decreases 
;  in  positive  float  or  propped  increases  to 
!  negative  float. 

I  e.  Other  Factors.  Percent  of  cost  paid, 

!  contract  delivery  schedule,  and  length  of 
i  contract  all  have  a  lesser  affect  on  CIP 
and  progress  payment  rate.  The  percent 
I  of  cost  paid  factor  for  any  cost  element  is 
the  ratio  of  the  cost  incurred  and  paid  in 
a  single  cost  statement  period  (ending  on 
I  the  date  shown  in  Block  II  of  the  SFl  443) 
to  the  total  incurred  and  paid  for  that 
element  during  that  same  period.  The 
longer  the  contract,  the  less  sensitive  are 
these  factors. 

9-1408  Other  CASH  Model 
OMsideiatioiM. 

I  The  foUowiM  is  guidance  for  each  of 
I  the  pertinent  CASH  model  input  items: 


a.  Start-up  Cost.  Start-up  cost  is  de- 
flned  as  precontract  cost  and  includes 
only  those  costs  that  are  properly  alloca¬ 
ble  and  allowable  against  a  contract  but 
incurred  prior  to  the  contract’s  start  date 
(9- 1408b.).  Ensure  that  these  costs  have 
been  properly  authorized  and  approved 
by  the  government  for  progress  payment 
purposes. 

b.  Contract  Start  Date.  The  contract 
start  date  entered  on  Line  1  of  the 
CASHPlOl  data  file  represents  the  first 
day  of  the  accounting  period  of  the  first 
cost  statement  whether  that  cost  state¬ 
ment  was  subject  to  a  flexible  rate  or  not. 

c.  Cost  Statement  Date.  The  cost  state¬ 
ment  date  is  the  date  entered  at  Item  1 1 
on  the  SF  1443.  This  is  the  cut  off  date 
for  including  costs  on  the  progress  pay¬ 
ment  request  and  it  should  correspond  to 
the  last  day  of  the  interim  accounting 
period. 

d.  Letter  Contracts  and  Definitization. 
Flexible  progress  payment  rates  are  not 
permitted  on  undefinitized  contract  ac¬ 
tions  (DFARS  232.502-l-71(bX2)).  Upon 
definitization,  the  use  of  a  flexible  rate 
may  be  grants  if  all  the  requirements  at 
DFARS  232.502-1-71  are  met.  If  granted, 
all  contract  cost  (actual  and  estimated) 
from  the  contract  start  date  forward 
should  be  entered  into  the  data  file.  Start¬ 
up  cost  should  be  entered  as  a  lump  sum 
on  line  1  of  the  data  file. 

e.  Contract  Options  and  Modification. 
The  contract  data  file  should  reflect  cur¬ 
rent  contract  price  information.  For  ex¬ 
ample,  if  the  contract  includes  options 
and  these  options  are  exercised,  the  op¬ 
tion  prices  can  be  added  to  the  basic 
contract  data  file.  Those  contract  modifi¬ 
cations  subject  to  different  CASH  models 
(or  the  customary  uniform  rate,  see  9- 
1403)  require  separate  accounting,  sepa¬ 
rate  data  files,  and  separate  progi^ 
payment  requests.  Flexible  rates  should 
not  be  recommended  where  separate  data 
files  are  required  but  not  maintained. 

f.  Singular  Contract/Multiple  CASH 
Models.  Contract  modifications  can  be 
subject  to  CASH  models  that  are  differ¬ 
ent  from  that  covered  by  the  basic  con¬ 
tract.  If  subject  to  a  different  CASH 
model,  SQiarate  progress  payment  re¬ 
quests  and  data  files  would  be  necessary, 
nexible  rates  should  not  be  lecommend- 
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ed  where  separate  data  files  are  required 
but  not  maintained. 

g.  Loss  Contracts. 

(1)  If  the  sum  of  the  total  costs  incurred 
under  a  contract  plus  the  estimated  costs 
to  complete  exceed  the  contract  price,  the 
contracting  officer  shall  compute  a  loss 
ratio  factor  and  adjust  future  progress 
payments  to  exclude  the  element  orloss 
(FAR  32.503-6(gKl)).  Loss  contracts 
would  not  impact  computation  of  the 
flexible  progress  payment  rate;  however, 
the  costs  eligible  for  progress  payments 
would  be  adjusted  downward  by  the  loss 
percentage  (see  14-20Sf). 

(2)  Loss  position  contracts  that  qualify 
for  rate  redeterminations  must  first  have 
their  data  files  altered  through  the  use  of 
a  loss  ratio  because  the  official  DoD 
CASH  program  cannot  process  actual 
unadjusted  data  for  a  contract  in  a  loss 
position.  For  contracts  in  loss  positions, 
the  contract  price  (current  ceiut^  price 
under  fixed-price  incentive  contracts) 
should  be  revised  (FAR  32.S03-6(gKl))  to 
include  any  pending  change  orders  and 
unpriced  orders  to  the  extent  funds  for 
the  orders  have  been  obligated.  The  re¬ 
vised  contract  price  is  divided  by  the  sum 
of  the  total  costs  incurred  to  date  plus  the 
estimated  additional  costs  of  completing 
contract  performance  to  arrive  at  the  loss 
ratio.  All  contract  price  revisions  should 
be  confirmed  with  the  contracting  officer 
before  including  them  in  the  loss  ratio 
computation.  The  contract  data  file 
should  be  adjusted  to  reflect  the  same 
price  revisions  and  estimated  costs  used 
to  compute  the  loss  ratio.  Apply  the  loss 
ratio  (see  FAR  32.S03-6(g))  to  the  EAC 
(iiKluding  start  up  cost)  so  that  EAC  as 
adjusted  equals  the  contract  price  (cur¬ 
rent  ceiling  price  under  fixed-price  incen¬ 
tive  contracts)  and  profit  equals  zero. 
Loss  ratios  should  be  apjiiied  evenly  to  all 
cost  elements  within  each  cost  statement 
(including  start  up  cost)  in  the  data  file. 
After  making  the  necessary  adjustments, 
the  data  file  as  revised  can  be  run  through 
the  appropriate  CASH  model.  Progress 
payments  subject  to  a  new  rate  are  also 
subject  to  the  related  loss  ratio  adjust¬ 
ment. 

h.  Liquidation  Rates.  The  jp>vemment 
recovers  progress  payments  by  reducing 
the  payment  (contract  price)  for  contract 


items  delivered,  accepted,  and  invoiced 
by  the  amount  of  previous  progress  pay¬ 
ments.  Actual  deliveries  in  the  data  file 
represent  those  completed  items  and 
should  contain  the  delivery  date  (DD230 
block  21  date),  the  delivery  value 
(DD2S0  block  20  amount),  and  the  liqui¬ 
dation  rate.  Planned  deliveries  should 
contain  delivery  dates  and  delivery  val¬ 
ues  only.  The  liquidation  amount  is 
based  on  the  application  of  a  liquidation 
rate  (FAR  32.S()3-08  through  -12)  to  the 
contract  price  of  contract  items  delivered 
and  accepted.  The  CASHPlOl  progrm 
calculates  and  provides  the  liquidation 
rates  (ordinary  and  alternate)  in  the  ana¬ 
lytical  report.  Whenever  the  liquidation 
rate  is  changed,  the  contracting  officer 
shall  issue  a  contract  modification  (FAR 
32.S03-9(c))  to  specify  the  new  rate  in  the 
progress  payment  clause. 

(1)  The  ordinary  method  (FAR  32.503- 
8)  is  that  the  liquidation  rate  is  the  same 
as  the  progress  payment  rate;  at  the 
beginning  of  a  contract,  only  this  method 
may  be  used. 

(2)  The  alternate  method  (FAR  32.503- 
9  and  -10)  permits  the  contractor  to 
retain  the  earned  profit  element  of  the 
contract  price  for  completed  items  in  the 
liquidation  process.  The  minimum  liqui¬ 
dation  rate  is  the  expected  progress  pay¬ 
ments  (i.e.  contracting  officer  detenmnra 
-  usually  the  EAC  times  the  progress 
payment  rate)  divided  by  the  contract 
price  (FAR  32.503-10(b)). 

i.  Overliquidation.  The  “Overliquida¬ 
tion  of  Progress  Payments”  error  message 
is  generated  by  the  CASH  model  whenev¬ 
er  the  unliquidated  progress  payment 
balance  is  zero  or  negative.  This  condi¬ 
tion  usually  occurs  when:  (i)  a  delivery  is 
not  in  the  proper  sequence  (i.e.  too  early 
for  the  amount  of  cost  incurred),  (ii)  the 
“one-to-one”  relationship  (subjM  to  mi¬ 
nor  exception)  between  cost  statements 
and  progress  payments  is  not  maintained, 
or  (iii)  actual  progress  payments  were  less 
tlum  what  the  model  would  have  calculat¬ 
ed.  The  current  official  DoD  CASHPlOl 
model  will  not  provide  a  flexible  rate 
when  overliquidation  occurs.  Since  some 
versions  may  produce  a  flexible  rate 
when  overliquidation  occurs,  do  not  ac¬ 
cept  any  rate  accompanied  by  an  “Overli¬ 
quidation  of  Progi^  Payments”  error 
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message.  Do  not  recommend  any  flexible 
rate  without  first  running  the  data  file 
through  the  official  DoD  Cash  prt^ram 
(currently  CASHPlOl). 

j.  FLEX  and  Subcontractors.  DEARS 
232.502-1-7 l(bK4)  covers  the  require¬ 
ments  impost  on  contractors  and  sub¬ 
contractors  for  subcontractor  eligibility 
for  flexible  progress  payments. 

k.  CASH  Model  Execution  Questions. 
The  intent  of  the  flexible  progress  pay¬ 
ment  model  is  to  reflect  the  contractor’s 
anticipated  and  actual  cash  flow  for  each 
contract.  It  is  the  contractor’s  cash  flow 
and  resulting  CIP  in  its  work-in-process 
inventory  that  determines  the  progress 
payment  rate.  Unless  all  questions  are 
properly  answered,  the  contractor’s  cash 
flow,  CIP  in  work-in-process  inventory, 
and  progress  payment  rate  will  not  1^ 
properly  compute.  Therefore,  if  the  data 
file  submitted  is  not  current,  accurate, 
and  complete,  notify  the  contracting  offi¬ 
cer  and  return  the  submission  to  the 
contractor. 

l.  Editing/Converting  FLEX  data  files. 
Contractors  should  be  encouraged  to  sub- 
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mit  their  FLEX  data  files  in  ASCII 
format.  The  ASCII  data  files  can  be 
edited  with  the  DOS  editor  or  converted 
to  MultiMate,  edited,  and  reconverted 
for  the  CASHPlOl  program.  Multimate 
document  EDIT.DC)C  explains  how  to 
create  or  edit  a  data  file  in  MultiMate 
and  convert  from/to  ASCII  for  the  CASH 
program.  EDIT.DOC  is  one  of  four  Mul¬ 
tiMate  flies  contained  within  the  Bulletin 
Board  System  (BBS)  self  extracting  ^e 
CASHDOC.EXE  (see  9-1406d.). 

9-1409  Repmts 

The  audit  report  should  be  prepared 
and  addressed  to  the  contracting  officer 
who  requested  the  audit.  If  the  review 
was  initiated  by  the  auditor,  the  report 
should  be  addressed  to  the  government 
representative  responsible  for  review  of 
the  contractor’s  requests  for  flexible  prog¬ 
ress  payments.  In  all  cases  where  he  or 
she  is  not  the  addressee,  the  ACO  should 
be  furnished  a  copy  of  the  report.  The 
content  of  the  report  should  conform  to 
Chapter  10. 
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CHAPTER  10 


NOTICE 

During  the  finalization  of  this  CAM  update,  the  Agency  adopted  the  new  audit 
report  format  described  in  MRD  94-PFD-163,  dat^  26  September  1994.  FAOs 
b^gan  using  the  new  format  31  October  1994  and  sample  audit  reports  using  the 
new  guida^  were  added  to  the  DCAA  Bulletin  Board  under  the  file  name 
NUFORMAT.ZIP. 

At  this  printing.  Chapter  10  is  only  partly  revised  to  incoi^rate  the  new  report 
format  guidance  (i.e.,  10-400).  During  the  transition,  auditors  should  adapt  the 
guidance  in  Chrvter  10  to  the  reporting  format  in  MRD  94-PFD-163  and  the 
examples  in  NUFORMAT.ZIP. 

Watch  for  cc:Mail  armouncements  of  updates  to  NUFORMAT.ZIP. 


Table  rtf  Coateats 


Paragraph 


Page 


UMHW  PREPARATION  AND  DISTRIBUTION  OF  AUDIT  REPORTS 


104)01  Scope  of  Chiqrter  .  1001 

10-100  Sectioa  1  —  Aadit  Report  (}aality 

10-101  Introduction  .  1001 

10-102  Importance  of  Audit  Report  Quality  .  1001 

10-103  Characteristics  of  a  Quality  Audit  Rqrort  .  1001 

10-103.1  Timeliness  of  Reports  .  1001 

10-103.2  Report  Qmtent .  1002 

10-103.3  Audit  Opinion  .  1004 

10-104  Good  Writing  Tedmiques  for  Effective  Audit  Reports  .  1006 

10-104.1  Planning  the  Audit  Report  .  1006 

10-104.2  Organizing  the  Audit  Report  .  1006 

10-104.3  Drafting  the  Audit  Repmt  .  1007 

10-104.4  Clarity  and  Precision  in  the  Audit  Report  .  1007 

10-104.5  Responsiveness  to  the  Customer  in  the  Audit 

Rqiort  .  1007 

10-104.6  Readalnlity  of  the  Audit  R^rt  .  1008 

10-104.7  The  Visud  Impact  of  Your  Audit  Rqport .  1009 

10-104.8  Active  and  Pa^ve  Voice  .  1009 

10-104.9  Modifiers  .  1010 

10-104.10  The  Reader’s  Perqredive  .  1010 


DCAA  CaMiact  Aatft  Maaaal 


10(2) 


JaiMuy  1995 


ParagrajA  Page 

10>104.11  Final  Steps  . 1010 

10-200  Section  2  —  ForaMt  ami  Conteats  of  Andit  Rq^orts — Gcnwal 

10-201  Introduction  .  1011 

10-202  Reporting  of  Audit  Results  .  1011 

10-203  General  Administrative  Requirements  .  1011 

10-203.1  Paper .  1011 

10-203.2  Margins  .  1011 

10-203.3  Typing  .  1011 

10-203.4  Date  .  1012 

10-203.S  Page  Numbering  .  1012 

10-203.6  Numbering  Audit  Reports  .  1012 

10-203.7  Report  Assembly  and  Rq;Hoduction  .  1013 

10-203.8  Insignificant  Amounts/Elimination  of  Cents  .  1013 

10-203.9  Use  of  Rubber  Stamps .  1013 

10-203.10  Protection  of  Report  Information  .  1013 

10-204  Audit  Report  Format  .  1014 

10-205  Audit  Report  Cover  .  1014 

10-205.1  Criteria  for  Use  .  1014 

10-205.2  Covers  for  Reports  on  Classified  Subjects .  1015 

10-206  Audit  Report  Cover  Sheet  . 1015 

10-206.1  General  .  1015 

10-206.2  Release  of  Audit  Reports  to  the  Contractor  .  1015 

10-206.3  Release  of  Subcontract  Audit  Report  to  the  Higher- 
Tier  Contractor  —  Proposals  or  Other  Cost 

Submissions  .  1017 

10-207  Report  Subject  .  1018 

10-208  Addressee  .  1018 

10-208.1  Prime  Contract  Report  Addressees  .  1018 

10-208.2  Subcontract  and  intneompany  R^rt  Addressees  ...  1019 

10-208.3  Form  of  Addresses  .  1019 

10-208.4  “Through”  Addressing  .  1019 

10-208.5  Attention  Lines .  1019 

10-209  Report  Narrative  .  1019 

10-209.1  Purpose  and  Scope  oi  Audit  (mandatory 

paragraph)  .  1020 

10-209.2  Circumstances  Affecting  the  Audit .  1022 

10-209.3  Sumnuty  of  Audit  Results  (mandatory  paragnqih)  ..  1023 

10-209.4  Diqxisition  of  Audit  Results  (mandat^ 

paragraph)  .  1023 

10-210  Signature  Blodt  .  1024 

10-211  Report  Distribution  .  1024 


Janury  1995  10(3) 

Paragraph  Page 

10-212  Table  of  Contents  .  1025 

10-213  Data  Sheet  .  1025 

10-214  Exhibits,  Schedules,  and  Appendixes  .  1025 

10-215  DCAA  Summaiy  Sheet  .  1026 

10-216  Suiq>leniental  Audit  Reports  .  1026 

10-216.1  Criteria  for  Use  .  1026 

10-216.2  General  Requirements .  1026 

10-216.3  Supplementid  R^rt  Format  .  1027 

10-216.4  Audit  Report  Cover  Sheet/Subject  Element  .  1027 

10-216.5  Report  Narrative  .  1027 

10-216.6  Table  of  Contents  .  1028 

10-217  Report  Transmittals  and  Routing .  1028 

10-218  Use  of  Short  Form  Audit  Reports  .  1028 

10-300  Section  3  —  Andit  ReptMts  on  Price  PitHMisab 

10-301  Introduction  .  1036 

10-302  Format  and  Content  of  Reports  .  1036 

10-303  Addressing  and  Distributing  Reports  on  Price  Proposal 

Audits  .  1036 

10-303.1  Reports  on  Prime  Contract  Proposals  .  1036 

10-303.2  Reports  on  Intracompany  and  Subcontract 

Proposals  .  1037 

10-304  Narrative  .  1037 

10-304.1  Purpose  and  Scope  of  Audit  .  1037 

10-304.2  Circumstances  Affecting  the  Audit  .  1039 

10-304.3  Summary  of  Audit  Results  .  1041 

10-304.4  Disposition  of  Audit  Results .  1044 

10-305  Data  Sheet  .  1045 

10-306  Exhibits  and  Schedules  .  1045 

10-307  Appendixes  .  1045 

10-307.1  Aniendix  —  Basis  of  Contractor’s  Proposal  .  1046 

10-307.2  Appendix  —  Outstanding  Estimating  Deficiencies  ...  1046 

10-307.3  Ainrendix  —  Contractor’s  Organization  and 

Operations  .  1046 

10-307.4  Appendix  —  Contractor’s  Accounting  System  .  1046 

10-307.5  ^ipendrx  —  Other  Matters  To  Be  Rq^rorted  .  1046 

10-307.6  Ai^rendix  —  Comments  on  Profit .  1047 

10-307.7  Appendix  —  Subcontracts  Requiring  ContractcH’ 

Cost  Analyses  .  1047 

10-307.8  Appendix  —  Individuals  Having  Access  to 

Proprietary  or  Source  Sdectkm  Information .  1048 


DCAA  Cmrinct  Aadlt  MmmA 


10(4) 


JaBoary  1995 


Paragraph  Page 

10-307.9  Appendix  —  Incorporation  of  Government 

Technical  Reports  .  1048 

10-308  Presentation  of  Information  and  Audit  Results  .  1049 

10-308.1  Questioned  Costs  .  1051 

10-308.2  Unsupported  Costs  .  1051 

10-308.3  Unresolved  Costs  .  1052 

10-308.4  Difference  .  1052 

10-308.5  Qualifications  for  Lack  of  Technical  Reports  or 

Contracting  Officer  Approvals  .  1052 


1(M00  SectHHi  4  —  Audit  Reptuts  on  OpmratioBs,  Internal  Control  and 

Other  Functional  Audits 


10-401  Introduction  .  1063 

10-402  Nature  of  Reports  .  1063 

10-403  Format  and  Content  of  Reports  .  1063 

10404  Cover  Sheet  .  1063 

10-405  Subject  of  Audit  .  1064 

10-406  Scope  of  Audit  .  1064 

10-407  Executive  Summary  .  1065 

10408  Results  of  Audit  .  1065 

10-409  Statement  of  Conditions  and  Recommendations  .  1068 

10410  Contractor  Organization  and  Systems  .  1068 

10411  DCAA  Personnel  .  1070 

10412  Audit  Report  Distribution  and  Restrictions .  1070 

10412.1  Distribution  to  Contractor  .  1070 

10412.2  Distribution  to  Other  In-Plant  Government 

Representatives .  1070 

10412.3  Distribution  to  Procurement  Offices .  1070 

10412.4  Additioiud  Distribution  of  Reports  on 

Subcontractors .  1070 

10412.5  Distribution  to  Other  DCAA  Offices  .  1071 

10412.6  Additiorul  Distribution  of  Estimating  System  Survey 

Reports  .  1071 

10412.7  Additional  Distribution-NASA  Contractors  .  1071 

10413  Attachments  .  1071 

10-4S1  Supidement  —  Outline  of  Report  on  Team  Estimating  System 

Survey  of  the  XYZ  Corporation,  Philadelphia, 

Pennsylvania  .  1072 

10-4S2  Supplement  —  Outline  of  a  Report  on  Estimating  System 

Deficiencies  Reported  Under  the  Real-Time  Flash  Reporting 
System  (Flash  Report) .  1077 


DCAA  Cmtamet  Andit  Mnnnal 


I  January  1995  10(5) 

I  Paragraph  Page 

1(^500  Section  5  —  Audit  Reports  on  Annual  Incurred  Costs 

10-501  Introduction  .  1079 

10-502  Nature  of  Reports  .  1079 

10-503  Format  and  Content  of  Reports  .  1079 

10-504  Narrative  Section  .  1080 

10-504.1  Purpose  and  Scope  of  Audit  .  1080 

10-504.2  Circumstances  Affecting  the  Audit  .  1081 

,  10-504.3  Contractor’s  Internal  Control  Structure  .  1082 

j  10-504.4  Summary  of  Audit  Results  .  1082 

10-504.5  Disposition  of  Audit  Results  .  1083 

10-504.6  Signature  Block .  1083 

10-505  Exhibits  and  Schedules  .  1083 

10-506  Appendixes  .  1086 

10-506.1  Appendix  —  Contractor’s  Accounting  System  .  1086 

i  10-506.2  Appendix  —  Special  Comments  .  1087 

j  10-506.3  Appendix  —  Billing  Rates  .  1087 

I  10-507  Attachments  .  1087 

;  I  10-508  Distribution  of  Incurred  Cost  Reports  .  1087 

KMMO  Section  6  —  Reports  on  Postaward  Audits  of  Cost  or 
f  Pricing  Data 

» 

j  10-601  Introduction  .  1094 

10-602  Nature  and  Timing  of  Reports  .  1094 

10-603  Format  and  Content  of  Reports  .  1094 

10-603.1  General  Format  .  1094 

10-603.2  "Subject”  Element  .  1095 

10-603.3  Release  of  Subcontract  Audit  Report  to  the  Higher- 

Tier  Contractor  .  1095 

10-604  Addressing  and  Distributing  Reports .  1095 

10-604.1  Addressing  and  Distributing  Prime  Contract  Audit 

Reports  .  1095 

i  10-604.2  Addressing  and  Distributing  Subcontract  and 

Intracompany  Audit  Reports  .  10% 

j  10-605  Narrative  .  10% 

'  10-605.1  Purpose  and  Scope  of  Audit  .  10% 

10-605.2  Circumstances  Affecting  the  Audit  .  1098 

10-605.3  Summary  of  Audit  Results  .  1098 

10-605.4  Contractor’s  Reaction  .  1099 

10-605.5  Unsatisfactory  Conditions  and/or  Other  Audit 

Recommendations  .  10100  , 

10-605.6  Disposition  of  Audit  Results .  10100 

1  i 


DCAA  Cuutract  Audit  Muuual 


10(6) 


JaBoaiy  1995 


Paragraph  Page 

10-606  Exhibits  and  Schedules  .  10100 

10-606.1  Exhibit  A .  10100 

10-606.2  Additional  Exhibits  and  Schedules  .  10101 

10-607  Appendixes  .  10101 

10^07.1  Chronology  of  Significant  Events  .  10101 

10-607.2  Advance  j^reements  and  Special  Contract 

Provisions  .  10101 

10-608  Attachments  .  10101 

10-6S1  Supplement  —  Distribution  of  Reports  on  Postaward  Review 

for  Certain  DoD  Contracts  .  10105 

10-7(10  Section  7  —  Andit  Reports  on  Termination  Settiement  Proposals 

10-701  Introduction  .  10106 

10-702  Format  and  Content  of  Reports  .  10106 

10-703  Narrative  .  10106 

10-703.1  Purpose  and  Scope  of  Audit  .  10106 

10-703.2  Circumstances  Affecting  the  Audit  .  10106 

1(1-703.3  Summary  of  Audit  Results  .  10106 

10-703.4  Disposition  of  Audit  Results  .  10107 

10-704  Report  Distribution  .  10107 

10-705  Exhibits  and  Schedules  .  10107 

10-705.1  (Questioned  Costs  .  10107 

10-705.2  Unresolved  Costs  .  10107 

10-706  Appendixes  .  10107 

10-706.1  Other  Matters  to  be  Reported  .  10107 

10-706.2  Comments  on  Profit  (or  Fee) .  10107 

10-706.3  Assist  Audit  Reports  .  10108 

10-706.4  Incorporation  of  Government  Technical  Reports  .  10108 


10-800  Section  8  —  Audit  Reports  m  Cost  Accounting  Standards 

Matters 


10-801  Introduction  .  10116 

10-802  Nature  of  Reports  .  10116 

10-803  Format  and  Content  of  Reports  .  10116 

10-804  Audit  Reports  —  Initial  Adequacy  of  Disclosure  Statement  .  10116 

10-804.1  Purpose  and  Scope  of  Audit  .  10116 

10-804.2  Circumstances  Affecting  the  Audit  .  10117 

10-804.3  Background  Information  .  10117 

10-804.4  Summary  of  Audit  Results  .  10117 

10-804.5  Statement  of  Conditions  and  Recommendations  .  10117 


DCAA  CtNrtract  Audit  Mannd 


Jannaiy  1995 


10(7) 


Paragraph  Page 

10-804.6  Disposition  of  Audit  Results .  10117 

10-805  Audit  Reports  —  CAS  Compliance  Audits  .  10117 

10-805.1  Purpose  and  Scope  of  Audit  .  10118 

10-805.2  Circumstances  Affecting  the  Audit  .  10118 

10-805.3  Summary  of  Audit  Results  .  10118 

10-805.4  EMsposition  of  Audit  Results .  10118 

10-806  Audit  Reports  —  Noncompliance  with  Disclosed  or  Established 

Practices,  CAS,  or  FAR  .  10118 

10-806.1  Purpose  and  Scope  of  Audit  .  10118 

10-806.2  Circumstances  Affecting  the  Audit  .  10119 

10-806.3  Background  Information  .  10119 

10-806.4  Summary  of  Audit  Results  .  10119 

10-806.5  Statement  of  Conditions  and  Recommendations  .  10120 

10-806.6  Disposition  of  Audit  Results .  10120 

10-807  Audit  Report  —  Concurrent  Adequacy  and  Compliance  Audits 

of  Revised  Disclosure  Statements  .  10120 

10-807.1  Purpose  and  Scope  of  Audit  .  10120 

10-807.2  Circumstances  Affecting  the  Audit  .  10121 

10-807.3  Statement  of  Changes  .  10121 

10-807.4  Background  Information  .  10121 

10-807.5  Summary  of  Audit  Results  .  10122 

10-807.6  Statement  of  Conditions  and  Recommendations  .  10122 

10-807.7  Cost  Impact  .  10122 

10-807.8  Disposition  of  Audit  Results .  10123 

10-808  Audit  Reports  —  Cost  Impact  Statements  .  10123 

10-808.1  Purpose  and  S<»pe  of  Audit  .  10123 

10-808.2  Circumstances  Affecting  the  Audit  .  10124 

10-808.3  Background  Information  .  10124 

10-808.4  Siunmary  of  Audit  Results  .  10124 

10-808.5  Disposition  of  Audit  Results .  10124 

10-808.6  Exhibits  and  Schedules  .  10124 

10-809  Distribution  of  Reports .  10124 


10-900  Sectioii  9  —  Final  Andh  Reports  on  Cost-Reimbnrsement  and 
Tfane  and  Material  Type  CMtracts  and  Snbcontracts 


10901  Introduction  .  10127 

10902  Receipt  of  Completion  Voucher  .  10127 

10-903  Processing  Completion  Vouchers .  10127 

10904  Contract  Audit  Oosing  Statements  on  Cost-Plus-Fixed-Fee 

Level-of-Effort  Contracts  .  10127 

10905  PrqMration  of  Contract  Audit  Closing  Statements  .  10128 

10906  Quick  Qoseout  Procedures  .  10128 


DCAA  Contract  Andit  Mannal 


10(8) 


January  1995 


Paragraph  Page 

10-907  Distribution  of  Contract  Audit  Closing  Statements  .  10128 

lO-lOOO  Section  10  —  Reserved 

10-1100  Section  11  —  Audit  Reports  on  Claims 

10-1101  Introduction  .  10134 

10^1102  Proper  Terms  for  Reports  on  Qaims  .  10134 

10-1103  Content  and  Format  of  Reports  .  10134 

10-1103.1  General  Format  .  10134 

10-1103.2  Addressing  and  Distributing  Reports  .  10134 

10-1 104  Narrative  .  10135 

10-1104.1  Purpose  and  Scope  of  Audit  .  10135 

10-1104.2  Circumstances  Affecting  the  Audit  .  10135 

10-1104.3  Summary  of  Audit  Result:  .  10135 

10-1104.4  Unsatisfactory  Conditions  or  Other  Audit 

Recommendations  .  10136 

10-1104.5  Contractor’s  Reaction  .  10136 

10-1104.6  Disposition  of  Audit  Results .  10136 

10-1 105  Exhibits  and  Schedules  .  10136 

10-1105.1  Exhibit  (See  Figure  10-11-1)  .  10136 

10-1105.2  Additional  Exhibits  and  Scbedtiles  .  10136 

10-1 106  Appendixes  .  10137 

10-1106.1  Chronology  of  Signiflcant  Events  (See  Figure  10-11- 

Ic)  .  10137 

10-1106.2  Advance  Agreements  and  Special  Contract 

Provisions  .  10137 

10-1107  Attachments  .  10137 

18-1200  Section  12  —  Audit  Reports  on  Other  Areas 

10-1201  Introduction  .  10143 

10-1202  Additional  Guidance  Applicable  to  Principal  Types  of 

Reports  .  10143 

10-1203  Format  and  Content  of  Reports  .  10143 

10-1204  General  Comments  on  Content  of  Report  Paragraphs  .  10143 

10-1204.1  Purpose  and  Scope  of  Audit  Paragraph  .  10144 

10-1204.2  Circumstances  Affecting  the  Audit  Paragraph  .  10144 

10-1204.3  Summary  of  Audit  Results  Paragraph  .  10144 

10-1204.4  Disposition  of  Audit  Results  Paragraph  .  10144 


DCAA  Contract  Autft  Manual 


January  1995 


10(9) 


Figure  No.  List  of  Figures  Page 

Figure  10-2-1  Sample  Cover  Sheet  for  a  Report  on  Audit  of  a  Prime 

Contract  Proposal  .  1030 

Figure  10-2-2a  Sample  Cover  Sheet  for  a  Report  on  Audit  of  a 

Subcontract  Proposal  .  1031 

Figure  10-2-2b  Sample  Cover  Sheet  for  a  Report  on  Subcontract 

Incurred  Costs  .  1032 

Figure  10-2-3  Audit  Report  Subject  and  Address  Formats  .  1033 

Figure  10-2-4  Audit  Report  Signature  Element  and  Sample 

Distribution  List  .  1034 

Figure  10-2-5  Format  for  Table  of  Contents  .  1035 

Figure  10-3-1  Data  Sheet  for  Audit  Reports  on  Price  Proposals  .  1054 

Figure  10-3-2  Evaluation  of  Forward  Price  Proposal  .  1055 

Figure  10-3-3  Report  to  Establish  Final  Price  of  Fixed-Price  Incentive 

Contract  .  1060 

Figure  10-5-3  Schedule  of  Unallowable  Costs  Subject  to  Penalties  .  1085 

Figure  10-5-4  Home  Office  Expense  Schedule  of  Unallowable  Cost 

Subject  to  Penalties  .  1086 

Figure  10-5-1  Incurred  Cost  Summary  Exhibit  .  1089 

Figure  10-5-2  Overhead  Exhibit  for  a  Specific  Cost  Rate  .  1090 

Figure  10-6-1  Audit  Report  on  Postaward  Audit  of  Cost  or  Pricing 

Data  .  10102 

Figure  10-7-1  Short  Form  Termination  Audit  Report  (Total  Cost 

Basis,  CAS  Covered  Contract)  .  10109 

Figure  10-7-2  (Ref.  10-706)  Audit  Report  on  Termination  Settlement 

Proposal  (Inventory  Basis)  .  10112 

Figure  10-8-1  Statement  of  Contractor’s  Proposed  Contract  Price 

Adjustment  .  10126 

Figure  10-9-1  Report  Format  .  10130 

Figure  10-11-la  (Ref  10-1105)  Evaluation  of  Proposal  for  Equitable 

Adjustment  .  10138 

Figure  10-11-lb  Evaluation  of  Proposal  for  Equitable  Adjustment  .  10141 

Figure  10-1 1'lc  (Ref  10-1106.1)  Evaluation  of  Proposal  or  Claim  for 

Equitable  Adjustment .  10142 

Figure  10-12-1  (10-1201)  Example  of  an  Audit  Report  on  an  Audit  of 
a  Progress  Payment  Request  (NEGATIVE  ASSURANCE/NO 

EXCEPTIONS)  .  10145 

Figure  10-12-2  (10-1201)  Example  of  an  Audit  Report  on  an  Audit  of 
a  Progress  Payment  Request  (POSITIVE  ASSURANCE/LOSS 

CONTRACT)  .  10146 

Figure  10-12-3  (10-1201)  Example  of  an  Audit  Report  on  an  Audit  of 

a  Contractor’s  Cost/Schedule  Status  Report  .  10148 

DCAA  Cwtnct  Aadit  Maaul 


January  1995  1001 

10-000 


CHAPTER  10 


10-000  PREPARATION  AND  DISTRIBUTION  OF  AUDIT  REPORTS 

I  10-001  Scope  of  Clu4rter  describes  the  elements  common  to  all 

i  ,  audit  reports.  The  chapter  also  includes 

This  chapter  discusses  the  importance  specific  instructions  on  format  and  con- 
of  DCAA  audit  reports  and  provides  tent  of  audit  reports  for  various  types  of 
i  guidance  in  preparing  quality  reports.  It  major  audit  assignments. 

[  presents  standard  report  formats  and 
} 

10-100  Sectkm  1  —  Andit  Report  Qnality 

10-101  Introduction  10-102  Impmtance  of  Andit  Repeal 

Qnality 

I  a.  This  section  emphasizes  the  impor- 

j  tance  of  audit  report  quality  and  de-  Reports  of  some  kind  are  necessary  in 
scribes  the  characteristics  of  a  quality  all  occupations.  The  importance  of  the 

audit  report.  It  also  includes  a  brief  DCAA  audit  report  cannot  be  overem- 

I  discussion  of  some  important  report  writ-  phasized.  Audit  reports  are  the  principal 

!  ing  techniques  to  assist  auditors  in  pre-  means  of  conveying  our  audit  results  to 

I  paring  quality  audit  reports.  contractile  officers  and  other  interested 

[  b.  Written  audit  reports  are  to  be  parties.  Because  effective  reporting  is  a 
i  submitted  to  the  appropriate  officials  of  major  factor  in  building  and  mfun^ning 

i  the  organizations  requiring  or  arranging  confidence  in  DCAA  audit  activities,  we 

I  for  the  audits.  Copies  of  the  reports  must  continually  strive  to  produce  high 

1  should  be  sent  to  other  officials  who  may  quabty  reports.  Auditors  must  exercise 

5  be  responsible  for  taking  action  on  audit  m  preparing,  reviewing,  and 

1  findings  and  recommendations,  and  to  processing  reports  to  provide  reasonable 

others  authorized  to  receive  such  reports,  assurance  that  reports  contain  no  gram- 

I  c.  The  issuance  of  a  report  is  not  matical  and  mathraiatical  errors,  and  no 
intended  to  limit  or  prevent  discussions  errors  of  fact,  logic,  or  reasoning. 

;  of  findings,  judgments,  conclusions,  and 

(  recommendations  with  persons  who  have  10-103  Charactenstics  of  a  Qnality 

resimnsibilities  involving  the  area  being  Andit  Repwrt 
;  audited.  Except  for  conclusions  and  rec- 

I  ommendations  to  the  contracting  officer  The  DCAA  audit  report  must  satisfy 
I  with  respect  to  pricing  proposals,  such  government  auditing  standards  as  out- 

f  discussions  are  encourig^  (see  4-300).  uned  in  2-400  and  2-600.  A  good  report 

d.  There  are  a  number  of  reasons  why  will  present^  the  scope  wd  _  results  of  a 

'  written  reports  are  necessary.  In  addition  qualiw  audit  in  an  objective,  concise, 

I  to  their  value  in  maldng  the  auditor’s  complete,  and  easy  to  understand  inan- 

;  findings  and  recommendations  less  sus-  oer.  Report  findings  and  conclusions 

!  oeptibte  to  misunderstanding,  reports  must  be  aemrate  and  reasonable,  not 

should  be  prepared  in  written  form  (1)  so  m^r  or  misleading,  and  supported  by 

i  that  the  ruults  can  be  communicated  to  sufficient  otnective  evidential  matter. 

I  renwnsible  government  procurement  of-  The  report  shoidd  also  r^ect  common 

i  ffcMlsandoccasionaUytohi^erlevebin  sense  and  good  judgm^t  in  dea^  wth 

I  the  Department  of  Defense.  (2)  for  use  in  requ^er  n^,  matenahty,  and  level  of 

n^otiation  proceedings,  and  (3)  to  facili-  «etml  provided. 

mpoate  to  the  auditor’s  findings  and  a.  Reports  are  to  be  issued  on  or  before 
recommendations.  the  dates  qrecified  and,  in  any  event,  as 
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promptly  as  possible.  To  be  useful,  the 
audit  report  must  be  timely.  The  auditor 
should  realize  that  every  day  of  delay  in 
issuing  the  report  diminishes  its  value. 
Therefore,  he  or  she  should  plan  and 
conduct  the  work  with  the  objective  of 
reporting  the  results  not  later  than  the 
date  the  report  is  due. 

b.  The  auditor  should  consider  report- 
iim  simiflcant  matters  to  appropriate 
omcials  during  the  course  of  the  audit 
work.  Such  reporting  is  not  a  substitute 
for  a  final  written  report,  but  it  does  alert 
officials  to  matters  needing  correction  at 
an  earlier  date. 

c.  When  a  sproifled  reporting  date  does 
not  allow  sumcient  time  to  perform  a 
complete  audit  (especially  major  propo^ 
als,  sensitive  reviews,  or  where  there  is 
potential  for  significant  audit  findings) 
the  auditor  should: 

(1)  Request  a  time  extension  detailing 
the  areas  where  work  will  be  incomplete 
because  of  the  time  restrictions. 

(2)  If  the  extension  is  not  granted,  issue 
a  qualified  report  advising  that  audit 
effort  is  continuing. 

(3)  Alert  the  ACO  and  PCO  of  signiH- 
cant  flndings  resulting  from  this  continu¬ 
ing  audit  effort.  Issue  supplemental  re- 
port(s)  confirming  these  findings  until  it 
IS  clear  that  reporting  the  findings  can 
have  no  further  impact  on  the  outcome  of 
the  nraotiations. 

d.  V^en  time  limitations  or  weak¬ 
nesses  in  supporting  documentation 
make  it  impossible  to  submit  a  complete 
report  and  the  audit  work  is  not  to  be 
continued,  the  auditor  should  report 
within  prescribed  time  limits  whatever 
information  is  available,  with  appropri¬ 
ate  comments  as  to  the  audit  scope. 

10-103.2  Report  Coateat 

The  audit  report  should  be  easy  to 
understand,  present  the  scope  of  the 
audit  and  the  auditor’s  findings  and 
conclusions  in  an  objective  and  complete 
manner  with  appropriate  support  for 
positions  taken,  and  provide  recommen¬ 
dations  for  improvement  whenever  ap¬ 
propriate. 

a.  Accuracy,  Completeness,  and 
Fairness.  Report  prepmtion,  review, 
and  processing  procedures  should  be  ap¬ 
plied  to  produce  reports  that  contain  no 


errors  of  fact,  logic,  or  reasoning.  The 
need  for  accuracy  is  based  on  the  need  to 
be  fair  and  impartial  in  re^rting  and  to 
assure  readers  that  what  is  reported  is 
reliable.  One  inaccuracy  can  cast  doubt 
on  the  validity  of  an  entire  report  and  can 
divert  attention  from  the  substance  of  the 
report.  Although  reports  should  be  con¬ 
cise,  they  should  not  be  so  concise  that 
they  do  not  fully  inform  the  user.  Reports 
should  contain  sufficient  information 
about  findings,  conclusions,  and  recom¬ 
mendations  to  promote  adequate  under¬ 
standing  of  the  matters  reported  and  to 
provide  convincing,  but  fair,  presenta¬ 
tions  in  proper  perspective.  Sufficient 
amounts  of  background  information 
should  also  be  included.  Readers  should 
not  be  expected  to  possess  all  the  facts 
that  the  auditor  has.  Therefore,  reports 
should  not  be  written  on  the  basis  that 
the  bare  recitals  of  facts  make  the  conclu¬ 
sions  obvious  or  inescapable.  If  the  audi¬ 
tor  has  conclusions  or  opinions  that  be  or 
she  wishes  to  present,  the  auditor  should 
state  them  specifically.  Presenting  valid 
findings  in  their  true  light  is  essential  to 
the  accuracy  and  the  integrity  of  the 
report.  These  findings  must  be  presented 
so  they  can  be  fully  understood. 

b.  Objectivity.  Findings  diould  be  pre¬ 
sented  in  an  objective  and  unbiased  man¬ 
ner  and  should  include  enough  informa¬ 
tion  on  the  subject  matter  to  give  readers 
proper  perspertive.  Reports  should  be 
fair  and  not  misleading  and,  at  the  same 
time,  emphasize  matters  needing  atten¬ 
tion.  The  auditor  should  guard  against 
any  tendency  to  exaggerate  or  overem¬ 
phasize  deficient  performance  noted  dur¬ 
ing  the  review,  llie  information  needed 
to  provide  proper  report  balance  and 
perspective  should  include:  (1)  an>ropri- 
ate  information  as  to  why  the  examina¬ 
tion  was  made,  (2)  information  about  the 
size  and  nature  of  the  activities  or  con- 
tractfs)  to  which  flndi^  relate,  and  (3) 
correct  and  fair  descriptions  of  findings 
so  as  to  avoid  misinterpretation.  Where 
statistical  sampliiw  or  other  quantitative 
meffiods  are  used,  a  comment  to  that 
effect  should  be  made  a  piA  of  the 
auditor’s  explaiution  of  the  individual 
cost  elements  involved.  However,  de¬ 
tailed  procedural  information  diould  not 
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necessarily  be  given.  See  4-605  for  a 
discussion  of  sampling  policy. 

c.  Adequate  Support.  All  factual  data, 
findings,  and  conclusions  in  reports 
should  be  supported  by  sufficient  objec¬ 
tive  evidence  to  demonstrate  or  prove  the 
bases  for  the  matters  reported  and  their 
accuracy  or  reasonableness.  Except  as 
necessary  to  make  convincing  presenta¬ 
tions,  detailed  supporting  data  need  not 
be  included  in  reports.  Opinions  and 
conclusions  in  reports  ^ould  be  cleariy 
identified  as  such  and  should  be  based  on 
enough  audit  work  to  warrant  them.  In 
most  cases,  one  example  of  a  deficiency 
cannot  support  a  broad  conclusion  and  a 
related  recommendation  for  corrective 
action.  All  that  it  supports  is  the  finding 
of  a  deviation,  error,  or  weakness.  When 
appropriate,  audit  reports  should  refer  to 
other  audit  reports  pertaining  to  matters 
covered.  For  example,  comments  per- 
taining  to  the  ad^uacy  of  the  accounting 
system,  purchasing  practices,  and  indi¬ 
rect  cost  rates  should  be  referenced  to 
reports  issued  on  these  sheets. 

d.  Recommendations.  The  auditor’s 
report  should  contain  appropriate  recom¬ 
mendations  whenever  the  review  dis¬ 
closes  that  the  contractor’s  operations 
can  be  significantly  improved.  The  audi¬ 
tor  should  also  mwe  recommendations 
to  effect  compliance  with  Ic^  or  re^ila- 
tory  requirements  when  significant  in¬ 
stances  of  noncompliance  are  noted.  If 
the  auditor  cannot  make  appropriate 
recommendations,  be  or  she  should  state 
in  the  report  udiy  he  or  she  is  unable  to 
do  so  and  vdut  additional  work  needs  to 
be  done  to  formulate  recommendations. 
However,  the  audit  report  is  only  adviso¬ 
ry  and  it  should  be  understood  by  all 
I^ies  that  recommendations  are  not 
directives  and  there  is  no  contractual 
requirement  for  the  contractor  to  com¬ 
ity.  It  is  for  this  reason  that  reports 
siKwId  be  worded  in  a  numner  which  will 
induce  confidence  in,  and  acceptarKe  of, 
the  audit  findings  and  recommendations. 
Tactful,  tempers,  and  factual  reporting 
can  achieve  the  objective  of  acceptance 
without  diminishing  the  auditor’s  inde¬ 
pendence.  Conversmy,  sharp,  critical, 
and  inflammatory  expressions  should  be 
avoided  because  they  create  resentment 
and  an  atmosphere  in  which  the  auditor’s 
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conclusions  may  be  challenged.  To  en¬ 
sure  full  and  fair  reporting,  care  and 
dilittnee  should  be  exercised  so  that  the 
audit  report  fully  recognizes  contractor 
difficulties,  other  pressing  needs,  and 
corrective  action  taken. 

e.  Issues  Requiring  Further  Study.  If 
the  scope  of  the  audit  or  other  factors 
limit  the  auditor’s  ability  to  inquire  into 
certain  matters  which  he  or  die  believes 
should  be  studied,  report  such  matten 
and  the  reasons  why  they  merit  further 
study. 

f.  Recognition  of  Noteworthy  Accom¬ 
plishments.  Information  on  satisfactory 
aspects,  not  just  the  deficient  aspects,  of 
operations  examined,  when  significant 
and  when  warranted  by  the  extent  of  the 
work,  should  be  included  in  the  auditor’s 
report.  Such  information  is  often  neces¬ 
sary  to  fairly  present  the  situation  which 
the  auditor  finds  and  to  balance  the 
report. 

g.  Views  of  Contractor  Officials.  Ex¬ 
cept  for  audit  findings  in  pricing  reports, 
one  of  the  most  effective  ways  of  ensur¬ 
ing  that  reports  are  fair,  complete,  and 
objective  is  through  advance  reviews  and 
comments  by  contractors.  This  produces 
a  report  vdiich  shows  not  only  what  was 
found  and  what  the  auditor  thinks  about 
it,  but  also  what  the  contractor  thinks 
about  it  and  what,  if  anything,  will  be 
done  about  it.  This  kind  of  report  is  more 
useful  to  the  recipient.  Comments  on 
npoit  drafts  should  be  objectively  con¬ 
sidered  and  evaluated,  and  the  report 
should  apptoptiateiy  recognize  ttem. 
When  a  contractor  promises  corrective 
action,  it  should  be  noted  in  proper 
context  but  should  not  be  accept  as 
justification  for  dropping  a  significant 
point  or  a  related  recommendation, 
when  the  advance  comments  otiose  the 
auditor’s  findings  or  conclusions  and  are 
not,  in  his  or  her  opinion,  meritorious, 
the  auditor  should  state  the  reasons  for 
rqecting  them.  Conversely,  the  auditor 
diould  dnqi  a  point  or  modify  a  positirm 
if  he  or  ste  finds  the  contractor’s  argu¬ 
ment  meritorious. 

h.  Scope  and  Objectives.  The  scope  of 
the  audit  should  be  stated  in  all  reports. 
Some  audits  are  more  limited  in  scope 
than  others;  for  example,  those  confined 
to  specific  ftmetions,  activities,  or  con- 
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tracts.  Such  limitations  should  be  clearly 
and  explicitly  identified.  When  succes¬ 
sive  audits  vary  in  so(^,  the  au^tor 
should  explain  why  particular  work  was 
or  was  not  performed  and  diould  also 
define  the  limited  nature  or  special  as¬ 
pects  considered  in  peiformi^  the  audit. 
The  time  period  of  the  audit  should  be 
specified.  The  audit  report  should  also 
include  a  suinnuiiy  of  the  objectives  of 
the  audit.  This  statement  is  essential  to 
give  the  reader  a  background  against 
which  any  reported  findings  may  be 
considered.  The  contractu^  officer  may 
request  special  coverage;  this,  too,  ^uld 
be  mentioned  in  the  re[^.  The  auditor 
is  expected  to  conduct  the  review  accord¬ 
ing  to  the  auditing  standards  in  this 
manual.  Normally,  the  report  will  state 
that  the  audit  was  performed  on  a  selec¬ 
tive  basis,  accordiiu  to  generally  accept¬ 
ed  government  auditing  standards,  and 
that  tests  of  appropriate  records, 
rial  and  other  controls,  and  operations 
were  made  as  necessary.  When  accrat- 
able  auditing  procedures  cannot  be  fol¬ 
lowed  or  have  been  limited  by  unavail¬ 
able  or  inadequate  recmds,  time,  or  other 
reasons,  the  auditor  should  comment  on 
the  scope  of  the  audit  and  qualify  the 
report.  The  auditor’s  statement  ^ould 
not  be  burdened  with  unnecessary  de¬ 
tails.  However,  the  areas  evaluated  by  the 
auditor,  the  extent  of  the  evaluation,  and 
the  firmness  of  the  recommendations 
diould  be  evident  from  the  auditor’s 
comments. 

i.  Omitted  Information.  If  the  auditor 
is  prcdiibited  from  including  some  perti¬ 
nent  data  in  the  report,  he  or  she  should 
describe  what  has  been  omitted  and  the 
restriction  that  makes  the  omission  nec¬ 
essary. 

1»-103J  Audit  Opiaion 

a.  Subject  to  qiecific  reporting  limita¬ 
tion^  the  report  will  express  the  auditor’s 
t^iniott  and  reoommendatimis,  both  tm 
the  cost  representations  or  financial 
statements  taken  as  a  whole  or,  whm 
awMopriate,  on  individual  dements.  The 
repMt  will  also  state  whether  dm  finan¬ 
cial  data  have  been  prqiar^  in  accor¬ 
dance  with  the  Federal  Acquisition  Regu¬ 
lation  (FAR)  and  the  lelatM  agency  sup- 
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plement,  if  any,  and  Cost  Accounting 
Standards  (CAS),  if  a|>plicable. 

b.  Material  changes  m  accounting  poli¬ 
cies  and  procedures  and  their  effect  cm 
the  financial  data  are  to  be  exidained  in 
the  audit  report.  In  addition,  the  report 
will  comment  on  significant  financial 
issues  affecting  the  contractor’s  cost  rep¬ 
resentations.  violations  of  legal  or  oUict 
regulatory  requirements,  including  in¬ 
stances  of  noncomiriiance,  will  be  ex¬ 
plained  in  the  audit  report. 

c.  The  contract  auditor’s  work  normal¬ 
ly  culminates  in  an  expression  of  opinion 
on  the  acceptability  of  the  contractor’s 
cost  representations  or  financial  state¬ 
ments.  However,  cost  representations  or 
financial  statements  often  reflect  esti¬ 
mates,  an>roximations,  and  matters  of 
judgment  or  opinion,  rather  than  abso¬ 
lute  facts.  While  there  are  still  accrotable 
alternative  accounting  methods,  aU  fall¬ 
ing  within  the  concc^  of  generally  ac¬ 
cepted  accounting  principles,  there  are 
governing  regulations  in  CAS  and  FAR 
vdiich  liiut  the  contractor’s  flexibility  in 
presenting  cost  representations. 

d.  A  contractor’s  cost  representations 
may  be  prepared  in  accordance  with  its 
accounting  system,  may  be  based  on 
statistical  computatums  developed  as 
part  of  the  regular  accounting  syrtem,  or 
from  adjunct  statistical  data;  or  the  con¬ 
tractor  may  use  a  formula  method  for 
devel^ing  costs.  The  audit  report  should 
contain  the  auditor’s  (minion  as  to  the 
acceptability  of  the  methods  used  by  the 
contractor.  An  explanation  of  the  meth- 
(xls  used  should  be  provided  if  it  is  not 
otherwise  evident. 

e.  The  auditor  should  determine  if  any 
material  changes  have  been  made  in  the 
accountirm  practices  utilized  by  the  con¬ 
tractor.  Material  changes  and  the  reasons 
for  them  should  be  idrmtified,  and  their 
effect  (m  the  financial  representations, 
both  historical  and  prosp^ve,  should 
be  exf^ained.  The  auditor  should  also 
state  his  or  her  (^inkm  as  to  the  prc^rie- 
ty  of  the  change.  When  applicable,  CAS 
Iriaoes  scnne  specific  limitatkms  to  the 
extent  of  such  dumges  and  reciuires  sub¬ 
mission  of  price  adjustment  proposals  as 
a  result  of  dianges  made  to  jnevioudy 
disclosed  or  established  cost  accounting 
practices. 
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f.  Events  that  occur  after  the  audit  nuiy 
have  a  material  effect  on  government 
contract  costs.  Events  such  as  potential 
contract  overruns  affect  government  con¬ 
tracts  directly,  while  other  events,  such  as 
impending  fmancial  instability,  affect  all 
government  work.  If  such  events  occur 
bdbre  issuance  of  the  audit  report,  they 
should  be  disdosed  in  the  rqwrt.  If  an 
audit  report  has  already  been  issued,  the 
auditor  should  issue  a  siqiplemental  re¬ 
port  when  the  impact  on  government 
ccrntract  costs  is  significant. 

g.  The  possibility  that  isdated  errors  of 
omission  or  commission  will  go  undetect¬ 
ed  is  always  present.  ThereftMe,  the  audi¬ 
tor  cannot  cmtify  that  all  of  the  costs 
submitted  by  the  ctmtractor  are  correct. 
The  auditor  can  only  express  a  |mfes- 
sional  opinion  as  to  the  acceptability  of 
the  cost  rqiresentations. 

h.  Before  eqnessing  an  opinion,  the 
auditor  should  have  otrtained  and  re¬ 
viewed  the  available  facts  and  performed, 
to  the  extent  necessary,  a  seaidiing  and 
analytical  review  of  the  contractor’s  r^ 
resentatkms  and  supporting  data.  Whra 
necess^,  the  auditw  should  seek  techni¬ 
cal  anistance  from  the  contracting  officer 
in  those  matters  that  fall  within  his  or  her 
purview  in  such  areas  as  industrial  engi¬ 
neering,  production  amtrol,  quali^  as¬ 
surance,  etc.  The  request  should  initiaUy 
be  vertally  and  then  confirmed  in  writ¬ 
he  The  widitor  should  refer  to  and  give 
effect  to  the  technics  findings  and  opin¬ 
ions  of  others  in  the  audit  report;  when 
appropriate  he  w  she  will  attad  the 
ongiiud  copy  of  the  technical  report  to 
the  audit  rqMMt.  If  the  auditor  cannot  get 
the  necosary  technical  assistance  before 
completing  the  audit,  he  mr  she  should 
qua^  the  opinion  in  the  report  and 
indicate  the  areas  in  sdiidi,  and  the 
extent  to  rrtiidi,  he  or  she  bdieves  a 
technical  evahianon  is  necessary. 

i.  When  a  contractor’s  cost  rennemta- 
tkm  or  financial  npott  is  sufficiently 
complete  to  permit  an  audit  evaluation, 
but  does  not  ccmform  to  requirements 
imposed  by  contracts,  agreements,  laws. 
Initiations,  or  administrative  procthnes 
^  example,  format,  dmelmess,  or  certi¬ 
fications),  or  when  certificates  or  inftv- 
matkm  requited  ftom  government  per¬ 
sonnel  have  not  bem  received,  the  audit 


report  should  explain  the  deficiency,  if 
known.  The  effect  that  the  deficiency 
may  have  mi  the  validity  of  tlw  cost 
representation  should  be  commented  on 
umen  practicable. 

j.  A  contractor’s  reports  and  state¬ 
ments,  both  financial  and  operational, 
should  contain  the  information  necessi^ 
to  form  an  opinion  on  contract  financial 
management  aqie^.  The  responsibilily 
for  providing  si^  information  rests  with 
the  contractor.  However,  the  auditor 
should  comment  if  the  data  provided  are 
insufficient  to  disdose  any  matters  which 
may  have  a  material  effect  upon  govern¬ 
ment  contracts. 

(1)  A^uate  disclosure  does  not  imply 
or  requin  that  an  excessive  amount  of 
information  be  furnished.  Disclosun 
should,  however,  be  fair  and  reasonably 
comiriete,  but  not  so  complex  as  to  con¬ 
fuse  or  impede  understanding.  Informa¬ 
tion  should  be  reduced  to  manageable 
and  understandable  pnqwrtions;  yet,  it 
should  avoid  summarization  to  such  an 
extent  that  needed  background  or  nla- 
tionships  an  omitted  or  blurred. 

(2)  Weight  should  be  given  to  material¬ 
ity,  which  is  the  niative  importance  or 
nlevance  of  an  item  included  in  or 
omitted  ftom  financial  rqwits  or  con¬ 
tract  cost  statements.  Then  an  no  uni¬ 
versal  ratios  or  percentages  that  can  be 
used  as  standards  of  matd^ty  for  finan¬ 
cial  or  cmerational  processes  or  transac¬ 
tions.  Materiality  should  be  based  on 
judg^nent.  Six  qiecific  indicators  of  ma¬ 
teriality  vdiidi  can  be  used  individually 
or  in  omibinations  are:  absolute  dollar 
amount;  ratio  of  amount  of  an  item  to  an 
^qnopriate  base  figure;  lengUi  of  lifts  of 
an  asset;  importance  of  the  item  to  the 
accomiriishinent  of  the  mission;  in^ior- 
tance  to  the  maintenance  of  adequate 
controb  (such  as  a  pattern  of  nnall  dis¬ 
crepancies^  and  the  characteristics  the 
items  invdved  (sudi  as  indications  of 
malftsasance  or  misfeasance).  The  Cost 
Accounting  Standards  Board  addressed 
the  issue  of  materiality  as  it  apidies  to 
CAS^overed  contracts.  No  one  criterion 
was  considered  necessarily  determina¬ 
tive.  The  criteria  are:  al^ute  dollar 
amount;  ndio  of  the  amount  of  an  item  to 
an  appropriate  base  fiipite;  the  relation- 
sbip  oetwemi  a  cost  item  and  a  cost 
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obje^ive;  the  impact  on  govemment 
funding  the  cumulative  impact  of  indi¬ 
vidually  immaterial  items;  and  the  cost  of 
administrative  processing  of  the  price 
adjustment  modification. 

(3)  Events  that  occur  after  the  audit 
may  have  a  material  effect  on  the  opera¬ 
tions  of  the  contractor  or  on  its  financial 
r^resentations.  Such  events  should  be 
disclosed  in  a  supplemental  audit  report 
(10-216). 

L  When  the  contract  auditor  is  expect¬ 
ed  to  provide  an  opinion  on  the  fairness 
of  the  presentations  in  contract  finandal 
statements,  compliance  with  applicable 
laws  and  regulatory  requirements  is  a 
matter  of  importance.  Noncompliance 
might  result  in  liabilities  to  the  contrac¬ 
tor.  Compliance  with  laws  and  regulatory 
requirements,  in  many  instances,  as¬ 
sumes  an  even  greater  importance,  since 
the  recipients  of  the  contract  financial 
statements  and  the  audit  reports  also 
want  to  know  whether  funds  were  spent 
for  the  designated  purposes. 

10-104  Good  Writiiw  Teclmiqoes  for 
Effective  AmUt  Rept^ 

a.  A  very  important  aqrect  of  p^orm- 
ing  a  quahty  audit  is  communicating  the 
rnwts  of  that  audit.  Good  field  work  and 
aiudysis  are  wasted  if  the  audit  report  is 
not  effective  in  communicating  our  audit 
conclusions.  Our  customer  is  interested 
in  a  clear  and  concise  audit  (pinion,  with 
sui^rting  data  that  is  easily  understood. 

b.  Nati^  writing  ability  is  not  neces¬ 
sary  for  effective  audit  rqxnt  writing. 
The  task  of  writing  effective  audit  leiK^ 
does  not  require  the  creative  writii^ 
skills  of  a  novelist,  for  example.  Rather, 
effective  audit  report  writug  first  re¬ 
quires  knowledge  of  good  writing  tech¬ 
niques,  which  can  be  acquired  thro^ 
tramiim  and  fuactke — learning  by  doing. 

c.  mective  audit  report  writing  also 
requires  us  to  select  efficient  ways  of 
collecting  the  information  we  need  for 
the  report,  sudi  as  writing  working  paper 
purpose,  scope,  source,  and  condusion 
paragraphs  so  tlut  they  can  be  effectivdy 
used  to  draft  the  report.  This  process 
involves  keeping  the  needs  of  the  reader 
in  mind  thrmi^out  the  audit  so  that  the 
audit  addresses  the  relevant  issms  said 


the  auditor  records  the  results  in  a  format 
vriiich  can  be  readily  used  to  prepare  the 
report. 

d.  Here  are  some  su^estions  on  tech¬ 
niques  for  effective  writing.  These  can  be 
reinforced  with  formal  training.  Usi^ 
these  kinds  of  techniques  can  aid  you  in 
improving  the  overall  quality  or  your 
audit  reports. 

10-104.1  Hanning  the  Aadit  Report 

a.  Planning  to  write  the  report  begins 
with  the  reo^t  of  a  request  for  audit 
and/or  establidunent  of  the  assignment. 
Planning  continues  throughout  the  audit 
process,  fiom  the  devel^ment  of  the 
audit  program  to  the  completion  of  the 
woridng  papers  and  then  the  report  itsdf. 
For  the  report  to  be  effective,  the  needs 
of  the  customer  must  be  dearly  under¬ 
stood  and  addressed  in  the  report. 

b.  Anticipating  early  in  the  audit  pro¬ 
cess  what  is  required  tor  the  audit  report 
will  hdp  ensure  that  the  audit  progiw  is 
property  designed  and  all  necessary  infor¬ 
mation  is  obtained  during  the  course  of 
the  audit.  This  includes  writing  working 
paper  purpose,  scope,  source,  and  conclu¬ 
sion  paragraplis  whidi  can  be  readily 
used  to  dndl  the  report.  This  will  save 
time. 

c.  These  actions  will  result  in  effidency 
and  effectiveness,  with  imraoved  audit 
rjqwrt  quality.  Auditor  and  siqiervisory 
time  will  be  saved  in  the  r^mit  writing 
and  review  phases  of  the  assignment. 
This  will  result  in  a  property  docimented 
work  padcage,  contaimng  all  of  the  evi¬ 
dence  of  a  wdl-planned  audit,  which 
effective^  suppi^  the  repmt. 

d.  Writing  audit  rroorts  requires  origi¬ 
nal  writing  combined  with  CAM  recom¬ 
mended  wording.  Use  the  recommended 
paragrairiis  cardmly  and  revise  them  to 
suit  your  audit  situation. 

10-104J  OigaMsi^  the  Audit  Rspart 

a.  Much  the  required  structure  for 
the  organizatkm  of  an  audit  report  is 
prescribed  in  other  parts  of  Chiqiter  10. 
You  should  review  the  parts  applicable  to 
your  audit  area  and  ensure  your  audit 
program  indudes  steps  to  gather  and 
amuyze  the  data  necessary  to  comply 
with  the  guidance.  An  outline  is  a  us^ 
tool  in  this  process. 
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b.  Chapter  10  presents  specific  require¬ 
ments  for  all  typa  of  audit  reports  in  10- 
204  and  subs^uent  pan^plis  of  Sec¬ 
tion  2.  Tlie  remaining  sections  of  Chapter 
10  discuss  various  requirements  for  dif¬ 
ferent  types  of  audit  reports.  For  exam¬ 
ple,  section  10-300  describes  price  pro- 
po^  audit  reports.  Section  10-400  de¬ 
scribes  fimctional  and  operations  audit 
reports.  Keep  in  mind  that  all  reports 
must  first  meet  10-200  criteria,  then, 
where  lysplicab' ..  the  remaining  Chapter 
10  crib 

c.  Yc  «port  can  be  more  effective 
and  useiw  to  the  reader  if  you  first 
present  an  overview  or  summary  of  the 
situation  before  going  into  detail.  Make  it 
ea^  for  the  reader  to  find  your  audit 
opinion,  then  follow  with  the  detail  sup¬ 
porting  it.  Your  reader  can  then  chot^ 
whether  or  not  to  read  all  the  supportiu 
material.  This  is  the  inverted-pyramid 
style  of  writing  which  presents  the  most 
important  point  first  and  follows  with 
supporting  detail. 

d.  If  you  suffer  from  any  form  of 
“writer’s  block,”  you  may  use  an  outline 
to  ^  started.  You  don’t  need  to  number 
or  letter  the  outline,  just  get  your 
thoughts  onto  the  paper.  Then  revise  as 
you  draft  the  report. 

10-104  J  Draftini  the  Audit  Report 

Write  or  assemble  your  rough  draft 
usin{(  the  appr^riate  structure  or  rough 
outline,  including  the  CAM  recommend¬ 
ed  paranaphs,  with  revisions  to  suit  your 
neeito.  This  may  include  compariiu  it  to 
the  iqipropriate  checklist  for  CAM  com¬ 
pliance.  A  very  important  part  of  the 
writing  process  is  revision.  If  possible, 
preptm  your  draft  report  early  enough  to 
permit  amide  time  for  reviews  and  revi¬ 
sions  by  yourself  and  others. 

10-104.4  Clarity  aud  Picdsiou  ia  tte 
Audit  R^ort 

a.  Review  the  draft  report  to  see  if  it  is 
complete  and  balanced.  Make  sure 
you’ve  followed  the  CAM  guidance  for 
your  type  of  audit  report.  Then  ask 
ymirself,  does  it  have  the  level  of  detail 
rmpit^nate  under  the  circumstances? 
Kim  in  mind  that  your  report  may  be 
read  by  others  besida  the  addressee  and 
neither  may  be  an  auditor  or  accountant. 


Does  it  read  well  and  make  sense  to  those 
outside  of  your  profession  as  well  as 
reados  who  may  not  be  familiar  with  a 
particular  contractor’s  practices  or  post¬ 
audit  history?  Will  it  prompt  the  «dion 
we  want?  A  good  audit  report  is  clear  and 
concise,  expresses  a  well-founded  audit 
opinion,  meets  the  customer’s  needs,  and 
is  in  accordance  with  the  CAM  guidimee. 

b.  Make  the  report  concise,  but  provide 
enough  detail  for  it  to  be  useful.  This 
includes  exhibits  and  supporting  sched¬ 
ules — make  sure  that  th^  are  adequate. 
Do  they  provide  enough  information  for 
a  clear  and  complete  explanation  of  the 
audit  results  and  recommendations? 
When  determining  the  amount  of  detail 
to  include  in  the  report,  remember  you 
are  graerally  writing  for  more  than  one 
recipient  or  customer.  Do  these  custom¬ 
ers  nave  the  same  background  that  you 
do?  How  knoadedgeable  are  the  custom¬ 
ers  about  the  subject?  The  report  should 
be  written  so  that  the  readers  will  fully 
understand  the  entire  rqwrt,  no  matter 
how  many  words  are  need^.  A  good 
explaimtory  note  to  an  audit  rmrt,  for 
example,  would  discuss  the  following: 

•  the  basis  for  the  contractor’s  pro¬ 
posed  or  claimed  amounts 

•  the  scope  of  our  audit 

•  the  audit  results  with  any  references 
to  the  regulations  used  as  criteria 

•  the  contractor’s  reaction  (except  in 
proposal  audit  reports,  judgmental  items 
are  usually  not  discussed  with  the  con¬ 
tractor),  and 

•  the  auditor’s  response  if  the  contrac¬ 
tor  disagrees  with  the  audit  results. 

c.  Verify  the  facts  and  check  the  calcu¬ 
lations.  Technical  errors  weaken  a  report 
considerably. 

d.  Reread  the  rq;x^  just  looking  for 
grammatical  and  qielling  errors.  Use  the 
spdl-dieck  feature  on  your  word  process¬ 
ing  software  to  help.  Make  sure  that  all 
names  are  spelled  ciMTectly.  Errors  in 
spelling  and  grammar  also  weaken  a 
report. 

19-1043  RespuMhetss  to  the  Caatamcr 
in  the  Aatt  Report 

The  most  impm^t  th^  you  must 
keep  in  mind  is  the  immediate  customer. 
The  report  must  be  useful  to  the  primary 
rrtiort  recipient — ^normally  the  address- 
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ee.  To  accomplish  this,  put  yourself  in 
place  of  the  customer.  Too  often  we 
forget  that  we  are  writing  for  others. 
Remember  that  our  report  accomplishes 
nothing  unless  the  reader  becomes  better 
informed  or  is  moved  to  action. 

10-104JI  Readability  of  the  Audit  Report 

a.  Shorter  words  and  sentences  en¬ 
hance  readability.  A  busy  reader  will  find 
the  report  easier  to  read — and  act  on.  A 
sentence  is  wordy,  or  padded,  when  it 
includes  words  that  add  nothing  to  tl^ 
meaning  of  the  sentence.  For  example, 
compare  the  following  sentences. 

Wordy:  It  is  our  understanding 

that  the  contractor’s  esti¬ 
mates  were  prepared  by 
using  vendor  quotations 
that  are  considered  out¬ 
dated. 

Better  The  contractor  based  its 

estimates  on  outdated 
vendor  quotations. 

Sentence  length  can  be  used  to  punctu¬ 
ate  paragraphs  the  way  commas  and 
semicolons  punctuate  sentences.  Vary 
your  sentence  length.  Break  long  sen¬ 
tences  into  shorter  ones.  The  averaM 
sentence  length  should  be  about  17  to  20 
words. 

b.  Whenever  you  can,  write  naturally. 
Imagine  talldng  to  the  r^er  in  a  profes¬ 
sional  situation.  Don’t  try  to  inflate  the 
report  with  impressive  words.  Use  oidi- 
naiy  words  that  you  and  the  rea^  will 
easily  understand.  Use  short  words  in 
phwe  of  long  ones  whenever  pouible.  Use 
acti<m  words  and  make  writiiu  direct 
rather  than  elabotately  indirect.  Use  pro¬ 
nouns  if  the  writing  calls  for  them.  For 
example,  "At  your  request,  we  limited 
our  audit  to”  correctly  uses  three  pro¬ 
nouns  “your,”  “we,”  and  “our.”  Unng 
contractions  will  nudce  your  wiitii^  more 
natural  and  will  help  you  to  avoid  “bu- 
reaucratese.”  For  example,  “We  didn’t 
identify  any  material  weaknesses  in  the 
internal  control  structure”  uses  a  contrac¬ 
tion  while  fflamtaining  an  ^ipropriate 
professional  tone. 

c.  Use  a  variety  of  punctuation— be¬ 
yond  the  period  and  the  comma — to 


control  emphasis  and  to  help  avoid  mo¬ 
notony.  Use  the  dash,  for  example,  “The 
contractor  didn’t  adequately  support 
many  key  decisions — such  as  streamlin¬ 
ing  Ae  acquisition  process  and  entering 
pi^uction  without  a  research  and  devel- 
(^ment  phase.”  The  dadi  sets  off  materi¬ 
al  that  results  from  a  break  in  continuity 
or  thou^t  in  a  sentence.  The  variety  you 
provide  with  punctuation  can  help  stimu¬ 
late  your  reader’s  imagination,  niiich 
aids  in  the  delivery  of  your  message. 

d.  Avoid  the  specialize  jargon  of  au¬ 
diting  or  of  the  bureaucracy,  replace  it 
with  plain  English.  Jataon  is  spwialized 
or  tei^ical  language  of  a  group  that  may 
not  be  understood  by  those  outside  of 
that  group.  Jargon  interferes  with  com¬ 
prehension  for  a  variety  of  readers  with 
differing  backgrounds.  Plain  English  will 
make  our  reports  understandable  to  all 
readers. 

e.  Consider  these  examples  of  bureau¬ 
cratic  jargon  and  plain  English  replace¬ 
ments: 

Bureaucratic 

Jargon:  Plain  English: 

afford  an 

opportunity  let 
due  to  the 

fact  that  because 

monetize  give  a  dollar  value 

utilization  use 

Be  vigilant  in  your  choice  of  words  and 
phrases.  Use  shorter,  simpler  words  and 
phrases  for  easier  reading  As  a  former 
President  of  the  National  Defense  Uni¬ 
versity  instructed  his  staff,  write  so  that 
his  grandmother,  nlio  farms  in  remote 
Nortii  Dak(^  would  understand  clearty. 

(1)  Jargon  also  can  be  any  language 
which  clouds  a  sentmice’s  meaniim  by 
hiding  its  main  subject  and  verb.  Com¬ 
pare  the  following  sentences: 

Difficult:  Excess  starting  load  costs 
were  allocated  by  the  ctm- 
tractor  to  the  terminated 
portion  of  the  contract  on 
the  basis  of  an  unrealisti¬ 
cally  low  projection  of  the 
labor  costs  which  would 
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*  have  been  incuned  on  the 

terminated  units. 

I  Better  Because  the  labor  cost  es¬ 
timate  was  too  low,  the 
‘  contractor  allocated  too 

much  start-up  cost  to  the 
\  terminated  contract. 

[  (2)  Jargon  also  occurs  when  common 

!  wor^  take  on  a  special  meanii^  within  a 
I  profession  and  create  confusion  in  the 
!  minds  of  those  outside.  For  example, 
I  auditors  frequently  use  the  verb  “mone- 
^  tize,”  meaning,  to  them,  to  determine  a 
I  monetary  value.  This  usage  completely 
I  misses  the  marie.  Monetize  actually 
means  (a)  to  coin  into  money,  or  (b)  to 
legalize  .s  money.  It  should  not  api:^  in 
an  audit  report.  Search  for  suMitutes, 
such  as  ‘*We  have  calculated  the  dollar 
value  of  the  technical  recommenda¬ 
tions.” 

(3)  Also  taking  on  spMial  meaning  are 
acronyms  or  abbreviations.  As  you  re¬ 
view  Ae  draft,  substitute  complete  words 
for  acronyms.  If  an  acronym  is  used 
frequently  and  is  commonly  understood 
by  the  report  users,  provide  the  complete 
words  the  first  time  followed  by  the 
acronym  in  parentheses — for  example, 
\  total  quality  management  (TQM).  Or, 
i  reverse  the  order  if  the  acronym  is  more 
I  familiar  than  the  words.  In  such  case, 
provide  the  acronym  first,  followed  by 
I  the  words  it  stands  for  in  patentheses-~- 
for  examirie,  NASA  (National  Aeronau¬ 
tics  and  Space  Administration).  When  in 
I  doubt  ab(wt  the  familiarity  of  the  acro- 
I  nym  or  abbreviation  to  potential  readers, 
i  don’t  use  it.  Acronyms  should  be  rede¬ 
fined  periodically  throi^out  the  report. 
They  should  be  redefined  when  first 
nee^  in  each  section  of  the  report  and 
possibly  every  two  to  three  pages. 

I  (4)  Some  words  are  used  incorrectly  in 
audit  reports.  "Unsupport”  and  “unre¬ 
solve,”  used  as  verbs,  are  prime  exam- 
i  pics.  “Unsupported”  and  “unresolved,” 
when  used  as  adjectives,  are  perfectly 
I  acceptable.  An  example  of  the  correct 
I  usage  is  “The  contractor’s  tooling  costs 
are  unsupported,”  but  “We  unsunwrt 
the  tooling  cost”  is  not  correct  usage. 
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10-104.7  The  Vlsaal  Impact  Your 
Audit  Report 

a.  Visual  presentation  is  an  im^rtant 
part  of  communicating.  Use  headings  to 
set  off  main  points  and  “bullets”  to 
highlight  items  in  a  sequence.  They  catch 
the  reader’s  attention  and  enhance  com¬ 
prehension.  For  exanmle, 

A  bullet  list  is  efl^ve  for  listing 
points: 

a  it  emphasizes  each  one 

a  it’s  easier  to  see  the  items 

a  it  creates  more  space  around  each 
point 

b.  Charts  and  graphs  can  be  used  to 
summarize  volummous  amounts  of  data 
in  a  meaningful  and  concise  marmer. 
They  add  variety  and  employ  another  of 
the  reader’s  senses,  therwy  reinforcing 
the  message. 

c.  The  effective  use  of  white  space  (a 
term  from  printing  meaning  that  part  of 
the  page  that  does  not  have  any  ink 
printed  on  it)  can  make  a  report  more 
inviting  to  the  reader.  If  a  paragraph  has 
more  than  10  to  IS  tyi>ed  Imes,  consider 
dividing  it  into  two  paragraphs.  You  can 
highlight  extracts  from  r^umtions  or  the 
contractor’s  policies  by  separating  and 
indenting  them  as  a  block. 

10-104.8  Active  and  Passive  Voice 

a.  Using  the  active  voice  in  your  writ¬ 
ing  improves  comprehension.  Knowing 
the  difference  between  the  active  and 
passive  voice  requires  understanding  the 
grammatical  structure  of  sentences.  A 
complete  sentence  has  a  subjea  and  a 
verb.  For  example,  “The  auditor  wrote 
the  report”  is  a  complete  sentence.  It  is 
also  in  the  active  voice.  It’s  in  the  active 
voice  when  the  grammatical  subject  (the 
auditor)  is  doing  the  action  expressed  in 
the  verb  (wrote).  The  active  voice  sounds 
more  natural  and  is  easier  to  understand. 

b.  Let’s  look  at  the  same  event  ex¬ 
pressed  in  the  passive  voice:  “The  report 
was  written  by  the  auditor.”  In  this  case, 
the  grammatical  subject  (the  report)  has 
the  action  of  the  verb  p^ormed  on  it 
(was  written).  A  sentence  is  in  the  passive 
voice  when  Uie  subject  receives  the  action 
of  the  verb. 

c.  Sometimes  voice  is  confused  with 
tense.  Voice  indicates  whether  the  subject 
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is  doi^  the  action  (active  voice)  or  is 
receiving  the  action  (passive  voice). 
Tense  only  indicates  time  or  duration.  A 
sentence  in  the  active  voice  can  be  in 
forms  of  past  or  present  tenses — “The 
auditor  wrote  the  report”  or  “The  auditor 
is  writing  the  report."  Both  of  these 
examples  are  in  the  active  voice  but  are 
in  dinerent  tenses. 

d.  Bureaucratese,  the  langua^  of  the 
bureaucracy,  often  uses  the  passive  voice 
because  it  is  easier  to  avoid  saying  ^o  is 
doin^  the  action.  In  the  sentence  in  the 
passive  voice  “The  report  was  written,” 
there  is  no  mention  of  who  did  the 
writing.  Writing  in  the  active  voice  forces 
you  to  say  who  is  doing  the  action;  “The 
auditor  wrote  the  report.”  This  makes 
your  writing  stronger  and  easier  to  visual¬ 
ize  and  understand. 

e.  Some  use  of  the  passive  voice  is  okay 
when  the  doer  of  the  action  is  understood 
and  perhaps  not  important  to  what  you 
are  saying.  As  a  rule,  limit  your  use  of  the 
passive  voice. 

Passive  voice  is  appropriate  when  the 
doer  is 

•  unknown 

•  unimportant 

•  delibmtely  de-emphasized 

•  obvious  to  the  customer 

10-104.9  Modiflen 

a.  Place  modifiers  in  sentences  so  they 
are  close  to  the  words  they  define.  A 
modifier  makes  the  meaning  more  qiecif- 
ic.  When  a  modifier  is  too  far  from  the 
word  it  modifies,  the  reader  may  cormect 
the  modifier  to  some  other  word.  The 
reader  may  also  be  confused  alien  a 
modifier  ambiguously  appears  to  modify 
two  words.  The  following  sentence  illus¬ 
trates  what  can  hapim  mien  the  modifi¬ 
er  is  too  far  from  the  word  it  modifies: 

You  hold  the  hammer  while  I  hold  the 
tuul,  and  alien  I  nod  my  head,  you  hit  it. 

b.  Too  many  modifiers  werdten  writing. 
The  strings  of  words  or  fduases  often 
bury  the  ^ject  and  confuse  the  reader. 


Observe  this  example  of  a  string  of  words 
that  together  modify  the  list  word: 
“nonrecurring  cost  recoupment  charge 
internal  controls.”  The  first  five  words 
say  what  kind  of  controls  there  are,  but  it 
is  difficult  to  read.  An  improved  version 
is  “internal  controls  for  ''coupment  of 
nonrecurring  cost.” 

10-104.10  The  Reader’s  Perspective 

a.  The  tone  of  the  report  should  be 
objective,  professional,  and  courteous. 
Use  plain  English  as  in  a  relaxed,  profes¬ 
sional  talk.  Writing  can  be  somewhat 
informal  in  tone  yet  professional  and 
businesslike.  Keep  m  mind  that  the  goal 
is  to  get  a  favorable  reaction.  Avoid  usii^ 
accusatory,  inflammatory  language— this 
is  likely  to  generate  defensiveness  and 
opposition.  In  presenting  problem  areas, 
emphasize  improvements  needed. 

b.  Lastly,  review  the  draft  from  the 
customer’s  perspective,  which  should  be 
the  main  focus.  Is  the  report  thoroughly 
responsive  to  the  customer’s  request? 
Remember  that  a  report  accomplishes 
nothing  unless  it  is  useful  to  the  reader. 

10-104.11  nmd  Steps 

Before  submitting  your  report  for  su¬ 
pervisory  approval,  check  again  to  ensure 
your  rerort  complies  with  CAM  guid¬ 
ance.  Also,  consider  having  a  coUea^e 
read  your  audit  report — not  to  rewrite 
your  report  in  his  or  her  own  personal 
le,  but  rather  to  provide  a  much-need- 
critical  review  for  content  and  the 
good  writing  techniques  such  as  those 
outlined  in  this  section.  If  a  colleague  is 
not  available,  read  the  report  out  loud  to 
yourself.  If  it  does  ntM  sound  natural  to 
you,  it  will  probably  not  seem  natural  to 
the  reader  either.  If  you  don’t  under¬ 
stand,  your  reader  won’t  either.  Another 
point  of  view,  such  as  from  your  col¬ 
league’s  critique  or  from  your  reading  it 
out  loud,  can  help  you  develop  a  final 
draft  needing  little  or  no  revision  by  your 
supervisor. 
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10-200  Section  2  —  Format  and  Contents  of  Audit  Reports — General 

10-201  Introdnction  tabulations,  fold  or  reduce  them  to  the 

size  of  the  other  sheets. 


a.  This  section  discusses  DCAA  re¬ 
quirements  governing  audit  r^rt  con¬ 
tent;  details  the  general  administrative 
and  format  requirements  of  audit  re¬ 
ports;  lists  and  defines  the  elements  of 
audit  reports  in  their  order  of  appearance 
in  the  report;  summarizes  DCAA  imlicy 
r^arding  protection  of  report  informa¬ 
tion;  and  provides  guidance  on  audit 
r^rt  distribution.  It  also  explains  the 
circumstances  under  which  supplemental 
and  short  form  audit  reports  should  be 
issued  and  describee  the  recommended 
format  for  these  reports. 

b.  The  guidance  included  in  this  sec¬ 
tion  is  general  in  nature  and  applies 
regardless  of  the  type  of  audit  report 
being  prepared.  Specific  rt^rt  prepara¬ 
tion  requirements  for  various  typ^  of 
individual  audit  assignments  are  dis¬ 
cussed  in  the  remaining  sections  of  this 
chapter. 

10-202  Reporting  of  Audit  Results 

To  satisfy  government  reporting  stan¬ 
dards  (2-400  and  2-600),  there  must  be  a 
written  record  of  the  results  of  each 
audit.  Normally  this  requirement  is  satis¬ 
fied  by  issuing  an  audit  report.  Certain 
situations,  however,  may  call  for  prepara¬ 
tion  of  a  “MEMORANDUM  FOR  REC¬ 
ORD”  (refer  to  DCAAM  5020.1,  Corre¬ 
spondence  Manual)  rather  than  an  audit 
report.  This  may  be  appropriate,  for 
example,  upon  completion  of  an  individ¬ 
ual  oveihead  account  audit  which  repre¬ 
sents  only  one  portion  of  a  final  overhead 
audit  report  to  be  issued  later,  and  the 
individiw  audit  did  not  result  in  s);stem 
deficiency  or  economy  and  efficiency 
findings  that  must  be  reported  to  con¬ 
tracting  officers.  Under  no  circumstances 
will  reports  be  addressed  “to  the  file”  or 
“for  the  record”  (10-208.1). 

19-203  G«ieral  Adutiuistrative 
RequliciMuts 

10-203.1  Paper 

a.  Prmare  reports  on  8  1/2  by  1 1  inch 
paper.  If  wider  sheets  are  needed  for 


b.  Stationery  will  be  white  bond  paper 
or  equivalent  of  a  grade,  weight,  and 
substance  as  available  tlmiugh  normal 
supply  channels.  When  word  processing 
equipment  is  used,  paper  supplied  with 
the  computer  is  acceptable  for  audit 
reports.  However,  the  first  page  of  the 
narrative  must  include  the  letterhead. 

10-203.2  Margiiis 

Margins  will  be  uniform;  allow  1  inch 
for  left  and  right  margins  and  at  least  1 
inch  at  the  bottom  of  the  page.  There  will 
be  at  least  two  lines  between  the  last  line 
of  typing  and  the  page  number. 

10-2033  Typii« 

a.  General.  Computer  equipment 
should  be  used  to  the  extent  possible  to 
prepare  all  portions  of  the  report,  includ¬ 
ing  exhibits  and  rate  schedules.  Working 
papers  should  never  be  included  in  the 
report. 

b.  Spacing  and  Typestyle.  Lines  of 
typed  material  will  be  sin^e  spaced,  not 
exceeding  six  lines  per  vertical  inch  and 
12  characters  per  horizontal  inch.  If 
available.  Prestige  Elite  or  the  typestyle 
closest  to  it  should  be  used.  Schedules, 
listings,  and  similar  material  should  be 
presented  in  the  best  manner  for  appear¬ 
ance  and  readability. 

c.  Parwraphing 

(1)  Underscore  paragraph  titles  in  both 
the  narrative  and  report  body  for  all 
major  subjects,  and  a^  for  lesser  items 
where  appropriate.  Put  paragraph  cap¬ 
tions  on  separate  lines  and  do  not  include 
periods  or  other  punctuation  after  para¬ 
graph  captions  (see  Figure  10-2-3). 

(2)  The  first  sentence  of  main  para¬ 
graphs  should  be  indented  flve  spaces 
from  the  left  margin.  Subparagraphs  will 
be  lettered  or  numbered  (arabic  numbers 
only,  not  roman  numer^)  if  there  are 
two  or  more;  when  there  is  an  “a”,  there 
must  be  a  “b”,  etc.  Use  the  following 
numbering  sequence  in  reports: 

1.  Title  and  banning  of  paragraph 
tiiould  begin  at  the  left  margin  as  worn 
in  Figure  10-2-3. 
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a.  Indent  S  spaces  from  left  margin. 

b.  xxxxxxxxxxxxxxxxxxxxx 
xxxxxxxxxxxxxxxxxxxxxxxx 
xxxxxxxxxxx 

(1)  Indent  9  spaces  from  left  margin. 

(2) xxxxxxxxxxxxxxxxxxxx 
xxxxxxxxxxxxxxxxxxxxxxxx 
xxxxxxxxx 

(a)  Indent  14  spaces  from  left  mar¬ 
gin 

(b)  xxxxxxxxxxxxxxxxxxx 
xxxxxxxxxxxxxxxxxxxxxxxx 
xxxxxxxx 

1.  Indent  19  spaces  from  left 

margin. 

2.  xxxxxxxxxxxxxxxx 
xxxxxxxxxxxxxxxxxxxxxxxx 
X  X  X  X  X  X  X 

(3)  Any  subparagraphing  after  a  lower 
case  letter  in  parentheses  [(a),  (b)]  is 
discouraged.  Try  to  use  paragraph  cap¬ 
tions  wherever  possible  to  avoid  this. 

d.  Capitalization 

(1)  The  audit  report  cover  sheet  (10- 
206)  should  include  the  audit  report 
number,  subject,  office  identification, 
and  “FOR  OFFICIAL  USE  ONLY”  de¬ 
signation  in  upper  case  letters,  as  shown 
in  Figure  10-2-1.  The  month  is  written  in 
lower  case  with  an  initial  capital.  The 
title  of  each  exhibit,  schedule,  or  appen¬ 
dix  and  its  designation  (E^WIBIT  A, 
SCHEDULE  B-1)  should  also  be  in  upper 
case  letters,  as  ^own  in  Figure  10-3-2. 
The  words  “SUBJECT”,  “TO”,  and 
“THRU”  (if  applicable)  in  the  report 
subject  and  addressee  elements  are  also 
shown  in  upper  case  letters.  All  other 
portions  of  the  report,  including  the 
report  subject  and  addressee,  all  para- 
ipph  titles,  table  of  contents  descrip¬ 
tions,  and  eiihibit/schedule  line  item  de¬ 
scriptions,  will  be  in  initial  capitals  only 
except  for  articles,  prepositions,  and  con¬ 
junctions  (see  Figure  10-2-3). 

(2)  Do  not  capitalize  the  noun  desig¬ 
nating  elements  of  the  report,  such  as 
page,  appendix,  attachment,  or  para¬ 
graph,  r^ess  they  are  part  of  a  title  (for 
example.  Appendix  B  and  Attachment  3). 
Abo,  do  not  capitalize  the  word  “govern¬ 
ment”,  or  words  such  as  numager,  con¬ 
tracting  officer,  procurement  office. 
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10-203.4  Date 

Express  the  day,  month,  and  year  of 
the  audit  report  in  the  order  named  (for 
example,  16  December  1989). 

10-203.5  Page  Namberiag 

a.  Consecutively  number  iMiges  at  the 
bottom  center  of  the  [^e,  banning  with 
page  2  of  the  narrative  and  continuing 
through  the  exhibits  and  schedules.  Do 
not  offset  page  numbers  with  periods, 
dashes,  or  other  punctuation.  Each  page 
of  an  exhibit,  schedule,  or  appendix 
should  also  be  indicated  at  the  top  right 
margin.  For  example: 

EXHIBIT  A  SCHEDULE  A-1 

Page  1  of  10  Page  7  of  8 

b.  If  a  table  of  contents  or  distribution 
list  is  included  in  a  report  and  extends  for 
more  than  one  page,  number  them  at  the 
top  right  margin  to  indicate  the  spwiflc 
page  in  the  same  maimer  as  exhibits, 
schedules,  and  appendixes  (for  example, 
page  1  of  2).  No  other  page  numbering  is 
necessary. 

c.  If  DCAA  assist  audit  reports,  govern¬ 
ment  technical  reports,  or  other  docu¬ 
ments  that  are  individually  numbered  are 
included  in  a  report  as  appendixes,  it  is 
necessary  to  number  only  the  first  page  of 
the  document.  In  cases  where  many  ap¬ 
pendixes  are  included  in  a  r^rt,  it  may 
be  convenient  to  preface  each  apii^dix 
with  a  blank  sheet  indicating  the  title  of 
the  appendix  and  page  number  rather 
than  making  any  annotations  on  the 
particular  document. 

10-203.6  Nnibeiing  Aadit  Reports 

a.  Heads  of  Held  audit  offices  are 
responsible  for  assigniM  report  numbers 
to  all  audit  reports.  The  audit  report 
number  is  the  assignment  number  pre- 
fUed  ^  the  regional  organization  code 
(RORG).  The  audit  r^rt  number  will 
be  shown  at  the  top  left  margin  of  each 
page  of  the  report  in  initial  capitals,  as 
shown  in  Figure  10-2-3.  The  words  “AU¬ 
DIT  REP<»T  NO.”  will  precede  the 
audit  report  number  in  the  top  left  mar¬ 
gin  of  the  report  cover  sheet  (10-203.3d 
and  Figure  10-2-1). 

b.  The  FAO,  at  its  option,  may  include 
on  the  audit  report  cover  sheet  directly 
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under  the  audit  report  number  a  chrono¬ 
logical  reference  number  known  as  a 
“chron  number.”  The  use  of  the  chron 
number  is  discussed  in  DCAA’s  FAO 
Administrative  Manual  (DCAAM 
3020.9).  llie  chron  number  should  not 
appear  on  any  other  page  of  the  audit 
report  except  the  cover  sheet  and  should 
appear  as  follows: 

AUDIT  REPORT  NO. 
32S8-93A2 1000001 
CHRON  NO.  0023 

10-203.7  Report  Assearirty  and 
Reprodactioa 

a.  Producing  an  “Original”  and  Copies. 
Reports  should  be  reproduced  by  the 
most  efficient  and  economical  means 
which  ensures  a  professional  appearance. 
One  copy  of  the  report  must  be  clearly 
identifi^le  as  the  original  by  stamping 
“Original”  on  the  cover  sheet  and  in  the 
upper  r^t  comer  of  the  letterhead  page. 
TTie  “original”  copy  of  the  report  must  be 
signed  by  an  auditor  with  the  authority  to 
do  so  (10-210).  To  provide  positive  evi¬ 
dence  of  the  authorized  signature,  copies 
of  the  original  signature  pa^  should  be 
used  on  additional  report  copies  rather 
than  a  rubber  stamp  depicting  a  signa¬ 
ture. 

b.  Fastening.  R^rts  will  be  securely 
fastened  at  the  left  margin.  Thus,  any 
tabulations  or  graphs,  for  example,  must 
be  positioned  with  their  headings  either 
at  the  top  or  at  the  left  side  of  the 
assembled  report. 

c.  Report  Covers.  If  an  audit  report 
cover  is  required  (10-203),  the  report  title 
on  the  cover  sheet  will  be  visible  through 
the  window  in  the  cover.  Report  titles 
should  be  short  enough  to  fit  in  the  cover 
window. 

(1)  Each  FAO  will  use  the  standard 
audit  report  covers  provided  by  Head¬ 
quarters.  If  a  cover  is  used,  a  sheet  of 
standard  l^t  blue  index  stock  should 
also  be  add^  at  the  back  of  the  report. 

(2)  The  cover  is  preprinted  “FOR 
OFHCIAL  USE  ONLY”  and  wiU  not 
carry  any  other  audit  report  identifica¬ 
tion.  No  FAO  entries  are  ^uired  on  the 
cover  unless  the  report  is  classified  or 
pertains  to  a  classified  subject  (10-203.2). 


10-203.8  Insignificant 
Amoants/EIimination  of  Cents 

a.  Only  significant  amounts  of  ques¬ 
tioned  costs  should  be  displayed  in  audit 
reports.  The  materiality  criteria  in  para¬ 
graph  331.71(a)  of  the  CASB  rules  and 
regmtions  should  be  considered  in  mak¬ 
ing  this  determination.  These  criteria  are: 
at^lute  dollar  amount;  ratio  of  the 
amount  of  an  item  to  an  appropriate  base 
figure;  relationship  between  a  cost  item 
and  cost  objective;  the  impact  on  govern¬ 
ment  funding  the  cumulative  impact  of 
individually  immaterial  items;  and  the 
cost  of  administrative  processing  of  the 
price  adjustment  modification. 

b.  Cents  should  not  be  included  in 
audit  reports  except  when  necessary  for 
comprehension  of  the  report;  e.g.,  in  the 
case  of  unit  cost  reports  or  unit  cost 
tabulations. 

10-203.9  Use  cS  Rubber  Stamps 

a.  Rubber  stamiK  should  be  used  to 
designate  the  “original”  of  the  audit 
report  (10-203.7a).  While  restrictive 
maridnm  (“FOR  OFRCIAL  USE 
ONLY”  or  appropriate  security  classifi¬ 
cation)  may  also  be  affixed  by  rubber 
stamp,  it  will  generally  be  more  efficient 
to  type  this  if  word  processiim  equipment 
is  available  (see  Figure  10-2-1). 

b.  The  audit  report  should  be  dated  the 
day  it  is  signed.  The  date  should  be  typed 
rather  than  stami^  on  the  original  to 
obtain  a  more  l^ble  imprint  for  repro¬ 
duction.  Rubber  stamps  should  not  be 
used  for  the  signature  (10-203.7a). 

10-203.10  Protection  ai  Report 
Information 

a.  All  E)CAA  audit  reports  not  contain¬ 
ing  classified  information  are  “FOR  OF- 
nClAL  USE  ONLY.”  Mark  and  handle 
them  in  accordance  with  Chapter  4,  DoD 
3400. 7-R,  “Freedom  of  Information  Act 
Program.”  Reports  containing  classified 
information  will  be  prepared,  classified, 
mmrked,  and  protected  in  accordance 
with  DCAAM  3203.1,  “Information  Se¬ 
curity  Program.”  To  the  extent  po^ible, 
limit  classified  material  included  in  the 
reporL  because  audit  reports  must  be 
classified  at  the  highest  security  classifi¬ 
cation  contained  therein.  Also  see  10- 
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20S.2  if  the  report  pertains  to  a  ciassifled 
subject. 

b.  Reports  that  do  not  contain  classi¬ 
fied  information  will  be  marked  “FOR 
OFFICIAL  USE  ONLY”  at  the  bottom 
on  the  outside  of  the  front  cover,  if 
applicable  (preprinted  on  the  covers  pro¬ 
vided  by  Headquarters  -see  l(K203.7c), 
on  each  page  of  the  report,  and  on  the 
outside  of  me  back  cover  (if  any). 

10-204  Audit  Report  Format 

Major  audit  report  components  are 
listed  below  in  the  sequence  in  which 
they  generally  appear.  They  are  discussed 
in  detail  in  the  reference  par^^phs. 
Those  components  highlighted  with  an 
asterisk  should  appear  in  every  £>CAA 
audit  report,  r^ardless  of  type,  to  satisfy 
minimum  professional  standards.  Other 
elements  may  or  may  not  be  included  in  a 
particular  report  d^nding  on  the  type 
of  audit  performed  or  other  circum¬ 
stances.  For  example,  “circumstances  af¬ 
fecting  the  audit”  is  not  identifi^  with 
an  asterisk  but  becomes  a  mandatory 
report  r^uirement  if  existing  conditions 
require  its  use.  Hements  peitainir^  onJv 
to  certain  report  types  are  indicated. 
Refer  to  the  remaining  sections  of  chap¬ 
ter  10  for  additional  guidance  on  audit 
report  preparation  for  specific  types  of 
audit  assignments. 

Audit  Report  Cover  (10-205) 

Audit  Report  Cover  Sheet  (10-206)* 
Report  Subject  (10-207)* 

Addressee  (10-208)* 

Report  Narrative  (10-209)* 

Pu^ise  and  Scope  of  Audit  (10- 

Circumstances  Affecting  the  Audit  (10- 
209.2) 

Statement  of  Chaiues  (CAS  reports 
only  -  see  10-803b) 

Backhand  Information 
Summary  of  Audit  Results  (10-209.3)* 
Statmnent  of  Conditions  and  Recom¬ 
mendations  (Functional  and  re¬ 
ports  only  -  see  10-413a  and  10- 
803b) 

Cost  Impact  (CAS  reports  only  -  see 
10-803lW 

Status  of  Corrective  Action  Taken  on 
Prior  Recommendations  (Functional 
reports  only  -  see  10-408) 


Unsatisfactory  Conditions  and/or  Oth¬ 
er  Audit  Recommendations  (Posta¬ 
ward  and  claim  reviews  -  see  10- 
605.4  and  10-1104.4) 

Contractor’s  Reaction  (Postaward  and 
claim  reviews  -  see  10-605.5  and  10- 
1104.5) 

Disposition  of  Audit  Results  (10- 
209.4)* 

Signature  block  (10-210)* 

Report  Distribution  (10-211) 

Table  of  Contents  (10-212) 

Data  Sheet  (10-213) 

Exhibits,  Schedules,  and  Appendixes 
(10-214) 

Attachments  (10-413c  and  10-503e) 
DCAA  Summary  Sheet  (10-215) 

*  Required  in  every  report  regardless 
of  type 

10-205  Audit  Report  Cover 

10-205.1  Criteria  Ibr  Use 

a.  Use  covers  on  the  followiim  types  of 
reports  distributed  outside  of  DCAA  to 
enhance  their  professional  appearance.  If 
the  pi^icular  report  category  is  highlight¬ 
ed  with  a  double  asterisk,  a  cover  is 
required  only  if  the  contractor  is  classi¬ 
fied  as  “major  contractor”  for  audit 
plaiming  purposes. 

U)  Reports  concerning  (a)  apparent 
defective  pricing,  or  (b)  significant  non- 
compliance  with  C^t  Accounting  Stan¬ 
dards  or  similar  statutory  requirements 
or  rqnlations. 

(2)  Reports  involving  matters  possibly 
subject  to  investigation  or  particulariy 
significant  or  sensitive  for  other  reasons. 

(3)  Rmrts  on  audit  of  price  proposals 
over  $50  million,  and  lesser  amounts  if 
the  report  recommends  FAO  attendance 
at  the  n^otiation  conference. 

(4)  Reports  addressed  to  non-DoD 
officials  other  than  those  non-DoD  PCOs 
and  ACOs  with  whom  the  FAO  may  deal 
regutorly  in  procurement  or  contract  ad¬ 
ministration  matters. 

(5)  Reports  that  contain  a  security 
dassificatuni  or  pertain  to  a  classified 
subject  (see  10-205.2). 

*^6)  Reports  on  annual  indirect  costs. 
**(7)  Rqiorts  on  fun^km- 
al/operatiorul  reviews  (other  than  joint 
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reviews  under  DEARS  242.70)  that  con¬ 
tain  recommendations  for  contractor  cor¬ 
rective  action  or  cost  avoidance.  This 
eatery  includes  reports  on  estimating 
system  surveys. 

**(8)  Reports  pertaining  to  more  than 
one  contractor  segment,  such  as  reports 
on  coordinated  audits  performed  within 
a  Contract  Audit  Coordinator  complex. 

••“Major  contractor”  only 

b.  The  DCAA  cover  is  inappropriate 
for  reports  signed  jointly  under  the 
DEARS  242.70  cost  monitoring  program. 
The  joint  review  team  should  develop  an 
appropriate  cover  for  these  reports. 

c.  Subject  to  these  minimum  require¬ 
ments,  EAO  managers  may  use  discretion 
in  determining  if  rc^rt  covers  should  be 
used  in  other  situations.  However,  covers 
should  be  omitted  on  minor  r^rts, 
particularly  those  that  require  limited  or 
no  specifle  action  by  their  addressees. 

10-205.2  Covers  for  Reports  on 
Classified  Sobjects 

a.  If  the  report  contains  a  securiU 
classifleation  (see  10-203.10),  the  classin- 
cation  marking  must  replace  “For  OfH- 
cial  Use  Only"  on  the  report  cover.  This 
may  be  done  by  crossing  out  the  preprint¬ 
ed  “EOR  OFFICIAL  USE  ONLY”  leg¬ 
end  and  stamping  both  the  top  and 
bottom  of  the  audit  report  cover  with  the 
appropriate  security  classifleation.  If  a 
stamp  for  the  appropriate  classifleation  is 
not  available,  clarification  markings 
should  be  made  in  letters  conspicuously 
larger  than  the  size  of  the  print  of  the 
report. 

b.  If  an  audit  report  pertains  to  a 
proposal  or  a  contract  that  is  classified  or 
includes  classified  elements,  and  the  au¬ 
ditor  is  unable  to  determine  the  appropri¬ 
ate  security  classifleation  of  the  report,  a 
special  “warning”  label  (DCAA  h^l  5) 
must  be  affixed  (see  DCAAM  S20S.1, 
Section  l-4()0.b).  The  label  is  idaced 
above,  but  not  covering,  the  “EOR  OEIl- 
ClAL  USE  ONLY”  le|^d  on  the  audit 
r^rt  cover,  and  the  report  must  be  sent 
via  rostered  mail.  Contact  the  r^onal 
security  rrfiioer  for  instructknis  pnor  to 
release  of  the  report.  Remonal  r^flees 
should  consult  with  the  Hea^uarters 
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security  officer  if  questions  on  this  proce¬ 
dure  should  arise. 

10-206  Audit  Report  Covo’  Sheet 

10-206.1  General 

a.  A  cover  sheet  is  required  for  every 
report.  The  general  format  is  shown  in 
Figure  10-2-1.  The  last  three  paragraphs 
in  the  figure,  concerning  (1)  Freedom  of 
Information  Act  requests,  (2)  the  propri¬ 
etary  nature  of  contractor  information 
included  in  the  report,  and  (3)  restriction 
on  release  of  the  report  outside  the  De¬ 
partment  of  Defense,  must  be  included 
verbatim  on  all  cover  sheets.  The  first 
paragraph  of  a  cover  sheet  must  be 
omitted  in  certain  cases,  or  will  vary 
according  to  the  type  of  report  (10-206.2) 
and  the  relationship  of  the  entity  audited 
to  the  government  —  prime  contractor  or 
subcontractor  (10-206.3). 

b.  Include  the  audit  report  number, 
date  of  repo^  title  of  report,  address  of 
the  issuing  office,  and  restrictive  marking  I 
(‘FOR  OmCIAL  USE  ONLY”  or  other 
appropriate  security  classifleation)  on  the 
cover  sheet  as  presented  in  Figure  10-2-1. 
The  title  of  the  audit  report  should  agree 
with  the  “subject”  block  (10-207  and 
Figure  10-2-3). 

10-206.2  Release  tii  Audit  Reports  to  Ae 
Contractor 

a.  As  provided  for  in  the  Government 
Auditing  Standards  on  Reportii^  DCAA 
routinely  provides  copies  of  draft  reports 
for  all  audits,  except  those  dealing  wiA 
n^tiation  of  forecasted  costs,  to  Ae 
contractor  being  audited.  (See  alk>  4-303 
and  4-304  r-^^ding  information  to  be 
discussed  at  interim  and  exit  confer¬ 
ences.) 

b.  DCAA  audit  r^rts  that  do  not 
contain  rqiinions  on  forecasted  costs  are 
generally  provided  to  Ae  contractor  at 
Ae  exit  conference  in  draft  form  for 
written  comment.  The  contractor  should 
be  provided  a  reasonable  amount  of  time 
to  analyze  Ae  audit  results  and  to  submit 
its  response  for  inconwration  into  Ae 
final  audit  report.  If  Ae  contractor’s 
reqxmse  is  not  provided  in  a  timely 
manner,  Ae  final  report  Aould  be  issued 
stating  that  Ae  report  was  provided  for 
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comments  to  the  contractor  but  the  com¬ 
ments  were  not  received  in  time  to  incor¬ 
porate  them  into  the  final  audit  report.  If 
written  comments  are  received  after  the 
audit  report  was  issued,  prepare  a  supple¬ 
mental  audit  report  u  it  will  serve  a 
useful  purpose.  The  following  types  of 
draft  audit  reports  are  generally  provided 
to  the  contractor  for  written  response 
prior  to  issuing  the  final  audit  report. 

•  Incurred  Cost  Submissions 

•  Contract  Audit  Qosing  Statements, 
if  exceptions  are  found 

•  Cost  Accounting  Standards  Reports, 
including  cost  imp«^ 

•  Postaward  Reviews,  if  defective  pric¬ 
ing  was  found 

•  Provisional  Billing  Rates 

•  Progress  Payment  Audits,  but  not 
proposals  for  special  or  flexible  progr^ 
payment  rates  or  interim  chafes  in 
contract  prices 

•  Other  Special  Audits,  such  as  Facili¬ 
ty  Rental  and  CFSR 

•  Financial  Control  Audits 

•  Billing  System 

•  Compensation 

•  EDP  General  and  Application  Con¬ 
trol  Reviews 

•  Estimating  System 

•  General  Accounting  System 

•  Indirect  Cost  Accounting  System 

•  Labor  Cost  Accounting  System 

•  Material  Cost  Accountmg  System 

•  Planning  and  Budgeting  System 

•  Purchasing  System 

•  Other  Intomal  Control  Reviews 

•  Preaward  Accounting  System  Re¬ 
views 

•  Operation  Audits 

•  Equitable  Adjustment  and  Termina¬ 
tion  Submissions,  if  based  entirdy  on 
incurred  costs 

•  Joint  Contractor  Insurance/Pension 
Reviews  (CIPR) 

•  Financial  Capability  Audits 

•  System  Surveys  at  Contractors  with 
no  ADV 

•  Joint  Reviews  of  Contractor  Opera¬ 
tions,  including  those  required  under 
DFARS  242.70  "Monitorii^  Contractor 
CosU” 

Except  for  npotts  on  postaward  re¬ 
view^  audits  of  equitable  adjustment  and 
terminatimi  submissions,  and  the  reports 
discussed  in  the  paragraphs  below,  the 


final  audit  report  will  show  the  contractor 
as  a  distributee  of  the  rqmrt  (through  the 
contracting  officer).  Final  reports  provid¬ 
ed  to  the  contractor  through  the  contract¬ 
ing  officer  should  omit  the  first  para¬ 
graph  diown  in  Figim  10-2-1  relate  to 
DCAA  havi^  no  objection  to  the  release 
of  the  audit  report.  If  the  contractor 
requests  a  copy  of  these  type  of  final 
reports  after  the  report  has  been  issued, 
coordinate  with  the  contracting  officer  to 
determine  if  the  contracting  officer  has 
any  objection  to  DCAA  providing  a  copy 
of  the  rnmrt  directly  to  the  contractor. 

c.  Draft  audit  reports  vdiich  include 
forecasted  costs  are  not  provided  to  the 
contractor  unless  specificalty  authorized 
by  the  contracting  officer  (FAR  1S.80S- 
S(f).  Also,  the  Procurement  Integrity  Act 
restricts  the  discussion  of  source  selection 
information  with  an  offeror  other  than 
for  the  purpose  of  minor  clarification 
(FAR  15.6).  However,  the  auditor  should 
fully  discuss  with  the  contractor  any 
factual  differences,  unsupported  items, 
cost  or  pricing  data  inadequacies,  and 
CAS/FAR  noncompliances  and  obtain 
the  contractor’s  response  for  inclusion  in 
the  final  audit  report.  Draft  and  final 
audit  reports  on  the  areas  listed  below  are 
not  provided  to  the  contractor  unless 
specifically  requested  by  the  contracting 
officer. 

•  Individual  Price  Proposals 

•  Should  Cost  Reviews 

•  Forward  Pricing  Rate  Proposals 

•  Reviews  of  Part  of  a  Proposal 

•  Ageed-to  Procedures  Aumts 

•  ^R/FPI  Price  Redetermination 
Proposals,  containing  forecasted  costs 

•  Equitable  Adjustment  and  Termina¬ 
tion  Submissions,  containing  forecasted 
costs 

•  Limitation  of  Payments  Submissicms 

•  Proposal  for  Spmal  or  Flouble 
Progress  Pm^ent  Rate  or  Interim 
Cluuiges  in  Contract  Price 

The  following  contingent  release  state¬ 
ment  shown  on  F%ure  10-2-1  will  be 
included  as  the  firft  paragrairii  on  the 
cover  sheet  for  these  reports. 

“The  Defense  Contract  Audit 

Agency  has  no  objection  to  leleaae  of 

this  report,  at  tbe  discretion  of  the 

ccmtracting  agency,  to  authorized 
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representatives  of  [insert  name  of 
contractor  or  subcontractor  to  which 
the  report  pertains].” 

d.  Draft  and  ftnal  reports  that  are  of  a 
privileged  and  sensitive  nature  (such  as 
those  reporting  on  unsatisfactory  condi¬ 
tions  (4-803.2)  or  which  make  reference 
to  suspected  irregular  conduct  or  referral 
for  investigation  (4-700))  will  not  be 
provided  to  the  contractor.  These  types 
of  reports  are  not  usually  discussed  with 
contractor  representatives,  and  any  in¬ 
quiries  concerning  disclosure  of  the  re¬ 
port  information  will  be  resolved  in  ac¬ 
cordance  with  DoD  5400.7-R  and  the 
DCAA  Freedom  of  Information  Act  Pro¬ 
gram. 

e.  The  statement  r^arding  release  of 
the  audit  report  solely  at  the  discretion  of 
the  cognizant  contracting  agency  pertains 
to  the  complete  re^rt  mduding  all  ap 
pendixes.  Frequently,  a  government  tech¬ 
nical  evaluation  report  mm  be  included 
as  an  aroendix  to  the  DCAA  audit  re¬ 
port.  If,  for  any  reason,  the  government 
activity  supplying  a  technical  evaluation 
has  any  objection  to  release  of  its  report 
to  contractor  representatives,  this  must 
be  highlighted  on  the  cover  sheet.  For 
example: 

“The  Defense  Contract  Audit 
Agency  has  no  objection  to  release  of 
this  report.  However,  the  govern¬ 
ment  technical  evaluation  report  in¬ 
cluded  as  Appendix  xx  of  our  report 
should  not  be  released  to  [insert 
contractor  or  subcontractor  name] 
without  approval  of  [insert  name  of 
government  agency  supplying  techni¬ 
cal  report].” 

10-206J  Rcieaae  of  Sabeontnct  Aadit 
Report  to  the  H^her-ller  Coatractor  — 
Propooab  or  Other  Coot  Sobaisflioas 

a.  When  the  report  is  on  a  subcontrac¬ 
tor’s  proposal  or  other  cost  submission  to 
a  higher-tier  contractor,  the  cover  sheet 
must  contain  a  statement  regardii^  the 
subcontractor’s  agreement  or  objection  to 
release  of  the  report  to  the  l^er-tier 
contractor.  The  rdease  statement  applies 
to  all  subcontract  audit  reports,  regu^ 
less  of  the  audit  report  ty^.  The  audit 
procedures  on  this  matter  are  discussed 
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in  9-106.4  for  price  proposals  and  6- 
801.2  for  incur^  costs.  The  auditor 
should  have  determined  at  the  start  of  the 
review  whether  the  subcontractor  would 
have  any  restrictions  on  release  of  the 
report  to  the  higher-tier  contractor.  If  so, 
the  auditor  should  have  also  discussed 
with  the  requestor  how  the  audit  results 
could  best  be  presented  to  maximize  their 
usefulness  to  the  recipient. 

b.  The  comment  r^arding  subcontrac¬ 
tor  release  restrictions  will  be  included  in 
the  first  paragraph  of  the  cover  ^eet  It 
will  app^  either  as  a  stand-alone  com¬ 
ment  or  as  a  follow-on  comment  to  the 
sentence  provided  in  l(>-2()6.2c,  if  re¬ 
quired.  Sm  Figures  l()-2-2(a)  and  10-2- 
2(b)  for  sample  formats. 

c.  If  the  subcontractor  does  not  object 
to  release  of  the  report,  use  the  following 
statements. 

(1)  If  the  sentence  in  10-206.2c  is 
required,  add  the  followii^  as  the  second 
sentence  in  this  first  cover  sheet  para¬ 
graph. 

“Nor  does  this  Agents  or  [insert 
name  of  subcontractor]  object  to 
release  of  this  report  to  authorized 
r^resentatives  of  [insert  name  of 
higher-tier  contractor].  See  Appen¬ 
dix  xx  for  a  copy  of  the  subcontrac¬ 
tor’s  release  statement.” 

(2)  If  the  sentence  in  10-206.2c  is  not 
required,  the  comment  on  subcontractor 
release  restrictions  becomes  the  first 
paragraph  of  the  cover  sheet,  as  follows: 

“[Insert  name  of  subcontractor] 
does  not  object  to  release  .  .  .” 

d.  If  the  subcontractor  objects  to  re¬ 
lease  of  all  or  any  part  of  the  report 
information,  use  a  cover  Aeet  statement 
similar  to  the  following: 

The  [insert  the  subcontractor’s  I 

name]  cAijects  to  release  of  this  re¬ 
port  to  the  higher-tier  contractor, 
[insert  the  name  of  the  hi^ier-tier 
contractor],  because  [briefly  summa¬ 
rize  the  reason(s)  for  the  subcontrac¬ 
tor’s  objection.  If  appticable,  identify 
the  specific  information  the  subcon¬ 
tractor  does  not  want  rdeased]. 
Therefore,  report  information 
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should  be  kept  within  government 
channels  except  to  the  extent  that  the 
subcontractor  grants  permission  for 
its  release.  See  Appendix  xx  for  a 
copy  of  the  sub<»ntractor’s  state¬ 
ment  of  objection  to  release.  How¬ 
ever,  the  Defense  Contract  Audit 
A^cy  has  no  objection  to  release  of 
this  report,  at  the  discretion  of  the 
contracting  agency,  to  authorized 
representatives  of  [insert  name  of 
coiitractor  or  subcontractor  to  which 
the  report  pertains].” 

I  e.  If  the  subcontractor  restricts  release 
of  only  a  portion  of  the  report  informa¬ 
tion  (for  example,  historical  labor  hours), 
try  to  contain  the  restricted  data  in  a 
schedule  or  appendix  that  can  be  conve¬ 
niently  remov^  from  the  report.  In  such 
a  situation,  the  report  cover  would  in¬ 
clude  a  statement  describing  what  infor¬ 
mation  cannot  be  released  and  advise 
that  the  report  could  be  released  if  the 
restricted  data  are  first  removed.  For 
example: 

I  ”The  [insert  the  subcontractor’s 
name]  objects  to  release  of  this  re¬ 
port  to  the  higher-tier  contractor, 
[insert  the  name  of  the  higher-tier 
contractor],  unless  Schedule/ 
Appendix  xx  is  first  removed,  be¬ 
cause  it  contains  [identify  the  data 
and  briefly  state  the  reasonfs)  for  the 
subcontractor’s  objection].  There¬ 
fore,  report  information  should  be 
kept  within  government  channels. 
However,  the  Defense  Contract  Au¬ 
dit  Agency  has  no  objection  to  re¬ 
lease  of  this  report,  at  the  discretion 
of  the  contractu^  agency,  to  author¬ 
ized  representatives  of  [insert  ruune 
of  contractor  or  subcontractor  to 
vdiich  the  report  pertains].” 

10-207  Report  Subject 

a.  The  report  “Subject”  element  should 
agree  with  the  audit  report  title  as  shown 
on  the  cover  sheet  (10-206.1M.  It  should 
begin  with  a  description  of  the  audit 
performed  (e.g.,  R^rt  on  Audit  of  Pro¬ 
posal  for  Initial  Pricing,  Report  on  Audit 
of  Labor  Costs,  Rmrt  on  Postaward 
Audit  of  Cost  or  Pricing  Data,  etc.). 
Depending  on  the  type  of  audit,  the 


subject  may  include  references  to  the 
RFQ/RFP  or  prime  contract  number, 
subcontract  identification,  if  anilicable, 
disclosure  statement  revision  number, 
etc.,  and  the  contractor’s  name,  city,  and 
state. 

b.  Specific  information  that  should  be 
included  in  the  report  subject  for  p^icu- 
lar  types  of  n^rts  is  described  in  the 
applicable  sections  of  this  chapter.  Refer 
to  Figure  10-2-3  for  an  example  of  the 
subject  element. 

10-208  Addressee 

10-208.1  Priase  Contract  Report 
Addressees 

a.  It  is  DCAA  policy  that  audit  reports 
at  the  prime  contract  level  be  addressed 
to  a  contracting  officer  unless  it  is  clear 
that  another  acquisition  official  will  be 
responsible  for  resolvi^  the  audit  find¬ 
ings  and  recommendations.  Under  DoD 
field  pricing  support  procedures  (9-100), 
for  example,  the  addressee  would  nor¬ 
mally  be  Uie  procuring  contractile  officer 
(PCO)  unless  a  plant  representa¬ 
tive/administrative  contracting  officer 
(ACO)  has  been  delated  procurement 
authority  to  execute  the  particular  con¬ 
tract  action.  This  policy  results  in  audit 
findings  being  dueled  to  the  individuals 
reqwnsible  for  resolutions  and  facilitates 
timely  contracting  officer  action. 

b.  Even  if  the  audit  report  does  not 
contain  findings  requiring  resolution,  the 
report  addressee  should  normally  be  the 
cognizant  contracting  officer.  Under  no 
circumstances  will  reports  be  addressed 
“To  the  File”  or  “For  the  Record.” 

c.  A  number  of  non-DoD  agencies 
make  revests  for  audit  throu^  their 
Offices  of  Inqiectors  General,  aiuch  may 
be  responsible  for  arranging  audits  for 
many  procurement  offices.  The  assi^ed 
numlx^  or  other  asrignment  identifier 
contained  in  the  audit  requests  is  their 
primary  means  of  identifying  these  as¬ 
signments.  To  help  these  offices  control 
their  assignments  and  expedite  transmit¬ 
tal  of  reports  to  rei^wnsible  officials,  non- 
DoD  ag»cy  assignment  numb^  or 
other  assignment  identifiers  contained  in 
requests  for  audit,  will  be  included  within 
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the  first  one  or  two  sentences  of  audit 
reports  issued  to  these  agencies. 

d.  Audit  reports  in  support  of  team 
system  reviews  led  by  contract  adminis¬ 
tration  organizations,  such  as  the  Con¬ 
tractor  Purchasing  System  Review  (S- 
1302)  or  the  Contractor  Insur- 
ance^ension  Review  (S-1303),  should  be 
addressed  to  the  designated  team  captain. 
Reports  on  should-c^  team  reviews  (9- 
1300)  will  be  addressed  to  the  PCO. 
Audit  reports  on  C/SCSC  demonstration 
reviews  (11-202.3)  will  be  addressed  to 
the  review  director,  reports  on  C/SCSC 
surveillance  reviews  (11-202.4)  will  be 
addressed  to  the  lead  acquisition  activity 
through  the  principal  cognizant  ACO  (see 
10-208.4).  Reports  required  to  support 
an  inves^tion  will  be  addressed  to  the 
requester. 

e.  The  audit  report  distribution  (10- 
21 1)  should  include  the  team  leader  as  a 
distributee  of  the  report  (provide  as 
many  copies  as  requested).  Also,  con¬ 
tinue  to  provide  the  team  leader  with  all 
information  necessary  for  the  review  in 
accordance  with  applicable  CAM  guid¬ 
ance,  such  as  a  copy  of  the  draft  report 
for  use  during  the  exit  conference,  and 
copies  of  any  summary  schedules  or 
working  prqiers  required  for  consolida¬ 
tion  <H  statistical  data  or  supporting 
documentation. 

19-208.2  Suboontract  and  Intracoapany 
Report  Addressees 

Most  FAO  audit  reports  on  intracom¬ 
pany  and  subcontract  matters  will  also  be 
addressed  in  accordance  with  10-208.1. 
In  certain  audit  areas,  however,  such  as 
postaward  reviews  of  cost  or  pricing  data 
(10-600),  procurement  needs  may  be  bet¬ 
ter  served  if  the  auditor’s  report  from  the 
other  company  segment  or  subcontractor 
level  is  addres^  to  the  contract  auditor 
at  the  prime  contract  level.  The  recipient 
auditor  will  then  incorporate  the  finding 
and  recommendations  into  a  sin^  audit 
report  for  action  by  the  responsible  con¬ 
tracting  officer.  ApproprUte  variations  in 
addressing  and  distribution  of  intracom¬ 
pany  and  subcrmtiact  reports  will  be 
covered  in  later  sections  of  this  chapter 
(see  10-303.2,  10-6(M,  and  10-704). 


10-208 J  Form  vt  Addresses 

As  a  matter  of  form,  audit  reports  are 
not  normaUy  addressed  to  an  individual 
by  name  but  to  the  title  of  the  position. 
However,  if  the  report  is  for  an  office 
with  several  contracting  officers,  the  first 
line  of  the  address  block  should  identify 
the  individual  in  some  appropriate  man¬ 
ner.  This  may  be  done  by  placing  the 
ACO/PCO’s  room  number,  “desk  code,” 
“mail  stop,”  or  name  in  parentheses 
following  Uie  contracting  officer  designa¬ 
tion.  For  example,  report  addresses  may 
begin:  “Procuring  Contracting  Officer 
(Code  03D-1)”  or  “Administrative  Con¬ 
tracting  Officer  (Ms.  Mary  Z.  Brown).” 

10-208.4  “nmMgh**  Addressing 

When  required  to  route  the  original 
copy  of  a  report  through  an  intermediate 
action  office  other  than  the  addressee’s 
office,  use  “through”  addressing.  Under 
I>oD  field  pricing  support  procedures  (9- 
100);  for  example,  if  a  report  on  review  of 
a  price  propo^  is  addressed  to  a  PCO 
(other  than  the  plant  representative/ACO 
acting  as  a  PTO)  but  is  to  be  routed 
throu^  the  ACO,  the  “TO”  element  will 
be  foUowed  by  a  “THRU”  element,  as 
illustrated  in  Figure  10-2-3. 

10-208.5  Attention  Lines 

It  is  aci^table  to  use  a  sep^te  “At¬ 
tention”  line  as  the  second  line  of  the 
“TO”  and/or  “THRU”  address  block 
when  the  addressee  has  requested  the 
FAO  to  route  the  report  directly  to  a 
p^icular  organizational  section  or  indi¬ 
vidual  within  the  addressee’s  office.  Do 
not  use  an  “Attention”  line  to  identify 
the  contracting  officer  to  whom  the  re¬ 
port  is  addrei^  (see  10-208.3). 

10-209  Report  Nnirathe 

All  rqrwts  must  have  a  narrative  body 
which  as  a  minimum  includes  comments 
on  the  purpose  and  scope  of  the  audit, 
any  limitations  on  the  scope  of  audit 
performed,  a  ninun^  of  the  audit  re¬ 
sults,  and  the  disposition  of  audit  results. 
This  part  describes  in  general  terms  the 
content  of  each  of  the  narrative  para¬ 
graphs  to  be  induded  in  audit  repom  in 
the  order  in  which  they  are  to  appear. 
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The  remaining  sections  of  this  chapter  in 
many  cases  expand  on  the  content  of 
each  of  the  narrative  paragraphs  as  they 
apply  to  particular  types  of  reports,  such 
as  price  proposals,  cost  accounting  stan¬ 
dards,  postaward  reviews,  etc. 

10-209.1  Purpose  and  Scope  of  Audit 
(■Budutory  putagraph) 

a.  Begin  this  section  by  identifyiiig  the 
functional  area  or  contractor  submission 
reviewed  and  the  purpose  and  objectives 
of  the  review.  Identify  the  airdit  request, 
if  applicable,  including  specific  reference 
to  any  case  numbers  or  assignment  iden¬ 
tifiers  contained  in  the  audrt  request.  In 
many  instances,  especially  when  non- 
DoD  inspector  general  offices  arrange 
audits  for  their  agei^es,  the  assigrrment 
identifier  includi^  in  the  request  is  the 
primary  means  of  tracking  these  assign¬ 
ments. 

b.  Depending  on  the  nature  of  the 
audi^  iruormatron  may  be  included  re¬ 
garding  the  time  period  of  the  audit,  date, 
dollar  value,  and  type  of  propmal,  period 
of  performance  of  the  proposed  effort, 
and  contract  data  such  as  t^,  incentive 
provisions,  etc.  Audit  reports  on  price 
proposals  should  also  include  statements 
about  additional  cost  or  pricing  data 
submissions  and  due  date  extensrons,  if 
applicable,  indicatiru  what  additional 
data  were  reviewed,  the  reason  the  exten¬ 
sion  was  needed,  the  official  who  granted 
the  extension,  and  the  correspondence 
confirming  the  extension. 

(1)  An  example  of  a  statement  that 
could  be  included  in  a  report  on  a  price 
proposal  follows: 

“As  requested  by  [irrsert  requesting 
office  name]  letter  dated  [insert  date 
of  request],  reference  [insert  reques¬ 
ter  rnerenoe  number],  we  have  au¬ 
dited  [insert  contractor’s  name]  pro¬ 
posal  dated  [insert  date  of  proposal] 
for  $  [insert  total  proposed  price 
including  profit  or  fee,  if  any].  This 
[insert  tyM  of  proposal]  proposal 
provides  for  [insert  desm^km  of 
service  or  i»oduct  to  be  provided]. 
The  proposed  perfonnance  period  is 
[insert  inclusive  dates  of  contract 
performance].  We  have  also  audited 
the  additkmal  supporting  cost  or 


pricing  data  specifically  identified  in 
the  contractor’s  letterfs)  dated  [insert 
dates  of  contractor  sui^emental 
submissions  of  cost  or  pricing  data]. 
[Insert  identification  of  official  vdio 
granted  the  extension(s)]  extended 
the  original  audit  report  due  date  of 
[insert  original  due  date]  to  [insert 
revised  due  date]  because  of  [insert 
reasonfs)  extension  was  needed].  We 
sent  you  a  copy  of  our  [insert  date  of 
correspondence  confirming  the  due 
date  extensionfs)]  memorandum 
confirming  this  due  date  extension. 

“The  proposal  and  related  cost  or 
pricing  data  are  the  responsibility  of 
the  contractor.  Our  responsibility  is 
to  express  an  opinion  on  the  propos¬ 
al  based  on  our  audit.’’ 

(2)  An  example  of  a  statement  that 
m^t  be  included  in  a  report  on  a 
fiii^ional/operational  review  foUows: 

“As  part  of  our  comprehensive  audit 
of  the  [insert  company  name],  we 
reviewed  the  contractor’s  plant 
maintenance  function  which  is  re¬ 
sponsible  for  the  maintenance  and 
repair  of  equipment  and  buildings  at 
the  Boston  facility.  The  audit  was 
performed  to  evaluate  the  effective¬ 
ness  of  the  contractor’s  policies  and 
practices  in  assuring  t^  mainte¬ 
nance  tadis  are  carried  out  in  a 
timely,  efficient,  and  economical 
manner.  The  audit  was  conducted 
from  November  1988  through  Feb¬ 
ruary  1989  and  covered  contractor 
colorations  for  the  fiscal  year  ended 
31  December  1988.” 

(3)  The  purpose  of  audit  paragraph 
should  also  include  appropriate  qxcial 
comments  if  tlm  audit  review  was  limited 
to  qiecific  functions  or  activities,  if  par¬ 
ticular  work  was  or  was  not  p^ormed, 
or  if  qiecial  aspects  were  ccmsidered  in 
performing  the  review,  perh^  at  the 
recpiest  of  the  contracting  officer.  For 
example: 

“At  your  request,  we  limited  our 
audit  to - ” 
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c.  Introduce  the  scope  of  audit  para- 
^ph  with  the  following  statement,  mod- 
ifled  as  shown  where  appropriate: 

“Except  as  discussed  in  paragraph  2 
[omit  if  no  “circumstances  ^meeting 
the  audit”  paragraph  is  included  in 
the  report],  we  conducted  our  audit 
in  accordtmee  with  ^erally  accept¬ 
ed  government  auditing  standards. 
Hiose  standards  require  that  we  plan 
and  perform  the  audit  to  obtain 
reasonable  assurance  about  whether 
the  data  and  records  reviewed  are 
free  of  material  misstatement.  An 
audit  includes  examining,  on  a  test 
basis,  evidence  supporting  the 
amounts  and  disdosures  in  the  data 
and  records  reviewed.  An  audit  also 
includes  assessing  the  accountii^ 
principles  used  and  significant  esti¬ 
mates  made  by  the  contractor,  as 
well  as  evaluating  the  overall  data 
and  records  presentation.  We  believe 
that  our  auiUt  provides  a  reasonable 
basis  for  our  opinion.” 

(1)  The  above  paragraph  should  also 
identify  the  established  or  stated  criteria 
against  which  the  proposal,  submission, 
nmctional  area,  etc.  was  measured.  As  a 
result,  additional  comments  in  this  para¬ 
graph  will  vary  depending  on  the  tjqie  of 
audit  work  pmormed.  For  example,  re¬ 
ports  on  reviews  of  revised  disclosure 
statements  will  state  that  the  require¬ 
ments  in  48  CFR  9903.202  were  usm  as 
criteria  in  ascertaining  the  adequacy  and 
compUance  of  the  contractor’s  revision. 
Reports  on  pt^ward  reviews  may  indi¬ 
cate  the  criteria  used  to  evaluate  the  cost 
or  pricing  data  were  DoD’s  implementa¬ 
tion  of  the  law  contained  in  FAR  Subpart 
1S.8  and  pertinent  provisions  of  the 
contract.  In  a  report  on  a  functional  area, 
indicate  the  types  of  contractor  records 
and  documents  examined  and  the  specif¬ 
ic  audit  sU^  and  techniques  used. 

(2)  A  report  on  a  price  proposal  review 
should  include  an  additional  scope  of 
audit  statement,  modified  as  appre^riate 
depending  on  contractor  CAS  coverage. 
The  fedowing  exampta  show  the  state- 
moits  that  stould  be  included  (a)  when 
fiiO  CAS  coverage  is  applicable  and  (b) 
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when  the  small  business  exemption  ap¬ 
pears  iq>pnq>riate: 

(a)  “Tte  cost  or  pricing  data  ^uire- 
ments  and  cost  principles  ciHitained  in 
the  Federal  Acquisition  Regulation  and  I 
DoD  FAR  Su^ement  (DFARS)  [for 
non-DoD  agencies,  identify  qiecific  a^- 
cy  supplement  -  see  9-102.2  and  15- 
102.2]  and  the  practices  required  by 
applicable  Cost  Accounting  Standards 
were  used  as  criteria  in  evaluating  the 
contractor’s  submission.” 

(b)  “The  cost  or  pricing  data  require¬ 
ments  and  cost  principles  and  procedures 
contained  in  the  Federal  Acquisition  I 
R^ulation  and  DoD  FAR  Supplement  I 
^FARS)  [for  non-DoD  agencies,  identi¬ 
fy  specific  agency  supplement  •  see  9- 
102.2  and  lS-102.2]  were  used  as  criteria 
in  evaluating  the  contractor’s  submis¬ 
sion.  The  contractor  claims  exemption  , 
under  48  CFR  9903.201-l(bK3)  from  the  I 
practices  required  by  Cok  Accounting 
Standards  board  rules  and  r^ulations 
because  it  considers  itself  a  small  busi¬ 
ness  concern.” 

(3)  If  a  government  technical  review 
was  performed  in  conjunction  with  the 
audit  review,  the  auditor  will  in  normal 
circumstances  incoriwrate  the  technical 
report  recommendations  into  the  audit 
conclusions  (note  the  exception  discussed 
under  10-209.2).  In  such  cases  the  audit 
report  should  include  an  additional  scope 
statement,  such  as  the  following: 

“The  audit  conclusions  i^wrted  in 
Exhibit  A  incorporate  the  dcrilar  ef¬ 
fect  of  the  recommendations  in  the 
related  government  report  of  tedini- 
cal  evaluation  performed  by  [insert 
name  of  activity  providing  the  re¬ 
view].” 

(4)  If  a  joint  r^rt  is  being  i»epared 
under  a  cost  monitoring  program,  a  tedi- 
nical  sctqpe  statement  may  be  added  as  a 
separate  paragnq>h  at  the  technical  repre¬ 
sentative’s  discretion  (10-403b). 

(5)  The  last  paragn^h  of  the  scope 
statement  should  de^be  the  work  per¬ 
formed  to  obtain  an  understanding  of 
relevant  internal  cmitrol  structure  poli¬ 
cies  and  procedures  and  to  assess  control 
risk. 
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(a)  For  audits  of  the  contractor’s  ac¬ 
counting  and  management  systems,  the 
Scope  of  Audit  section  should  explain 
that  this  audit  includes: 

(i)  obtaining  an  understanding  of  the 
internal  controls 

(ii)  determining  if  the  controls  are 
ad^uate  and  in  operation 

(iii)  listing  the  control  objectives  cov¬ 
ered  by  the  audit 

(iv)  assessii^  control  risk  to  use  as  a 
basis  for  planning  the  testing  nec¬ 
essary  in  other  financial  related 
audits 

Refer  to  10-400  for  details. 

(b)  For  other  financial  related  audits, 
(e.g.,  forward  pricing  proposals,  progress 
payment  requests,  armual  inciu^  cost 
audits)  provide  the  follow^  information 
on  how  the  contractor’s  internal  control 
systems  affected  the  scope  of  audit: 

(i)  At  those  contractors  with  internal 
control  sterns,  list  those  systems 
that  provide  for  compliance  with 
laws  and  ovulations  for  the  area 
being  review^,  describe  how  as¬ 
sessed  control  risk  was  considered  in 
determining  the  scope  of  audit,  and 
refer  to  the  contractor  Organization 
and  Systems  section  for  the  current 
status  of  the  systemfs). 

(ii)  The  Contractor  Organization 
and  Systems  section  of  the  report 
should  reference  the  last  audit  report 
and  our  current  (pinion  on  the  over¬ 
all  system,  describe  the  current  as¬ 
sessment  of  control  risk,  and  list  any 
outstanding  internal  control  defi¬ 
ciencies  along  with  the  current  status 
of  those  deficiencies.  See  5-100  for 
additional  information  on  internal 
control  reviews. 

(iii)  At  smaller  contractors  that  do 
not  have  defined  internal  control 
system  or  non  m^or  contractors 
s^ere  it  was  not  beneficial  to  review 
the  system,  the  scope  paragraph 
should  state  that  fact  and  state  that 
as  a  result  control  risk  was  assessed 
as  high. 


10-209.2  Orcamstanoes  Affectiag  the 
Awlit 

a.  Circumstances  having  a  significant 
adverse  effect  on  the  conduct  or  scope  of 
the  audit  should  be  clearly  identified  if 
the  conditions  result  in  qualified  audit 
conclusions  in  relation  to  the  stated  pur¬ 
pose  and  scope  of  the  review.  In  such 
case,  both  the  “purpose  and  scope  of 
audit”  and  “summary  of  audit  results” 
paragraphs  should  specifically  refer  to 
this  paragraph.  Examples  of  items  that 
may  be  presented  in  this  paragraph  in¬ 
clude  but  are  not  limited  to:  (1)  lack  of 
access  to  or  inadequate  contractor  rec¬ 
ords,  (2)  time  limitations  on  the  scope  of 
audit,  and  (3)  failure  to  obtain  a  required 
government  report  of  technical  evalu¬ 
ation  or  assist  audit  report. 

b.  The  nature  and  potential  impact  of 
each  circumstance  and  any  stejK  t^en  by 
the  auditor  to  overcome  or  mitirate  the 
I>roblem  described  (e.g.,  request  for  addi¬ 
tional  review  time,  etc.)  must  be  ex¬ 
plained.  Also  explain  further  action  the 
auditor  plans  to  take  after  report  is¬ 
suance,  if  applicable.  Where  possible, 
keep  this  paragraph  brief  and  include 
specific  references  to  the  report  exhibit, 
schedule,  or  appendix  paragraph  that 
contains  a  detailed  discussion  of  the  item 
involved. 

c.  If  a  required  government  technical 
report  is  not  receiv^,  indicate  the  reason 
for  nonreceipt  and  aiw  follow-up  action 
to  obtain  the  report  from  the  organiza¬ 
tion  involved.  State  the  specific  areas  in 
ndiich  technical  review  is  required  to 
conclude  the  audit.  Also  recommend  that 
the  auditor  be  given  an  opportunity  to 
review  the  results  of  the  technical  evalu¬ 
ation,  determine  its  impact  on  the  scope 
of  audit  and  overall  conclusions,  and 
provide  a  supplemental  report  incorpo¬ 
rating  such  evaluation. 

d.  If  the  auditor  receives  a  technical 
report  but  does  not  agree  with  its  recom¬ 
mendations,  he  will  attemirt  to  reconcile 
any  disagrements  with  the  engineering 
specialist  who  prepared  the  report  and/or 
with  the  specidist’s  supervisor.  If  neces- 
s^,  assistance  to  resolve  the  differences 
will  be  solicited  from  the  contracting 
officer.  If  the  auditor  is  unable  to  resolve 
the  differences,  he  should  not  utilize  the 
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technical  rc^rt  in  developing  the  audit 
opinion  or  in  determining  the  amount  of 
the  questioned  costs.  In  such  cases,  how¬ 
ever,  the  technical  report  will  be  attached 
to  the  audit  report,  which  will  include  an 
explanation  of  the  reason  the  auditor  did 
not  rely  on  the  recommendations  includ¬ 
ed  in  the  technical  report.  The  circum¬ 
stances  should  be  adequately  described 
and  the  related  audit  conclusion  appro¬ 
priately  qualified. 

e.  Auditors  should  be  alert  that  FAR 
lS.80S-S(d)  and  (eXS)  require  that  we 
notify  contracting  officers  in  writing 
when  cost  or  pricing  data  provided  are  so 
deficient  as  to  preclude  a  satisfactory 
review  or  when  we  encounter  denial  of 
access  to  data  or  records  essential  to 
performance  of  a  satisfactory  review. 
Written  confirmation  should  include  a 
description  of  the  deficient  or  denied 
data  or  records;  explanation  why  the 
denied  data  or  records  are  needed;  expla¬ 
nation  of  documentation  or  contractor 
action  needed  to  correct  deficient  cost  or 
pricing  data;  the  amount  of  proposed  cost 
considered  unsupported  b^use  of  the 
deficient  data  or  the  questioned  costs 
resulting  from  denial  of  access  to  records; 
and  the  action  taken  by  DCAA  to  obtain 
adequate  cost  or  pricing  data. 

10-2093  Snnmnry  of  Audit  Results 
(maudatory  pan^raph) 

a.  This  section  should  summarize  the 
results  of  audit,  qualified  as  appropriate 
(9-209),  and  provide  the  auditor’s  conclu¬ 
sions,  recommendations,  overall  opinion, 
and  a  summary  of  the  contractor’s  reac¬ 
tions  to  the  report  findiim.  When  api^- 
cable,  refer  to  the  exhibits,  schedules, 
appendixes  (10-214),  or  narrative  para¬ 
graph  of  statement  of  conditions  and 
recommendations  (10-407)  that  contain 
the  detailed  results. 

b.  While  it  is  acceptable  in  some  limit¬ 
ed  situations  to  provide  the  comfriete 
results  of  audit  in  this  paragraph  (see  10- 
218),  it  is  usually  more  aniropriate  to 
summarize  the  findings  here  and  refer  to 
details  in  an  exhibit,  schedule,  etc.  The 
report  is  usually  easier  for  the  recipient  to 
read  and  use  if  the  narrative  portion  of 
the  report  is  introductory  in  nature  with 
the  detailed  findings  provided  in  the 
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exhibits,  schedules,  and  appendixes  as 
needed. 

c.  Since  the  content  of  this  paragraph 
will  vary  dependiim  on  the  type  of  report 
being  prepa^,  refer  to  specinc  guidance 
contained  in  the  applicable  sections  of 
this  chapter. 

d.  State  in  this  section  the  name  and 
title  of  the  contractor’s  designated  repre¬ 
sentative  with  whom  the  exit  conference 
was  held  (4-304).  In  most  cases,  detailed 
comments  on  the  contractor’s  reaction  to 
the  reiwrt  Hndings  will  be  included  else¬ 
where  in  the  report,  either  in  other  parts 
of  the  narrative,  or  in  exhibits,  schedules, 
or  appendixes.  In  those  cases,  a  reference 
to  that  part  of  the  report  containing  the 
contractor’s  reaction  is  sufficient.  When 
a  contractor  provides  a  formal  written 
response,  it  should  be  included  as  an 
attachment  to  the  audit  report.  However, 
if  convenient,  the  contractor’s  reaction 
can  be  included  here. 

e.  In  reports  on  price  proposals,  identi¬ 
fy  the  designated  representative  with 
whom  factual  matters  were  discussed  and 
the  major  areas  of  difference  likely  to  be 
pursued  at  n^tiations. 

f.  If  information  in  the  report  was 
provided  to  the  contractiu  officer  in 
advance  by  telephone,  a  confirming  state¬ 
ment  will  be  made  here  identifying  the 
information. 

g.  Include  a  cautionary  note  that  infor¬ 
mation  in  the  audit  report  should  not  be 
used  for  other  purposes  without  first 
discussing  its  applicability  with  the  audi¬ 
tor. 

10-209.4  DI^pmMm^  Audit  Results 

The  following  standard  comments 
should  amiear  in  the  order  indicated. 
Refer  to  the  remaining  sections  in  this 
chapter  for  additional  comments  that 
may  be  required  in  reports  on  specific 
areas. 

a.  Offer  to  provide  accounting  counsel 
and  any  additional  audit  assistance 
which  the  contractii^  officer  (or  other 
addressee)  may  require  in  finalizing  the 
action  or  in  implementing  the  report 
recommendations.  Include  the  FAO  tele¬ 
phone  and  fax  numbers.  Inform  the  con¬ 
tracting  officer  that  further  advice  and 
assistance  can  be  obtained  by  (1)  tele- 
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phoning  or  submitting  a  request  to  the 
office  issuing  the  report,  or,  when  appli¬ 
cable,  by  (2)  contacting  the  on-site  pro¬ 
curement  liaison  auditor  (include  the 
PLA’s  name,  telephone  number,  and  of- 
flce  location  as  shown  in  1S-3S1).  De¬ 
pending  on  the  type  of  report,  complexity 
of  the  audit,  and  audit  finding,  recom¬ 
mend  that  the  auditor  be  invited  to 
attend  the  n^tiation  conference. 

In  a  report  on  a  price  proposal  review, 
add  the  followi^  sentence  after  offering 
to  provide  additional  audit  service: 

** Additional  audit  support  should  be 
requested  if  changed  requirements  or 
more  current  cost  or  pricing  data 
have  a  significant  impact  on  the 
proposal.” 

b.  Mention  any  subsequent  or  supple¬ 
mental  reports  you  intend  to  issue  per¬ 
taining  to  unresolved  or  qualified  costs,  if 
applicable.  In  most  cases,  inclusion  of  a 
“circumstances  affecting  the  audit”  para¬ 
graph  (10-209.2)  in  the  report  should  be 
follow^  up  with  a  comment  r^arding 
the  intent  to  supplement  the  report. 

c.  Include  a  request  that  the  audit 
office  be  advised  of  the  disposition  of  the 
audit  recommendations,  u  iqipropriate. 
Also,  if  appropriate,  include  a  request  for 
comments  and  suggestions  on  the  report 
and  related  audit  support. 

d.  In  functional/operational  reviews 
and  system  surveys,  express  iqqireciation 
for  the  contractor’s  support  and  coopera¬ 
tion  extended  during  the  review,  if  appro¬ 
priate. 

e.  If  during  any  audit  our  effort  was 
significantly  redu^  because  of  self-gov¬ 
ernance  activities  (e.g.,  CRAG,  coordi¬ 
nated  audits,  etc.),  express  vpreciation 
for  the  contractor’s  cooperation  and  sup¬ 
port.  Following  is  an  example  of  such  a 
paragraph: 

“We  wish  to  express  our  rq^uecia- 
tion  for  the  cocmration  extended  by 
ABCs  internal  audit  department 
during  our  audit.  The  cooHinatkm 
of  our  audit  dfort  with  that  of  the 
internal  auditors  erubled  us  to  com¬ 
plete  our  audit  of  relocation  costs 
more  efficiently.” 
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f.  In  cases  where  a  DCAA  Summary 
Sheet  is  required  (see  1S-60S),  include 
the  following  statement: 

“We  have  attached  to  the  original 
report  a  Contract  Audit  Follow-up 
Summary  Sheet  in  accordance  with 
reissued  DoD  Directive  7640.2  dat¬ 
ed  12  February  1988.” 

10-210  Signatnre  Blodt 

a.  The  report  will  be  signed  by  the 
auditor  authorized  to  do  so  by  apphcable 
DCAA  letters  delegating  signatory  au¬ 
thority;  in  most  cas^  the  branch  maruig- 
er  or  resident  auditor. 

b.  No  “command”  or  author!^  line  is 
used  on  audit  reports.  As  shown  in  Figure 
10^2-4,  “DEI^SE  CONTRACT  AU¬ 
DIT  AGENCY”  is  typed  at  the  right 
margin  on  the  second  Ime  below  the  last 
line  of  the  narrative.  The  first  line  of  the 
signature  block  is  typed  on  the  fifth  line 
below  this  line. 

c.  Joint  reports  prepay  under  a  cost 
monitoring  program  will  be  signed 
both  the  head  of  the  local  contract  ao- 
ministration  office  and  the  cognizant 
auditor  (10-410). 

10-211  Repwrt  DbtrilnrtioB 

a.  Audit  report  recipients  should  be 
informed  of  all  other  recipients.  The 
distribution  list  should  pnqrerly  identify 
each  organization. 

b.  The  report  distribution  is  placed  at 
the  Idft  margin  on  the  second  line  below 
the  simature  block,  as  illustrated  in  Fig¬ 
ure  l(V2-4.  Place  long  distributirm  li^ 
on  a  separate  sheet  or  meets  following  the 
signature  page. 

c.  Any  special  distribution  require¬ 
ments  pertaining  to  certain  types  of  re¬ 
ports  will  be  stated  in  the  ftdkrwing 
sections  of  this  chapter.  In  addition  to 
those  requirements,  provide  the  request¬ 
ed  numw  of  ocqnes.  For  rq;»tts  not  in 
renonse  to  a  qpecific  request,  furnish  the 
addressee  tme  copy  with  the  original, 
unless  other  local  working  anangonents 
exist  Oqiies  of  subcontract  incurred  cost 
audits  slKNild  be  distributed  to  the  DCAA 
office  cocnizant  dTthe  inrime  contracts. 
On  the  dmribution  list  the  fwime  con- 
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tractor  and  contract  number  should  be 
identified  for  easy  routing.  Also  route 
copies  to  the  regional  office,  as  required. 

d.  Also  see  lS-100  for  distribution 
requirements  pertaining  to  non-DoD 
agencies. 

10-212  Table  of  Contents 

All  audit  reports  containing  more  than 
one  exhibit,  schedule,  or  appendix  (or 
any  combination)  will  include  a  table  of 
contents.  It  will  be  situated  immediately 
following  the  introductory  narrative  sec¬ 
tion  of  the  report  (or  after  the  distribu¬ 
tion  list  if  included  on  a  separate  page  or 
pages).  The  format  of  a  table  of  contents 
for  a  price  proposal  evaluation  is  illus¬ 
trated  in  Figure  10-2-3. 

10-213  Data  Sheet 

a.  A  data  sheet  is  sometimes  used  as  a 
convenient  method  of  providing  the  re¬ 
port  recipient  with  basic  descriptive  in¬ 
formation  concerning  the  submission  be¬ 
ing  reviewed  (see  10-303).  Inclusion  of  a 
data  sheet  in  a  report  is  optional,  since 
^e  information  is  usually  provided  in  the 
report  body.  While  its  use  is  normally 
restricted  to  reports  on  contractor  price 
proposals,  it  may  in  some  cases  also  be 
useful  in  reports  on  postaward  reviews, 
terminations,  etc. 

b.  An  example  of  a  data  sheet  for  an 
audit  report  on  a  price  proposal  is  shown 
in  Figure  10-3-1.  The  format  would  have 
to  be  altered  for  a  pr^ward  review, 
termination,  etc.  by  providing  descriptive 
data  pertinent  to  the  review  being  per¬ 
form^  (e.g.,  type  of  contract,  contract 
number,  vuue,  termination  on  inventory 
or  total  cost  basis,  etc.). 

10-214  Exhibits,  Schednies,  and 
Appendixes 

a.  The  audit  report  should  contain 
exhibits  and  supporting  schedules  neces- 
sfuy  for  a  clear  and  complete  presenta¬ 
tion  of  the  audit  results  and  recommen¬ 
dations.  Hie  exhibits,  schedules,  appen¬ 
dixes,  and  narrative  body  of  the  report 
should  be  cross-referenced  where  re¬ 
quired.  The  words  “exhibit,”  “schedule,” 
and  “appendix”  should  be  written  entire¬ 


ly  in  upper  case  letters  when  they  are 
used  as  titles  (e.  g.,  see  Figure  10-3-2). 

b.  Designate  principal  tabulations  “ex¬ 
hibits”  and  identify  &em  by  capital  let¬ 
ters  in  consecutive  order,  e.L,  ^CHIBIT 

EXHIBIT  B,  etc.  Additional  tabula¬ 
tions  needed  to  explain  any  of  the  items 
in  the  principal  exhibits  will  be  designat¬ 
ed  “schedules”  and  referenced  by  num¬ 
bers  preceded  by  the  corresponding  ex¬ 
hibit  letter,  e.g.,  SCHEDULE  A-1, 
SCHEDULE  A-2,  etc.  The  content  of  the 
exhibits  and  schedules  will  vary  depend¬ 
ing  on  the  type  of  audit  report  being 
prepared.  Review  the  appropriate  section 
of  this  chapter  to  identify  any  specific 
requirements  for  the  type  of  audit  report 
you  are  preparing. 

c.  The  content  of  the  appendixes  will 
vary  deprading  on  the  type  of  audit 
report  being  prepared.  For  example,  in 
reports  on  price  proposals,  the  appen¬ 
dixes  serve  to  provide  additional  infor¬ 
mation  necessary  for  a  complete  under¬ 
standing  of  the  contractor’s  proposal, 
such  as  the  contractor’s  organization  and 
operation,  accounting  system,  comments 
on  profit,  other  matters,  etc.  In  reports  on 
functional/operational  reviews  and  sys¬ 
tem  surveys  (10-400),  the  appendixes  are 
primarily  reserved  for  detailed  state¬ 
ments  of  conditions  and  recommenda¬ 
tions,  the  contractor’s  written  response, 
and  the  contractor’s  organization  (10-413 
and  10-414).  Audit  reports  on  annual 
indirect  costs  may  include  an  appendix 
on  billing  rates;  postaward  review  audit 
reports  may  include  an  appendix  on  I 
“chronology  of  significant  events”  and 
may  include  comments  on  advance 
agreements  or  special  contract  provi¬ 
sions.  Audit  reports  on  equitable  adjust¬ 
ment  proposals  and  claims  will  also  have 
an  appendix  on  “chronology  of  sigrufi- 
cant  events.”  Refer  to  the  appropriate 
section  in  this  chapter  dealing  wifti  the 
specific  type  of  report  being  prepared  for 
further  guidance. 

d.  Government  technical  reports  and 
any  assist  audit  reports  from  other 
DCAA  locations  will  be  attached  as  ^ 
pendixes  to  the  audit  reports  to  aiiich 
they  aroly. 

e.  Identify  appendixes  by  numbers  in 
consecutive  order,  e.g.,  APPENDIX  1, 
APPENDIX  2,  etc. 
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10-215  DCAA  Summary  Sheet 

If  a  DCAA  Summary  Sheet  is  required 
per  DoD  Directive  7640.2,  Policy  for 
FoUoW'Up  of  Contract  Audit  Reports,  it 
should  be  attached  to  the  “original”  of 
the  audit  report  and  sent  to  the  contract¬ 
ing  officer  having  negotiation  or  disposi¬ 
tion  authority.  Detailed  instructions  re¬ 
garding  use  and  prep^tion  of  summary 
sheets  are  included  in  lS-605. 

10-216  Supplemental  Audit  Reports 

10-216.1  Criteria  for  Use 

a.  Government  auditing  standards  pro¬ 
vide  for  issuance  of  supplemental  audit 
reports  when  the  auditor  subsequently 
b^mes  aware  of  information  which, 
had  it  been  known  at  the  time  the  report 
was  issued,  would  have  affected  the  re¬ 
port  conclusions  (AICPA  Auditing  Stan¬ 
dards  Section  S61). 

b.  A  supplemental  report  generaUy 
changes  the  original  report  conclusions. 
A  new  reiwrt  rather  than  a  supplement 
should  be  issued  when  the  purpose  of  the 
report  differs  from  the  purpose  of  the 
original  report.  This  is  the  case  when  a 
special  re^rt  is  issued  to  summarize 
results  of  audit  in  previously  issued  re¬ 
ports  or  when  a  follow-up  report  is  issued 
on  a  functional/operational  review  to 
determine  if  the  contractor  took  adequate 
corrective  action  on  reported  findings. 

c.  Supplemental  DCAA  audit  reports 
should  be  issued  when; 

(1)  Insufficient  time  was  provided  to 
perform  a  complete  audit  (especially  on 
major  propo^s,  sensitive  reviews,  or 
where  Uiere  is  potential  for  signiflcant 
audit  findings),  the  requested  due  date 
extension  was  not  granted,  and  a  quali¬ 
fied  report  was  issued  advising  that  audit 
effort  would  be  continuing  (10-103.1c). 

(2)  Events  occurring  after  report  is¬ 
suance  have  a  material  effect  on  govern¬ 
ment  contract  costs  (10-103.3f). 

(3)  Required  technical  information  is 
received  after  the  technical  report  is 
issued  and  the  results  have  a  significant 
impact  on  the  audit  findings  (10- 
304.2d(l)). 

(4)  Additional  information  is  received 
which  is  necessary  to  reflect  resolution  of 


unresolved  costs  contained  in  the  audit 
report  and  the  report  will  serve  a  useful 
purpose  because  contract  n^tiations 
have  not  been  concluded  (10-304.2d(2). 

(5)  Additional  supporting  inL.miation 
is  provided  by  a  contractor  during  the 
negotiation  conference  which  would  af¬ 
fect  the  report  conclusions.  In  this  situa¬ 
tion,  the  auditor  should  advise  the  con¬ 
tracting  officer  tha^  if  negotiations  are 
delayed  to  allow  sufficient  time  for  audit 
review,  a  supplemental  report  will  be 
issued. 

(Note  that  FAR  lS.805-S(h)  requires 
contracting  officers  to  request  that  audi¬ 
tors  immediately  review  signiflcant  infor¬ 
mation  disclosed  after  submission  of  a 
cost  proposal.  Auditors  should  exercise 
care  that  any  subsequent  reviews  must 
comply  with  government  auditing  stan¬ 
dards,  including  adequate  testing  of  evi¬ 
dential  matter  and  appropriate  supervi¬ 
sory  review.  If  this  cannot  be  accom¬ 
plished,  there  should  be  no  appesmnce  of 
concurrence  with  the  updated  informa¬ 
tion  or  implied  amendment  of  the  audit 
report  recommendations.) 

(6)  Additional  information  is  received 
which  would  correct  an  error  in  the 
original  report  having  a  material  effect  on 
the  report  conclusions. 

10-216.2  General  Requirements 

a.  A  supplemental  report  need  not 
supersede  the  original  audit  report  in  its 
entirety.  It  can  be  limited  to  the  affected 
item(s)  of  cost  or  other  portions  of  the 
prior  report  and  should  not  generally 
restate  previous  information  or  recom¬ 
mendations. 

b.  Make  the  task  of  supplementing  as 
easy  as  possible  for  the  report  recipi¬ 
ents).  Rather  than  instructing  the  ad¬ 
dressee  to  make  numerous  pen  and  ink 
chimges  and  page  substitutions,  it  is  often 
easier  to  replace  a  complete  exhibit  or 
schedule  in  the  original  report  with  a 
revised  exhibit  or  schedule. 

c.  If  inserting  a  revised  narrative,  ex¬ 
hibit,  etc.  of  more  or  fewer  pages  than  the 
original  would  require  the  renumbering 
of  the  complete  report,  and  it  is  not 
prudent  to  i^lace  the  original  report  in 
Its  entirety,  it  is  acceptable  to  leave  some 
pages  blank  or  use  decimals  after  the  page 
numbers  to  keep  the  pages  in  sequence. 
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For  example,  assume  that  the  original 
report  exhibit  covered  pages  S  throu^  10 
and  schedule  A-1  started  on  page  11: 

(1)  If  the  new  exhibit  is  8  pages  long 
rather  than  the  original  6,  number  the 
last  two  pages  10.1  and  10.2.  No  other 
changes  to  the  original  report  need  be 
made  and  schedule  A-1  can  still  begin  on 
page  11. 

(2)  If  the  revised  exhibit  was  only  4 
pages  long  rather  than  the  ori^nal  6,  the 
last  two  pages  of  the  revision  could 
include  the  followiiw  statement:  “This 
page  intentionally  len  blank.”  As  in  the 
example  above,  schedule  A-1  would  still 
start  on  page  11. 

d.  Dollars  examined,  questioned  costs, 
unsupported  costs,  etc.  initially  reported 
will  n^uently  require  revision  as  a  result 
of  issuance  of  a  supplemental  audit  re¬ 
port.  As  a  result,  performance  data  previ¬ 
ously  reported  in  the  DCAA  management 
information  system  should  be  revised  as 
appropriate. 

19>2163  Sapplenwiital  Report  Format 

Major  components  of  a  supplemental 
report  are  listed  below.  Discussion  of  the 
particular  elements  is  contained  in  the 
referenced  paragraphs.  Except  where  not¬ 
ed,  the  format  and  contents  of  the  supple¬ 
mental  report  must  comply  with  the  basic 
audit  report  requirements  in  10-204.  For 
example,  requirements  for  an  audit  re¬ 
port  cover  would  not  change,  distribution 
requirements  remain  the  same,  etc. 

Audit  Report  Cover  Sheet/Subject 

Element  (10-216.4) 

Report  Narrative  (10-216.5) 

^rpose  and  Scope  of  Supplemen¬ 
tal  Audit 

Circumstances  Affecting  the  Sup¬ 
plemental  Audit 

Summary  of  Supplemental  Audit 
Results 

Disposition  of  Supplemental  Audit 
Results 

Table  of  Contents  (10-216.6) 

10-216.4  Audit  Report  Cover 
Sheet/Sobject  Element 

a.  The  report  cover  sheet,  letterhead 
page,  and  all  supplemented  pages  should 
contain  the  original  audit  report  number 
followed  by  the  supplement  number  (e.g.. 
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SI,  S2,  etc.).  If  the  original  exhibit  is  to 
be  replaced  by  a  revised  exhibit,  all  pages 
of  the  revis^  exhibit  should  show  the 
supplement  number. 

b.  The  audit  report  cover  sheet  and 
subject  should  identify  the  audit  report  as 
a  supplement;  for  example,  “Supplement 
to  Report  on  Audit  of  Proposal  .  .  .  ”. 
Otherwise,  the  cover  sheet,  subject,  and 
addressee  elements  should  be  identical  to 
the  original  report. 

10-216.5  Report  NaimtiTe 

The  supplemental  report  can  usually  be 
limited  to  a  narrative  section  setting  forth 
the  “purpose  and  scope  of  supplemental 
audit,”  “summary  of  supplemental  audit 
results,”  and  “disposition  of  supplemen¬ 
tal  audit  results,”  together  with  the  at¬ 
tached  supplemental  exhibits,  schedules, 
or  individual  pages.  Comments  on  these 
areas  follow: 

a.  Purpose  and  Scope  of  Supplemental 
Audit 

State  the  reason  why  the  supplemental 
report  is  being  issued.  If  applicable,  men¬ 
tion  whether  the  supplemental  audit  was 
limited  to  specific  areas  or  items  of  cost. 
For  example: 

“This  supplemental  report  incorpo¬ 
rates  the  results  of  the  government 
report  of  technical  evaluation,  which 
was  not  received  in  time  to  be  in¬ 
cluded  in  our  original  audit  report 
dated _ ” 

If  there  are  any  changes  in  the  scope  of 
audit  statement  as  contained  in  the  origi¬ 
nal  report,  make  note  of  it  in  this  para- 
^ph.  For  example,  a  comment  may  be 
included  that  the  scope  of  review  qualifi¬ 
cation  and  “circumstances  affecting  the 
audit”  paragraph  in  the  original  report  no 
longer  apply.  In  the  “disposition  of  si^ 
plemental  audit  results”  paragraph  (refer 
to  c.  below),  the  auditor  should  advise  the 
report  recipient(s)  to  make  a  pen-and-ink 
change  or  page  substitution  reflecting  this 
change. 

b.  Summary  of  Supplemental  Audit 
Results 

(1)  This  paragraph  will  state  the  net 
effect  of  the  supplemental  report  and  the 
primary  reason(s)  for  the  change.  For 
example: 
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“As  a  result  of  the  technical  review, 

total  questioned  costs  of  $ _ in 

our  original  r^rt  are  revised  to 
$ _ ,  primarily  because  of  recom¬ 

mended  reductions  to  proposed  ma¬ 
terial  quantities  and  manufacturing 
labor  hours.” 

(2)  If  applicable,  state  the  name  and 
title  of  the  contractor's  designated  repre¬ 
sentative  with  whom  the  supplemental 
I  results  were  discussed  (10-209.3d). 
c.  Disposition  of  Supplemental  Audit 
Results 

In  the  first  paragraph  of  this  report 
clement,  provide  precise  instructions  to 
enable  the  report  recipient  to  incorporate 
the  new  pages,  exhibits,  etc.  into  a  com¬ 
plete  (revi^)  report. 

(1)  In  the  example  in  a.  above,  exten¬ 
sive  changes  would  be  required  as  a  result 
of  incoiporatii^  the  results  of  technical 
review.  The  original  scope  of  audit  pa^- 
graph  would  probably  r^uire  revision 
and  the  “circumstances  aflmiii^  the  au¬ 
dit”  paragraph  in  the  original  report 
would  have  to  be  revised  or  diminat^  in 
its  entirety  to  delete  the  technical  qualiH- 
cation;  the  summary  of  audit  results 
paragraph  would  change  to  reflect  the 
additional  questioned  costs  and  a  change 
in  the  opinion  paragraph;  the  disposition 
of  audit  results  paragraph  would  change 
to  eliminate  the  comment  on  the  inten¬ 
tion  to  supplement  the  report;  the  table  of 
contents  will  change  to  show  the  techni¬ 
cal  report  as  an  appendix;  and  the  exhib- 
it(s)  and  or  schMule(s)  in  the  ori^nal 
rc^rt  would  change.  In  this  situation, 
this  instruction  paragraph  would  proba¬ 
bly  state  the  following: 

“This  supplemental  report  r^laces 
our  original  report  in  its  entirety.” 

(2)  If  the  original  report  is  not  being 
entirely  superseded,  instruct  the  recipient 
to  make  pen-and-ink  changes  or  page 
substitutions.  For  example: 

“Remove  pages  2,  4,  6,  and  7  from 
our  origind  report  and  replace  with 
the  attached  revised  pages.  Also, 
renumber  page. . . .” 

In  this  case,  add  the  foUowii^  addi¬ 
tional  comment: 
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“Except  as  noted  above,  all  other 
comments  contained  in  the  or^nal 
report  remain  unchanged.” 

(3)  Restate  the  offer  to  provide  ac¬ 
counting  counsel  or  any  additional  audit 
assistance  vthich  the  contracting  officer 
may  require  and  provide  the  FAO  tele¬ 
phone  and  fax  numbers  (10-209.4a). 

10-216.6  Table  at  Contents 

Provide  a  revised  table  of  contents  to 
the  report  recipients  as  required. 

10-217  Report  Transmittals  and 
Renting 

Report  transmittals  should  not  be  used 
to  convey  information  or  comments  that 
should  be  included  in  the  report  itself. 
For  this  reason,  a  transmittal  memoran¬ 
dum  or  letter  is  not  normally  used  for 
initial  distribution  of  reports.  However, 
it  is  acceptable  to  attach  a  transmittal 
letter  to  a  report  if  it  is  helpful  in 
hjghlighting  an  area  for  the  contracting 
officer’s  consideration.  A  transmittal  let¬ 
ter  could  also  be  used  to  explain  special 
distribution  to  officials  who  seldom  re¬ 
ceive  reports  from  the  FAO.  For  exam¬ 
ple,  if  a  report  discloses  that  the  contrac¬ 
tor  has  been  inappropriately  paid  prog¬ 
ress  payments  in  excess  of  $500,000 
under  a  contract  administratively  con¬ 
trolled  by  the  Navy  (see  14-20<Sb),  a  I 
routing  slip  to  the  Navy  Director  of 
banking  and  Contract  Financing  might 
state: 

“In  accordance  with  your  standing 
request  to  DCAA  Hearlquarters,  the 
attached  report  is  distributed  to  your 
office  because  the  overpayment  ex¬ 
ceeds  the  designated  reporting 
threshold.” 

10-218  Use  of  Short  Form  Andh 
Reports 

The  term  “short  form”  report  is  often 
used  to  describe  audit  reports  in  which 
the  results  of  audit  are  provided  in  the 
“summary  of  audit  results”  paragraph 
without  any  supporting  exhibits,  sraed- 
ules,  and,  in  many  cases,  aniendixes. 
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a.  If  the  complete  results  of  audit  can 
be  conveniently  provided  in  the  “summa¬ 
ry  of  audit  resmts”  paragraph,  it  is  ac¬ 
ceptable  to  do  so  (10-209.3a).  However, 
this  approach  is  acceptable  only  if  the 
results  can  be  confined  to  one  or  two 
typewritten  pages.  The  preferable  method 
is  to  the  narrative  portion  of  the 
report  introductory  in  nature,  with  the 
detailed  flndings  provided  in  the  exhib¬ 
its,  schedules,  and  appendixes. 

b.  If  an  audit  discloses  no  questioned 
costs,  the  report  will  probably  not  contain 
exhibits  or  schedules.  In  this  situation, 
the  “summary  of  audit  results”  para¬ 
graph  will  consist  of  a  statement  such  as 
the  following: 

“Our  audit  disclosed  no  questioned, 
unsupported,  or  unresolved  items 


which  would  preclude  acceptance  of 
the  contractor’s  proposal  as  submit¬ 
ted.” 

In  this  case,  however,  make  sure  that 
the  report  is  responsive  to  the  audit 
r^uest  and  includes  any  other  informa¬ 
tion  as  required,  especially  in  areas  of 
special  emphasis.  For  example,  the  audit 
request  may  specify  submission  of  a 
schedule  of  proposed  and  recommended 
labor  and  indirect  expense  rates  applica¬ 
ble  to  the  particular  contractor  submis¬ 
sion  under  review.  Preprinted  api^- 
dixes  covering  the  contractor’s  organiza¬ 
tion  and  operations,  accounting  system, 
profit,  etc.,  should  also  be  included  as 
necessary  to  provide  a  comprehensive 
report. 
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SAMPLE  OOVEB  SHEET  POR  A  REPORT  ON  AUDIT  OF  A  PRIME  CONTRACT  PROPOSAL 


[Actual  size  is  8-1/2  x  II'] 


AUDIT  REPORT  NO. 


16  Maidi  1992 


REPORT  ON  AUDIT  OF  PROPOSAL  FOR 
INITIAL  PRICING 
UNDER  RFP  NO.  DLA600-92-R-0132 
XYZ  OHtPORATION 
PHILADELPHIA.  PENNSYLVANIA 


The  Defense  Contract  Audit  Agency  has  no  objection  to  rdease  of  this  repoit,  at  the 
discretion  of  the  contracting  agency,  to  authorized  representatives  of  XYZ  Corporatioa.  pf 
appropriate  add,  "However,  the  government  technical  report  included  as  Appendix  7  of  our 
report  should  not  be  released  to  XYZ  Corporation  without  the  appro^  of  DCMAO- 
Phibdelphia.”]** 

Under  the  provisions  of  Title  32,  Code  of  Federal  Regulations,  Part  290.26(bX2),  any 
Freedom  of  Information  Act  requests  for  audit  r^rts  received  by  DCAA  will  be  ttderred  to 
the  cognizant  contracting  agency  for  determination  as  to  releasability  and  a  direct  response 
to  the  requester. 

Contractor  information  contained  in  this  audit  rqwrt  may  be  proprietary.  The  restrictions 
of  18  U.S.C.  I90S  should  be  considered  before  this  information  is  rdes^  to  the  public. 

This  report  may  not  be  released  to  any  Federal  agency  outside  the  Department  of  Defense 
without  the  ap^val  of  Headquarters,  DCAA,  except  to  an  agency  requesting  the  report  in 
negotiating  or  administering  its  cmitract. 


MID-ATLANTIC  REGION 
PHILADELPHU  BRANCH  OFFICE 
DEFENSE  CONTRACT  AUDIT  AGENCY 
PHILADELPHIA,  PENNSYLVANIA 


FOR  OFFICIAL  USE  ONLY 


*  Location  of  window  in  report  cover  (does  not  appear  on  cover  sheet). 

**  Note  that  the  first  paragraiA  of  this  sample  cover  sheet  is  omitted  on  some  reports,  and 
modified  for  subcontract  reports.  See  10-206.1a. 
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SAMPLE  COVER  SHEET  FOR  A  BEPOBT  ON  AUDIT  OF  A  SUBCONTRACT  PROPOSAL 


[Actual  aize  is  8-1/2  x  11"] 


AUDIT  REPORT  NO. 


16  March  1992 


REPORT  ON  AUDIT  OF  SUBCONTRACTOR 
PROPOSAL 

TO  XYZ  CORPORATION 
UNDER  CONTRACT  NO.  DLA60047-R-0132 
ABC  CORPORATION 
ALEXANDRIA,  VIRGINIA 


The  Defense  Contract  Audit  Agency  has  no  objection  to  release  of  this  report,  at  the 
discretion  of  the  contracting  agency,  to  authorized  lepresentatives  of  ABC  Coiporation. 
Nor  does  this  Agency  or  ABC  Corporation  object  to  release  of  this  report  to  authorized 
representatives  of  XYZ  Company.  ^  Appendix  6  for  a  copy  of  the  subcontractor’s  release 
statement.  [If  appropriate  a^  “However,  the  government  technical  report  included  as 
Appendix  7  of  our  report  should  not  be  released  to  ABC  Corporation  without  the  approval 
of  DCMAO-Alexandria.”] 


Under  the  provisions  of  Title  32,  Code  of  Federal  Regulations,  .... 
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Flgnc  10-2-2b 

SAMPLE  COVES  SHEET  FOB  A  BEPOBT  ON  SUBCXHOTBACT  INCUKBED  COSTS 


[Actual  size  is  8-1/2  x  11"] 

AUDIT  REPORT  NO _ 


16  Match  1992 


REPORT  ON  FINAL  AUDIT  OF  COSTS 
INCURRED 

SUBCONTRACT  ISSUED  BY  XYZ  CO. 
UNDER  CONTRACT  NO.  DLA60M7-C-0132 
ABC  CORPORATION 
AUXANDRIA,  VIRGINU 


ABC  Coiporation  objects  to  release  of  this  ttpoit  to  the  higher-tier  contractor,  XYZ  Co.,  because  these 
two  companies  frequently  compete  for  prime  contracts  ....** 


*  Location  of  window  in  report  cover  (not  actually  marked  on  cover  sheet). 

**  Note  that  the  first  paragraph  of  the  cover  sheet  varies  if  the  subcontractor  objects  to 

release  of  the  report  to  the  higher-tier  contractor.  See  10-206.3. 
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Flgare  10-2-3 

AUDIT  REPtHTT  8UBJBCT  AND  ADIABSS  roSMATS 


(Actual  uze  is  8-1/2  x  II'] 


DISTRICT  BRANCH  OFFICE 
DEFENSE  CONTRACT  AUDIT  AGENCY 
8181  PROFESSIONAL  PLACE,  SUITE  101 
LANDOVER,  MARYIAND  20785 


Audit  Report  No. 


16  Much  1992 


SUBIECT;  Report  oo  Audit  of  Propocat  for  Isitiel  Ptieiag 
Undu  RFP  No.  OLA60M7.R.0I32 
Beta  Diviaioa 
ABC  Chemictd  Corp 
CoUepe  Puk,  Merylaad  20910 

TO:  PtOGutiut  Coottacting  Officer  (Room  tE704) 

Defense  Fuel  Supply 
Center  Alexandrie,  Vii(inia  22204 

THRU:  Adminialratire  Contmctini  Officer  (Code  60 

Defense  Contract  Manaprinent  Distiict  Mid  Atlantic 
Philadelpliia,  Pennsylvania  19119 


I.  Purpose  and  Scope  of  Audit 


a.  As  requested  by  DCMDM  in  letter  DC-123,  dated  25  F^miaiy  1992,  we  have  audited 
Beta  Division's  proposal  for  $800,000.  This  finn-flxed-ptice  proposal  .  .  . 
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FlgMe  10-2-4 

AUIHT  BBPfHrr  ffiONATUBB  ELEMENT  AND  BABfPLE  DISTBlBirnON  LIST 


b.  At  required  by  FAR  IS.808(b),  please  Aimith  us  a  ccq^  of  the  price  negotiation 
memorandum  at  the  oonclusion  of  the  negotiations.  Please  advise  us  if  no  award  is  made.  We 
also  invite  your  oomments  and  suggestions  on  this  report  and  related  audit  support. 


DEFENSE  C»NTRACT  AUDIT  AGENCY 

Mary  C.  Siam,  Bnach  Manager 


Copy  furnished: 

PCO,  [insert  PCO  organiution  identification]  (Advance  Copy) 
DCAA  Liaison  Auditor,  [insert  PLA  organization  identification] 


[Actual  size  is  S-l/2  x  ll'H 


Note  that  the  last  sentence  of  a  report,  and  the  distribution  list,  vary  according  to  the 
type  of  audit.  Also,  a  long  distributkm  list  may  be  placed  on  the  fbUowing  page  of  the  report. 
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Audit  Report  No. 


XYZ  Corporation 
Anytown,  Arizona 

TABLE  OF  CONTENTS 


Repoct  Ntmtivc 
Dau  Sheet 

Statenenl  of  Contnctof’e  Prapoed  end  Renlti  of  Audit 
AstJyiie  of  Enfiiieerinp  Staff-Moeth  Factor 
Coaipwtatiwi  of  Auditor’e  Prajected  Indinct  Coat  Rates 
Bash  of  Cootractoi’s  Propoeal 
Outstaodhie  DeficKocies 

Coutiactof's  Oifauizatioa  aud  Opeiatioas 
Cootiactof’s  Acenuatiiu  System 
Other  Matters  to  he  Repotted 
Commeata  oo  Profit 

lodiTidoah  Haviag  Access  to  Proprietaty  or  Source  SdectiOB  InflonBatiao 
Oovenuneat  Techakal  Report 


Page 


EXMBrr  A 
SCHEIXfLE  A-l 
SCHEDUtE  A-2 
APraNDK  I 
APPENDIX  2 
APPENDIX  3 
APPENDIX  4 
APPENDIX  5 
APPENDIX  6 
APPENDIX  7 
APPENDDC  « 


FOR  OFFICIAL  USE  ONLY 
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10-300  Section  3  —  Audit  Reports  on  Price  Proposab 


10-301  Introdnction 

a.  This  section  presents  guidance  for 
preparing  and  distributing  audit  reports 
on  (1)  audits  of  estimated  costs  and  profit 
under  price  proposals  for  all  types  of 
n^otiated  contracts  and  modifications, 
and  (2)  audits  of  incurred  costs  under 
repricing  proposals  for  incentive  and 
pnce  iMeterminable  fixed-price  con¬ 
tracts.  The  term  “contract”  includes  sub¬ 
contract  and  “contracting  officer”  in¬ 
cludes  designated  representatives. 

b.  Guidance  on  audit  reports  related  to 
contract  claims  is  in  10-1100. 

10-302  Fonnnt  and  Content  at 
Reports 

a.  General  report  requirements  are  set 
forth  in  10-200.  The  report  should  con¬ 
tain  the  necessary  and  pertinent  informa¬ 
tion  disclosed  by  the  audit  which  will 
assist  the  contracting  officer  in  negotiat¬ 
ing  with  the  contractor. 

b.  A  short  form  report  may  be  used 
when  the  audit  discloses  few,  if  any, 
questioned,  unsupported,  or  unresolvM 
items  (see  10-218).  In  situations  where 
this  ty]w  of  report  is  used,  make  sure  ffie 
report  is  responsive  to  the  audit  request. 
Include  comments  covering  areas  of  the 
contractor’s  proposri  where  the  PCOf 
AGO  request^  special  emphasis.  A  short 
form  re^rt  may  be  limited  to  a  cover 
sheet,  brief  statements  concerning  the 
purpose,  scope,  results  of  audit  (including 
an  (minion  statement  set  forth  in  10- 
304.3c),  and  disposition  of  audit  results. 
To  illustrate,  except  when  a  short  form 
report  is  us^  with  an  adverse  (minion 
(l0-304.3c(10),  (11).  or  (12)),  the  results 
of  audit  paragraph  might  m^n  with  the 
fcdlowing  statement: 

“Our  audit  disclosed  no  questioned, 
unsupported,  or  unresolved  items 
which  would  preclude  acceptance  of 
the  contractor’s  prc^osal  as  submit¬ 
ted.” 

c.  In  a  short  form  report  with  an 
adverse  (minitm  but  sutetantially  no 
questione(f,  unsupported,  or  ununesolved 


items  to  be  disclosed,  begin  the  summary 
of  audit  results  paragraph  with  one  of  the 
adverse  opinion  statements  set  forth  in 
10-304.3c(10),  (11),  or  (12),  followed 
with  an  appropriate  results  statement, 
such  as: 

“Our  audit  disclosed  no  additional 

exceptions  or  deficiencies.” 

d.  When  the  report  is  being  submitted 
to  a  buying  office  for  which  the  auditor 
has  never  provided,  or  seldom  provides, 
audit  services,  it  should  also  include,  as 
needed:  (1)  appendixes  concerning  the 
contractor’s  organization  and  operations, 
ac(x>unting  system  deflcienci^  and  prof¬ 
it  pattern,  and  (2)  any  other  information 
concerning  the  propo^  that  may  be 
valuable  to  the  contracting  officer  during 
n^tiations. 

10-303  Addressing  and  Distribnting 
RepiHTts  mi  i*rice  Proposal  Audits 

10-303.1  Reports  on  Priam  Coatract 
Proposals 

a.  Reports  on  price  proposal  audits  will 
usually  be  addressed  to  the  PCO  or  to  the 
plant  representative/ACX)  acting  as  a 
PCO.  (Sro  10-208  for  general  policy.) 
However,  requests  may;  be  received  from 
the  plant  representative/ACO  without 
receiving  the  auditor’s  copy  of  the  PCO’s 
request  for  Held  pricing  support  as  re- 

auired  by  DEARS  21^05-5(aXlKA).  If 
lere  is  doubt  about  the  correct  address¬ 
ee,  ask  the  plant  representative/ACO  if 
^  or  he  has  been  delegated  procurement 
authori^  to  execute  the  contract  pricing 
action  involved. 

b.  If  the  rmrt  is  addressed  to  the  PCO 
(other  than  th^lant  rroresentative/ACO 
acting  as  a  PCO),  and  IXiD  field  pricing 
sunrort  procedures  apply  (9-102.1),  pro¬ 
vide  the  original  copy  of  the  report  to  the 
{riant  rei»esentative/ACO  for  transmittal 
to  the  PCO  per  FAR  1S.805-SW. 
“Through”  addr^ng  mav  be  used  for 
this  purpose  (see  10-208.4). 

c.  If  “thrmigh”  addressing  is  used, 
provide  an  advance  of  the  refwrt  to 
the  PCO.  A  routing  slip  may  be  used  for 
this  {HirixMe.  In  such  cases,  the  audit 
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report  distributirm  list  (10-211)  should 
identify  this  advance  distribution  to  the 
PCO. 

d.  Include  the  appropriate  PLA  (refer 
to  1S-3S1),  and  N/&A  OIG  Center  Di¬ 
rector  (see  IS-lSl),  when  applicable,  on 
the  distribution  list  for  each  prime  con¬ 
tract  price  proposal  audit  report. 

10-303J!  Reports  oa  latraoompany  and 
Sabcoatract  Proposab 

a.  If  field  pricing  support  procedure 
apply  (9-100  and  FAR  13.80S-S/DFARS 
21 5.803.3),  an  audit  report  of  an  intra¬ 
company  or  subcontractor  proposal  will 
be  addressed  to  the  plant  representa- 
tive/ACO  responsible  for  the  segment  or 
subcontractor  submitting  the  proposal. 
Added  distribution  requirements  include; 

(1)  a  minimum  of  two  copies  for  the 
addressee  (including  one  for  transmittal 
through  plwt  representative/ACO  chan¬ 
nels  to  the  plant  rraresentative/ACO  at 
the  prime  contract  level)  and  (2)  a  copy 
directly  to  the  prime  contract  auditor. 
Note  that  the  assist  audit  report  should 
still  be  addressed  and  distributed  in  the 
above  manner  even  if  (i)  the  assist  audit 
was  requested  by  DCAA,  (ii)  the 
ACO/PCO  did  not  agree  with  the  request, 
or  (iii)  the  orimnal  copy,  of  the  request 
was  not  furnished  to  the  assist  auditor 
through  ACO  charmek  (see  9-104.2  and 

9- 104.4). 

b.  A  propr^  audit  may  also  be  made 
for  direct  assistance  to  the  contract  audi¬ 
tor  at  the  prime  level,  as  in  the  case  of 
certain  non-DoD  pricing  cases,  on  audits 
of  foreign  direct  sales  propo^,  or  as 
part  of  the  audit  of  costs  incitrred  under 
cost  reimbursement  or  redeterminable 
type  prime  contracts.  Address  rmrts  on 
uiese  audits  to  the  requesting  P(^.  Pro¬ 
vide  a  copy  to  the  plant  representa- 
tive/ACO  responsible  for  the  audited 
segment  or  subcontractor,  unless  he  or 
she  expressly  prefers  not  to  receive  copies 
of  such  reports. 

10- 304  Narrative 

10-304.1  Parpoae  and  Scope  of  Aadt 

a.  This  section  will  refer  to  the  audit 
reqiwst  and  state  the  nature  and  amount 
of  the  pricing  action.  The  report  caption 
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for  an  evaluation  of  agreed-upon  proce¬ 
dures  should  be  “Purpose  and  Scope  of 
Agre^-Upon  Procedure.”  The  following 
opemng  statements  should  be  modified  if 
additional  cost  or  pricing  data  submis¬ 
sions  were  audited  or  due  date  extensions 
were  requested.  (See  10-209.1  and  FAR 
1 3.803-3(e).)  Opening  statements  for  four 
common  situations  could  read  as  follows: 

(1)  Standard  Audit  Request 

“As  requested  by  DCMAO-Alexan- 
dria  in  memorandum  DC- 123  dated 
23  September  1992,  we  have  audited 
ABC  Company’s  proposal,  dated  1 3 
September  1992  for  $800,000.  This 
firm-fixed-price  proposal  provides 
for  30  widgets  and  was  submitted  in 
response  to  RFP  No.  NA  1-101.  The 
proposed  performance  period  is  1 
November  1992  throng  30  June 
1993.” 

“The  proposal  and  related  cost  or 
pricing  data  are  the  responsibility  of 
the  contractor.  Our  responsibility  is 
to  express  an  opinion  on  the  propos¬ 
al  based  on  our  audit.” 

(2)  Later  Proposal  Audited 

“As  requested  by  DCMAO-Alexan- 
dria  in  memorandum  DC- 123  dated 
23  September  1992,  we  have  audited 
ABC  Company’s  firm-fixed-price 
proposal  for  30  widgets,  submitted  in 
response  to  RFP  No.  NA  1-101.  Our 
report  addresses  ABC  Company’s 
revised  proposal  dated  1  October 
1992  for  $8S0,0(X)  in  lieu  of  the  15 
September  1992  proposal  referenced 
in  Uie  audit  request.  The  proposed 
performance  period  is  1  November  , 
1992  through  30  June  1993.”  I 

“The  proposal  and  related  cost  or 
pricing  data  are  the  responsibility  of 
the  contractor.  Our  re^nsibility  is 
to  express  an  opinion  on  the  prcqxrs- 
al  based  on  our  audit.” 

(3)  Specified  (Tost  Element  Audited 
(see  9-108) 

“As  requested  by  DCMAO-Alexan- 
dria  in  memorandum  DC-123  dated 
23  S^ember  1992,  we  have  audited 
the  direct  materid  cost  portion 
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^200,000)  of  ABC  Company’s  firm- 
med-price  proposal  dated  IS  Sep¬ 
tember  1992,  for  $800,000.  The  pro¬ 
posal  provides  for  50  widgets  and 
was  submitted  in  response  to  RFP 
No.  NA  1-101.  The  proposed  perfor- 

Imance  period  is  1  November  1992 
through  30  June  1993.” 

“The  proposal  and  related  cost  or 
pricing  data  are  the  responsibility  of 

I  the  contractor.  Our  responsibility  is 
to  express  an  opinion  on  the  pro¬ 
posed  direct  material  costs  based  on 
our  audit.” 

(4)  Agreed-upon  Procedures  Applied 
I  (see  9-108)  (note:  Use  “Purpose  and 
I  Scope  of  Agreed-Upon  Procedures”  as 
I  section  heading) 

“As  requested  by  DCMAO-Alexan- 
dria  in  memorandum  DC- 123  dated 
2S  September  1992,  we  have  applied 
the  verification  procedures  specified 
in  your  r^uest  to  the  direa  labor 
cost  portion  of  ABC  Company’s 
firm-fixed-price  proposal,  dated  IS 
September  1992,  for  $800,000.  This 
proposal  provides  for  SO  widgets  and 
was  submitted  in  response  to  RFP 
No.  NA  1-101.  The  proposed  perfor¬ 
mance  period  is  I  November  1992 
through  30  June  1993.” 

“The  proposal  and  related  cost  or 
pricing  data  are  the  reqiwnsibility  of 
the  contractor.  Our  responsibili^  is 
to  apply  the  procedures  discumed 
above  to  the  contractor’s  proposal.” 

b.  Excmt  for  audits  of  part  of  a  propo^ 
al,  include  the  following  scope  of  audit 
statement,  modified  as  wown  where  ap¬ 
propriate: 

“Except  as  discussed  in  paramph  2 
[omit  if  no  ‘circumstances  ainecting 
the  audit’  paragraph  is  included  in 
the  report  or  if  the  circumstances 
described  do  not  have  an  adverse 
bearing  on  the  auditor’s  confor- 
I  mance  with  auditing  standards!,  we 
conducted  our  audit  in  accordrace 
with  merally  accepted  government 
auditing  standards.  Those  standards 
require  that  we  plan  and  perform  the 
audit  to  obtain  reasonable  assurance 


about  whether  the  proposal  is  free  of 
material  misstatement.  An  audit  in¬ 
cludes  examining,  on  a  test  basis, 
evidence  supporting  the  amounts 
and  disclosures  in  the  proposal.  An 
audit  also  includes  assessing  the  ac¬ 
counting  principles  used  and  signifi¬ 
cant  estimates  made  by  the  contrac¬ 
tor,  as  well  as  evaluating  the  overall 
proposal  presentation.  The  cost  or 
pricing  data  requirements  and  cost 
principles  contained  in  the  Federal 
Acquisition  R^ulation  (FAR)  and  I 
DoD  FAR  Supplement  (DFARS) 

[for  non-DoD  agencies,  identify  spe¬ 
cific  agency  supplement  -  see  IS- 
102.2]  and  the  practices  required  by 
applicable  Cost  Account!^  Stan- 
dvds  [omit  the  preceding  nine 
words  from  the  report  if  the  contract 
based  on  the  proposal  will  not  be 
CAS-covered]  were  used  as  criteria 
in  evaluating  the  proposed  costs.  We 
believe  that  our  audit  provides  a 
reasonable  basis  for  our  opinion.” 

c.  Scope  statements  such  as  the  follow¬ 
ing  will  be  used  for  audits  of  part  of  a 
proposal.  See  10-209.  Ic  for  additional 
statements  pertaining  to  technical  reports 
and  contractor  CAS  status  that  should  be 
attached  to  the  end  of  the  following  scope 
statements  when  appropriate. 

(1)  Specified  Cost  Element 

“As  requested,  our  audit  was  limited 
to  an  examination  of  the  pr(q>osed 
direct  material  and  direct  labor 
costs.  Except  as  discussed  in  para¬ 
graph  2  [omit  if  no  ‘circumstances 
affecting  the  audit’  paragr^A  is  in¬ 
cluded  m  the  report  or  if  the  circum¬ 
stances  describe  do  not  have  an 
adverse  brar^  on  the  auditor’s  con¬ 
formance  with  auditing  standards], 
we  conducted  our  aumt  in  accor¬ 
dance  with  ^erally  accepted^v- 
ernment  auditing  standards.  Those 
standards  require  that  we  plan  and 
perform  the  audit  to  obtain  reason¬ 
able  assurance  about  adiether  the 
cost  elements  audited  are  free  of 
material  misstatement.  An  audit  in¬ 
cludes  evilmining,  on  a  test  basis, 
evidence  supporting  the  aoKHmts 
and  disclosures  for  tne  cost  elements 
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audited.  An  audit  also  includes  as¬ 
sessing  the  accounting  principles 
used  and  significant  estimates  made 
by  the  contractor  in  developing  the 
proposed  amounts  for  the  cost  ele¬ 
ments  audited  as  well  as  evaluating 
the  overall  presentation  for  those 
costs.  The  cost  or  pricing  data  re- 

Iquirements  and  cost  principles  con¬ 
tained  in  the  Fedeim  Acquisition 
R^ulation  (FAR)  and  DoD  FAR 
Supplement  (DFAJIS)  [for  non-DoD 
agencies,  identify  specific  agency 
supplement  -  see  lS-102.2]  and  the 
practices  required  by  applicable  Cost 
Accounting  Standard  [omit  the  pre¬ 
ceding  nine  words  for  proposals  ap¬ 
plicable  to  non-CAS-covered  con¬ 
tracts]  were  used  as  criteria  in  evalu¬ 
ating  the  proposed  direct  material 
and  direct  labor  costs.  We  believe 
that  our  audit  provides  a  reasonable 
basis  for  our  opinion.” 

(2)  Agreed-upon  Procedures 

“As  requested,  our  evaluation  was 
limited  to  the  application  of  [de¬ 
scribe  the  procedures  applied  and 
the  cost  element(s)  to  which  they 
pertain].  We  did  not  perform  the 
customary  auditing  procures  nec¬ 
essary  to  constitute  an  examination 
made  in  accordance  with  generally 
accepted  government  auditmg  stan¬ 
dards.” 

10-304.2  Ciicantanoes  Affecting  ffie 
Audit 

a.  If  special  circumstances  have  a  sig- 

Inificant  adverse  effect  on  the  conduct  of 
the  audit  or  the  application  of  the  agrt^- 
upon  procedures  or  its  results,  briefly 
identify  each  circumstance  or  condition. 
Specifically  reference  the  report  exhibit, 
schedule,  or  iq)pradix  par^raph  which 
contains  the  detailed  discussion  on  the 
item  involved.  Examples  of  items  to  be 
noted  in  Uiis  paragraph  include:  (1)  lack 
of  access  to  contractor  records,  including 
budgetary  data  (see  1-504  for  guidance  on 
access  to  records);  (2)  time  limitations  on 
the  scope  of  audit;  (3)  failure  to  obtain 
the  results  of  a  requested  assist  audit  or 
technical  analysis;  (4)  estimating  system 
deficiencies  that  rrault  in  either  signifi- 
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cant  unsupported  costs  or  an  estimate 
which  is  not  current,  accurate,  and  com¬ 
plete;  (3)  significant  instances  of  CAS  or 
FAR  noncompliance;  (6)  deficiencies 
which  render  the  accounting  system  inad¬ 
equate  for  the  contract  tyiw  proposed; 
and  (7)  uncomideted  historical  cost  au¬ 
dits  for  prior  years  when  a  valid  forward 
pricing  rate  agreement  or  other  accept¬ 
able  methods  of  evaluating  proposed  in¬ 
direct  costing  rates  are  not  available. 

b.  If  the  contractor  has  denied  access  to 
records  or  other  pertinent  data,  identify 
the  records  to  which  access  has  been 
denied  and  describe  the  resulting  restric¬ 
tions  or  limitations  on  the  scope  of  the 
audit.  (See  FAR  lS.80S-S(d).)  Illustrative 
statements  describing  an  access  to  rec¬ 
ords  problem  and  a  contractor’s  failure  to 
prepare  budgetary  forecasts  follow: 

“We  were  denied  access  to  time 
cards,  which,  in  our  opinion,  are 
requited  to  adequately  evaluate  the 
dii^  labor  cost  included  in  the 
proposal.  We  discussed  this  condi¬ 
tion  with  Mr.  R.  Smith,  ABC  Com¬ 
pany’s  ControUer,  on  1  (^ober  1989 
and  notified  Mr.  J.  Jones,  ACO,  of 
the  denial  of  access  by  telephone  and 
memorandum  on  2  October.  See 
Appendix  S  for  further  discussion. 
We  were  unable  to  evaluate  this  cost 
by  other  audit  procedures.  There¬ 
fore,  the  audit  resets  are  qualified  to 
the  extent  that  an  audit  of  the  rec¬ 
ords  denied  may  disclose  additional 
questioned  costs.” 

“The  contractor  has  not  prepared 
budgetary  forecasts  for  the  entire 
proposed  pmod  of  contract  perfor¬ 
mance.  [Briefly  explain  what  cost 
elements  and  period  are  not  cov¬ 
ered.]  In  our  (pinion,  comprehen¬ 
sive  budgetary  data  are  required  to 
facilitate  the  preparation  of  reliable 
cost  estimates  and  as  a  basis  for 
financial  control  over  costs  during 
contract  performance.  We  were  un¬ 
able  to  determine  by  other  audit 
procedures  the  possible  inqnct  that 
budgetary  data  would  have  on  the 
proposed  direct  costs,  indirect  ex¬ 
pense  rates,  and  related  allocation 
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bases.  Our  opinion  r^arding  these 
costs  is  therefore  quahfied.” 

c.  When  the  scope  of  audit  is  limited 
because  of  insufficient  time,  clearly  indi¬ 
cate  diose  areas  in  which  an  audit  was 

I  not  accomplished.  State  if  additional 
time  was  requested  but  not  granted,  or 
granted  only  in  part.  In  those  circum¬ 
stances  where  it  is  appropriate  to  con¬ 
tinue  the  audit  after  issuance  of  the 
report,  follow  the  procedure  detailed  in 
lO-IOllc.  An  example  of  a  statement  to 
be  included  in  this  situation  follows: 

“We  were  unable  to  complete  our 
audit  of  labor  cost  because  of  time 
limitations.  [Briefly  explain  the  rea¬ 
sons  why  time  was  insufficient.]  An 
extension  of  the  audit  report  due 
date  was  requested  from  Col.  R. 
Jones  on  10  October  1988  but  was 
not  gruted.  [Briefly  explain  w^  the 
extension  was  not  granted.]  There¬ 
fore,  the  audit  results  are  qualified  to 
the  extent  that  an  audit  of  labor  cost 
may  disclose  additional  questioned 
costs.  See  Exhibit  A,  Note  5,  for 
further  discussion.” 

d.  If  a  reiiuested  technical  or  assist 
audit  report  is  not  received  in  time  to  be 
incoiporated  into  the  audit  report,  state 
that  fact  and,  if  known,  the  reasons  for 
nonreceipt. 

(1)  Nonieceipt  of  technical  input.  Pro¬ 
vide  a  brief  comment  on  the  follow-up 
action  taken  to  obtain  the  required  tech¬ 
nical  information  or  report.  State  wheth¬ 
er  the  technical  review  will  be  performed 
and  identify  the  organization  responsible 
for  performing  it.  Also  provide  a  brief 
comment  on  the  status  of  the  technical 
review,  if  any,  and  on  any  future  ratt¬ 
ing  action  contemplated  after  recent  of 
the  report.  If  the  required  technical  infor¬ 
mation  is  received  after  the  audit  report 
has  been  issued,  prepare  a  supplemental 
report  if  it  would  serve  a  usefm  purpose 
at  ne^tiations.  (Further  guidsnce  on 
reporting  the  use  of  technical  specialist 
assistance  is  provided  in  D-301.  Detailed 
examples  of  report  qualification  state¬ 
ments  are  printed  in  D-302.) 

(2)  Nonrecmpt  of  Assist  Audit  Report. 
An  example  ora  statement  that  could  be 


used  when  waiting  for  an  assist  audit 
report  follows: 

“A  review  of  available  documenta¬ 
tion  in  the  contractor’s  files  applica¬ 
ble  to  proposed  subcontract  costs 
showed  that  an  audit  evaluation  by 
another  DCAA  office  is  needed  to 
reach  a  definitive  conclusion  regard¬ 
ing  the  acceptability  of  the  proposed 
subcontract  costs.  We  requested  an 
assist  audit  from  our  DCAA  Resi¬ 
dent  Ofllce  at  ABC  Corporation. 
However,  the  results  were  not  re¬ 
ceived  in  time  for  incorporation  into 
this  report.  We  anticipate  receipt  of 
the  assist  audit  report  on  or  about  1 5 
October  1989.  An  extension  of  our 
audit  report  due  date  was  requested 
from  Col.  R.  Jones  on  10  October 
1989  but  was  not  granted.  [Briefly 
explain  reasons  why  not  granted]. 

The  results  of  the  assist  audit  are 
considered  essential  to  the  conclu¬ 
sion  of  this  audit.  Therefore,  the 
audit  results  are  qualified  to  the 
extent  that  additional  costs  may  be 
questioned  based  on  the  results  of 
the  assist  audit  of  proposed  subcon¬ 
tract  costs.  See  Exhibit  A,  Note  7,  for 
further  discussion.  Upon  receipt  of 
the  assist  audit  report,  we  wiU  pro¬ 
vide  a  supplemental  report  if  con¬ 
tract  n^tiations  have  not  been  con¬ 
cluded  and  the  supplemental  report 
would  serve  a  useful  purpose.” 

This  example  assumes  that  the  results 
of  the  assist  audit  are  considered  essential 
and  that  the  summary  of  audit  results  will 
recommend  that  ne^tiations  not  be  held 
until  the  assist  audit  results  are  consid¬ 
ered.  For  assist  audits  not  considered 
essential,  the  sentence  “The  results  of  the 
assist  audit  are  considered  essential  to  the 
conclusion  of  this  audit”  should  be  delet¬ 
ed  from  the  above. 

e.  If  estimating  deficiencies  discovered 
during  the  audit  of  a  prc^iosal  result  in 
either  significant  unsupported  costs  or  an 
estimate  which  is  not  current,  accurate, 
and  complete,  provide  a  brief  explana¬ 
tion  of  the  deficient  condition  and  the  , 
specifle  action  required  to  correct  it.  (See  I 
S-1212b  for  spccinc  action  required  when  I 
significant  estimating  deficiencies  are 
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discovered  as  a  result  of  price  proposal 
and  postaward  audits,  as  well  as  estimat¬ 
ing  system  surveys  and  follow-ups.)  A 
detailed  discussion  of  the  deficient  condi¬ 
tion  should  be  provided  in  the  Basis  of 
Contractor’s  Proposal  appendix  (10- 
307.1)  of  the  report.  If  the  condition  had 
been  reported  previously,  the  circum¬ 
stances  should  be  descrilKd  in  the  Out¬ 
standing  Estimating  Deficiencies  appen¬ 
dix  (10-307.2).  DEARS  215.81  l-70(g)  re¬ 
quires  that  once  a  significant  estimating 
system  deficiency  is  cited  as  a  result  of 
the  estimating  system  survey,  subsequent 
field  pricing  reports  for  each  of  that 
contractor’s  proposals  reviewed  will  men¬ 
tion  the  outstanding  deficiency  until  it  is 
resolved.  The  cost  impact  of  the  deficien¬ 
cy  should  also  be  disclosed  whenever 
possible. 

(1)  An  example  of  a  statement  covering 
an  estimating  deficiency  discovered  dur¬ 
ing  the  audit  of  a  price  proposal  follows; 

“We  consider  the  procedure  by 
which  the  contractor  estimated  the 
proposed  direct  labor  cost  to  be 
unacceptable  because  the  proposed 
hourly  rates  include  unreasonable 
and  unsupported  increases  for  wage 
escalations.  To  correct  the  deficiency 
cited,  the  contractor  must  develop 
new  labor  rates  commensurate  with 
the  most  recent  union  contract.  A 
detailed  discussion  of  the  circum¬ 
stances  is  presented  in  Appendix  3, 
Basis  of  Contractor’s  Proposal.” 

(2)  If  the  estimating  deficiency  had 
been  previously  identified  and  reirarted, 
but  not  yet  resolved,  a  statement  such  as 
the  following  should  be  inserted  into  the 
proposal  audit  report: 

“We  rolled  estimating  deficiencies 
at  PDQ  Company  in  Audit  Report 
No.  1 234-0A240(X)l ,  dated  1 5  Janu- 
I  ary  1990.  Some  of  these  deficiencies 
remain  uncorrected  (see  Appendix  4, 
Outstanding  Estimating  Deficien¬ 
cies).  The  deficiencies  affecting  the 
subject  propo^,  and  their  impact, 
are  describe  in  Exhibit  A,  Notes  5 
and  6.” 

f.  If  recommendations  have  been  made 
to  disapprove  the  estimating  system  in 


whole  or  part,  subsequent  proposal  audit 
reports  should  disclose  these  recommen¬ 
dations  until  the  system  is  corrected  (see 
5-1 2 12b). 

g.  If  significant  instances  of  CAS  and 

noncompliance  have  a  significant 
adverse  effect  on  the  evaluation  or  the 
audit  results,  state  this  and  define  the 
specific  corrective  action  the  contractor 
needs  to  take.  A  detailed  discussion  of 
the  deficient  condition  should  be  provid¬ 
ed  in  the  Contractor’s  Accounting  System 
appendix  (10-307.4). 

h.  If  the  contractor’s  accounting  system 
is  inadequate  to  determine  the  costs 
under  the  contract  type  proposed,  state 
this  and  identify  the  contractor  action 
required  to  make  the  accounting  system 
adequate. 

i.  If  the  only  effective  method  available 
to  the  auditor  for  evaluating  propmed 
indirect  forward  pricing  rates  requires 
reliance  on  the  results  of  historical  over¬ 
head  audits  for  prior  years,  and  such 
historical  audits  are  not  reasonably  cur¬ 
rent,  the  circumstances  should  1^  de¬ 
scribed  and  the  potential  effect  on  the 
audit  conclusions  defined  (see  9-702.2). 

10-304 J  Sammary  of  Audit  Results 

a.  The  report  section  for  an  evaluation 
of  agreed-upon  procedures  should  be 
“Summary  of  Results  of  Agreed-Upon 
Procedures.” 

b.  Except  when  a  short  form  report  is 
appropriate  (see  10-218  and  10-302b), 
b^n  this  paragraph  with  a  summary 
statement  of  the  amount(s)  questioned, 
unsupported,  or  unresolved  in  relation  to 
the  amount  proposed.  In  addition,  de¬ 
scribe  the  major  components  of  the  ques¬ 
tioned  costs  wherever  possible.  For  ex¬ 
ample,  the  statement  might  read: 

“We  have  questioned  $1,614,712  of 
the  $23,676,000  proposed.  Of  this 
uestioned  amount,  $1,437,500  is 
irect  material  cost  and  related  over¬ 
head.  In  addition,  we  consider 
$765,000  to  be  unsupported,  consist¬ 
ing  primarily  of  scrap  cost.  Finally, 
we  have  classified  $1,456,123  as  un¬ 
resolved  cost  because  the  requested 
assist  audit  report  on  propos^  sub¬ 
contract  cost  has  not  been  received. 
(See  paragraph  2  above  and  Exhibit 
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A,  Notes  4  and  5,  for  further  com¬ 
ments  on  the  unsupported  and  unre¬ 
solved  costs.)  The  detailed  conclu¬ 
sions  and  recommendations  result¬ 
ing  from  oiv  audit  are  presented  in 
the  exhibitfs)  and  appendixes  of  this 
report.” 

c.  If  an  audit  of  specified  cost  elements 
or  application  of  a^^eed-upon  procedures 
is  accomplished  (9-108),  then  “pro¬ 
posed”  in  the  first  sentence  of  the  prewd- 
ing  paragraph  must  be  changed  to  “pro- 
PM^  for  the  cost  elements  audited”  or 
“proposed  for  the  cost  elements  evalu¬ 
ated  through  application  of  the  proce¬ 
dures  previously  agreed  upon.”  For  ex¬ 
ample,  a  summary  of  audit  results  para¬ 
graph  for  a  review  of  specified  cost 
elements  may  read:  “We  have  questioned 
$100,000  of  the  $1,000,000  propo^  for 
the  direct  material  costs  audited.”  An 
example  of  a  summa^  of  audit  results 
paragraph  for  application  of  agreed-upon 
procedures  is:  “The  verification  proce¬ 
dures  discussed  in  paragraph  I  disclosed 
that  the  proposed  direct  labor  rates  are 
overstated  resulting  in  a  total  overstate¬ 
ment  of  direct  labor  costs  of  $230,000.” 

d.  Reporting  standards  (see  Chapter  2) 
require  that  we  express  an  opinion  on  the 
adequacy  of  submitted  cost  or  pricing 


data  and  compliance  of  the  proposal  with 
FAR  and,  when  CASH  r^ulations  apply, 
with  Cost  Accounting  Standards.  Sm 
paragraphs  d  and  e  below  for  guidance  on 
opinion  paragraphs  for  specified  cost 
element  reviews  and  application  of 
agreed-upon  procedures. 

The  cost  or  pricing  data  may  be  com¬ 
pletely  acceptable,  generally  acceptable 
except  for  some  specific  deficiency,  or 
unacceptable  (see  9-200).  Addition^y, 
the  proposal  may  be  in  various  d^rees  of 
compliance  with  promulgated  C^t  Ac¬ 
counting  Standards  or  FAR.  An  appro¬ 
priate  combined  opinion  on  the  adequacy 
of  the  cost  or  pricing  data  and  compli¬ 
ance  with  CAS  and  FAR  can  be  prepa^ 
by  using  the  foUowi^  table  and  the 
statements  presented  in  the  subsequent 
paragraphs.  To  use  the  table,  read  down 
and  across  under  the  appropriate  catego¬ 
ries  for  adequacy  and  compliance.  The 
numbers  where  the  lines  intersect  repre¬ 
sent  the  corresiwnding  numbers  of  the 
sentences  following  the  table  which  are  to 
be  combined  in  the  order  shown  to 
present  a  complete  opinion  statement  for 
the  report.  Minor  changes  in  wording, 
such  as  references  to  proper  exhibit  or 
paragraph,  should  be  made  to  Ht  each 
specific  report. 


Cost  or  Pricing  Data  Adequacy 


FAR/CAS 

Nonoompliance 

Adequate 

Inadequate 

In  Some 
Respects 

Not  Adequate 
(Contractor’s 
Fault 

Not  Adequate 
and  Access  to 
Data  Denied 

(9-209.1) 

(9-209.2) 

(9-209.3) 

(9-209.3) 

No  Instances 

Insignificant 

1,5,9 

(1.5,12)* 

2,5,9 

(2,5,12)* 

5,3,11 

5.4,11 

Instances 

Significant 

1,7.9 

(1,7,12)* 

2,7,9 

(2,7,12)* 

6,3,11 

6,4,11 

Instances 

1,8,10 

2,8,11 

8.3,11 

8,4,11 

*  Use  paragraph  12  if  the  auditor  recommends  price  negotiations  not  be  concluded  for  a  reason 
not  resulting  from  the  contractor’s  action  or  inaction  (see  9-209.3c).  If  significant  noncompli- 
ances  or  inadequate  cost  or  pricing  data  are  encounte^,  an  appn^riate  combination  ending 
with  paragraph  10  or  11  should  be  selected. 


The  following  sentences  comment  on  proposal  with  CAS  and  FAR  and  provide 
the  adequacy  oT  the  cost  or  pricing  data  a  summary  opinion  statement  on  these 
and  the  degree  of  compliance  of  the  issues. 
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(1)  “In  our  opinion,  the  offeror  has 
submitted  adequate  cost  or  pricing  data.” 

(2)  “In  our  opinion,  the  cost  or  pricing 

data  submitted  by  the  offeror  are  inade¬ 
quate  in  some  respects.”  (see  comments 
on _ ,  Exhibit _ ,  Note _ ). 

(3)  “In  our  opinion,  the  cost  or  pricing 
data  submitted  by  the  offerer  are  not 

adequate  (see  comments  on  _  , 

Exhibit _ ,  Note _ ).” 

(4)  “In  our  opinion,  the  cost  or  pricing 
data  submitted  by  the  offeror  are  not 

adequate  (see  comments  on  _  , 

Exhibit _ ,  Note _ ).  In  addi¬ 

tion,  the  offeror  denied  access  to  data 
needed  to  evaluate  the  proposal,  as  de¬ 
scribed  in  paragraph  2  above.”  [Before 
this  paragraph  is  u^  in  the  report,  (a)  it 
should  be  cleared  with  the  regional  omce, 
(b)  the  ACO  and  PCO  should  be  advised, 
and  (c)  the  contractor  should  be  informed 
of  its  content.  Identify  the  specific  data 
denied  and  explain  why  it  is  needed  (see 
9-205).] 

(5)  “The  propi^  was  prepared  in 
accordance  with  [if  CAS  covered,  add 
“applicable  Cost  Accounting  Standards 
and’’]  appropriate  provisions  of  FAR”  [if 
an  agency  supplement  to  FAR  applies  (9- 
102.2  and  lS-102.2),  add  “and  the  (name 
the  agency)  Supplement”]. 

(6)  “The  proposal  was  not  prepared  in 
all  respects  in  accordance  with  [if  CAS 
covered,  add  “applicable  Cost  Account¬ 
ing  Standards  and”]  appropriate  provi¬ 
sions  of  FAR”  [if  an  agency  supplement 
to  FAR  applies  (9-102.2  and  lS-102.2), 
add  “and  the  (name  the  agency)  Supple¬ 
ment”]. 

(7)  ‘^The  proposal  was  not  prepwd  in 

all  respects  in  accordance  with  [if  CAS 
covered,  add  “applicable  Cost  Account¬ 
ing  Standards  and”]  appropriate  provi¬ 
sions  of  FAR  [if  an  iwency  supplement  to 
FAR  applies  (9-102T  and  15-102.2),  add 
“and  the  (name  the  agency)  Supple¬ 
ment”]  (see  comments  on _ ,  Ei^ib- 

it _ _  Note _ ).  However,  the 

impact  of  the  inadequacies  and  noncom¬ 
pliances  described  is  considered  to  be 
relativ^  insignificant.” 

(8)  “The  proposd  was  not  prepared  in 
accordance  with  [if  CAS  cove^,  add 
“applicable  Cost  Accountir^  Standards 
and  ]  appropriate  provisions  of  FAR  [if 
an  agency  supplement  to  FAR  applies  (9- 


102.2  and  15-102.2),  add  “and  the  (name 
the  agency)  Supplement”]  (see  comments 

on  _  ,  Exhibit  _  ,  Note 

- )•” 

(9)  “Therefore,  we  consider  the  propqs- 
al  to  be  acc^table  as  a  basis  for  n^otia- 
tion  of  a  fair  and  reasonable  price.  Tliis 
statement  should  not  be  interpreted  to 
mean  that  the  data  are  necessarily  accu¬ 
rate,  complete,  and  current  in  accordwee 
with  10  U.S.C.  2306a  (if  a  DoD,  NASA, 
or  Coast  Guard  propo^  or  41  U.S.C. 
254(d)  for  all  others),  since  a  postaward 
audit  may  disclose  evidence  not  now 
discernible.”  [If  CAS  covered,  add:  “Nor 
should  the  statement  be  interpreted  to 
mean  that  the  offeror  is  necessarily  in 
compliance  in  all  respects  with  applicable 
Cost  Accounting  Standards,  since  a  final 
recommendation  cannot  be  made  in  a 
preaward  evaluation.  Instances  of  non- 
compliance  with  Cost  Accounting  Stan¬ 
dards  may  be  reported  during  contract 
performance.’’] 

(10)  “Therefore,  we  do  not  consider  the 
proposal  to  be  acceptable  as  a  basis  for 
negotiation  of  a  fair  and  reasonable  price, 
as  discussed  with  Icontracting  officer  or 
representative]  by  [auditor]  of  our  office 
on  [date]  and  as  confirmed  in  our  [mem- 
orandu^etter]  to  you  dated  [date].  At 
your  request,  we  have,  nevertheless,  eval¬ 
uated  the  proposal  to  the  extent  possible 
in  the  circumstances.” 

(11)  “Therefore,  we  do  not  consider  the 
propc^  to  be  acceptable  as  a  basis  for 
n^otiation  of  a  fair  and  reasonable  price, 
as  discussed  with  [contracting  officer  or 
representative]  by  [auditor]  of  our  office 
on  [date]  and  as  confirmed  in  our  [mem¬ 
orandum/letter]  to  you  dated  [date].  To 
make  the  cost  or  pricing  data  adequate, 
the  offeror  must  [insert  offeror  actions 
needed  to  resolve  the  noted  inadequa¬ 
cies/deficiencies].  At  your  request,  we 
have,  nevertheless,  evaluated  the  propos¬ 
al  to  the  extent  possible  in  the  circum¬ 
stances.” 

(12)  “Nevertheless,  in  our  opinion  the 
[name  the  item(s)  considered  essential] 
discussed  in  paragraph  2  above  [is/arej 
significant  enough  to  materially  impact 
the  results  of  the  audit.  Therefore,  as 
discussed  with  [contracting  officer  or 
representative  name  and  tide]  by  [audi¬ 
tor]  on  [date],  we  recommend  that  con- 
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tract  price  negotiatioiis  not  be  concluded 
until  the  results  of  [item(s)  nenled]  are 
considered  by  the  contractiim  ofncer.” 

Ie.  As  with  other  portions  of  the  narra¬ 
tive,  if  an  audit  of  specified  cost  elements 
is  being  accomplished,  the  wordii^  in  the 
forcing  examples  must  be  modified  to 
I  addi^  only  the  elements  audited.  For 
example,  in  a  report  on  audit  of  specified 
cost  elements,  subparagraph  (2)  above 
could  be  modified  to: 

“In  our  opinion,  the  cost  or  pricing 
data  submitted  by  the  offeror  in 
support  of  [insert  the  names  of  the 
cost  elements  audited]  are  inade¬ 
quate  in  some  reflects.” 

f.  For  agmd-upon  procedures  reviews, 
if  the  application  of  the  procedures  dis¬ 
closed  no  significant  inadequate  cost  or 
pricing  data  or  no  simificant  noncompli- 
ances  with  FAR  and/or  CAS,  the  report 
should  disclaim  an  opinion.  An  example 
follows: 

“This  report  pertains  only  to  the 
performance  of  the  agreed-upon  pro¬ 
cedures  discussed  in  paragraph  1. 
Because  these  procedures  do  not 
constitute  an  audit  conducted  in 
accordance  with  generally  accepted 
government  auditing  standards,  we 
do  not  express  an  over^  opinion  on 
the  adequacy  and  compliance  of  the 
submitt^  cost  or  priciiw  data,  in 
connection  with  the  apiwcation  of 
these  procedures,  no  matters  came  to 
our  attention  that  caused  us  to  be¬ 
lieve  there  were  significant  inade¬ 
quacies  or  noncompliances  relate  to 
the  areas  reviewed.” 

When  the  application  of  agreed-upon 
procedures  discloses  significant  inade¬ 
quate  cost  or  pricing  data  and/or  signifi¬ 
cant  noncompliances  with  FAR  and/or 
CAS,  an  adverse  opinion  will  be  issued. 
This  opinion  should  be  developed  using 
the  paragraphs  referred  to  in  c  above  for 
cost  or  pricing  data  not  adequate — con¬ 
tractor’s  fault  and  significant  instances  of 
FAR/CAS  noncommance. 

g.  Also  see  10-209.3  for  other  require¬ 
ments  related  to  this  portion  of  the  report 
narrative. 


10-304.4  Dispoaitioii  vX  Audit  Results 

a.  Offer  to  provide  accounting  counsel 
and  any  additional  audit  service  which 
the  contracting  officer  may  require  in 
advance  of  or  during  the  n^otiation, 
together  with  the  FAO’s  telephone  and 
fax  numbers.  The  following  sentence 
should  then  be  inserted: 

“Additional  audit  support  should  be 
requested  if  changed  r^uirements  or 
more  current  cost  or  pricing  data 
have  a  significant  impact  on  the 
proposal.” 

Inform  the  contracting  officer  that  fur¬ 
ther  advice  and  assistance  can  be  ob¬ 
tained  (1)  by  tel^honing  or  submitting  a 
request  to  the  office  issuing  the  report,  or 
(2),  when  applicable,  by  contacting  the 
on-site  procurement  liaison  auditor  (in¬ 
clude  the  PLA’s  name,  telephone  num¬ 
ber,  and  office  location  as  shown  in  IS- 
3S1).  If  the  audit  report  is  at  the  prime 
contract  level,  and  the  proposal  and/or 
the  audit  conclusion  are  sufficiently  com¬ 
plex  to  warrant  audit  assistance  at  negoti¬ 
ation,  recommend  that  the  auditor  be 
invited  to  attend  the  n^otiation  confer¬ 
ence. 

b.  Mention  here  any  subsequent  or 
supplemental  reports  you  intend  to  issue 
pertaining  to  unsupported,  unresolved, 
or  qualified  costs,  per  10-216,  10-304.2d, 
10-308.3,  and  10-308.5d. 

c.  Include  in  this  section  any  requests 
for  feedback  from  the  report  addressee. 
For  example,  a  report  on  an  initial  prime 
contract  pricing  proposal  to  be  negotiated 
under  FAR  provisions  might  state: 

“As  required  by  FAR  lS.808(b), 
please  furnish  us  a  copy  of  the  price 
n^tiation  memorandum  at  the 
conclusion  of  the  nraotiations. 
Please  advise  if  no  award  is  made. 
We  also  invite  your  comments  and 
suggestions  on  this  report  and  our 
related  audit  support.’^ 

In  reports  that  contain  an  adverse 
opinion  (10-3()4.3c(10)  or  (1 1))  or  a  rec¬ 
ommendation  that  negotiations  be  de¬ 
layed  until  some  unrmolved  or  unsup¬ 
ported  aspect  is  considered  (10- 
304.3c(12)),  modify  this  paragraiA  as 
follows: 
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“If  an  award  must  be  made  because 
of  the  urgency  of  the  contracting 
requirement,  please  furnish  us  a  rec¬ 
ord  of  the  n^otiations  as  required 
by  FAR  1S.808^).  Please  advise  if 
no  award  is  made.  We  also  invite 
your  comments  and  sumestions  on 
this  report  and  our  rmted  audit 
support.” 

Omit  reference  in  this  paragraph  to  an 
“award”  in  reports  on  change  order  and 
price  redetermination  proposals.  Like¬ 
wise,  omit  any  FAR  citation  from  para¬ 
graphs  requesting  price  n^otiation  mem¬ 
orandums  in  reports  on  subcontract  or 
intracompany  proposals.  In  most  cases,  it 
may  be  unrealistic  for  a  subcontract 
auoitor  to  expect  feedback  from  the  re¬ 
port  addressee  concerning  award  or  no¬ 
naward  of  a  subcontract  proposed  by  the 
prime  contractor.  This  information  will 
usually  have  to  be  handled  through  con¬ 
tract  audit  charmels. 

d.  In  cases  where  a  DCAA  Summary 
Sheet  is  r^uired  (see  1S-60S),  include 
the  following  statement: 

“We  have  attached  to  the  original 
copw  of  this  report  a  Contract  Audit 
Follow-up  Summary  Sheet  in  accor¬ 
dance  with  reissued  DoD  Directive 
7604.2  ^ted  12  February  1988.” 

10-305  Data  Sheet 

a.  An  example  of  a  data  sheet  format  is 
illustrated  in  Firaire  10-3-1.  If  a  data 
sheet  is  included  in  the  report,  it  will 
follow  the  signature  page  or  the  table  of 
contents,  if  any  (see  10-212). 

b.  The  purpose  of  a  data  sheet  is  to 
reduce  r^rt  preparation  effort  by  fur¬ 
nishing  basic  docriptive  information 
concerning  the  prtqK^  being  audited. 
Its  use  will  therefore  depend  upon  wheth¬ 
er  it  adds  to  the  overw  quality  of  the 
report.  Options  to  be  considered  by  the 
FAO  include  providing  this  information 
in  paragraphs  of  the  report  body  or 
vanations  in  the  data  sheet  arrangements 
to  reduce  the  effort  required. 

10-306  Exhibits  ud  Scbedglcs 

a.  The  audit  report  should  contain 
exhibits  and  supporting  sch^ules  re¬ 


quired  for  a  clear  and  complete  presenta¬ 
tion  of  the  audit  results  and  recommen¬ 
dations  on  ail  items  in  the  contractor’s 
proposal.  The  exhibits,  schedules,  and, 
where  appropriate,  the  narrative  body  of 
the  report  should  be  cross-referenc^ 

b.  Report  exhibits  and  schedules  for 
reviews  of  specified  cost  elements  and 
application  of  agreed-upon  procedures 
should  only  include  the  cost  elements 
reviewed. 

c.  Furnish  the  contracting  officer 
enough  information  so  that  the  basis  of 
the  amounts  proposed,  the  scope  of  audit, 
and  audit  recommendations  for  each  cost 
element  can  be  clearly  understood.  See 
10-308  for  further  guidance  on  the  ade¬ 
quacy  of  report  disclosure. 

10-307  Appendixes 

a.  As  described  in  the  following  sub- 
parafrirnhs,  ai^iendixes  may  be  used  to 
provide  other  information  vmen  needed. 
However,  when  you  issue  recurring  re¬ 
ports  to  the  same  addressee  concern^ 
the  same  contractor,  consider  reducing 
the  need  for  appendn  material  by  using 
one  or  more  of  the  following  oimtms: 

(1)  Appradix  information  udiich  the 
addressee  is  known  to  understand  (e.g., 
the  contractor’s  organization  and  opera¬ 
tions)  need  not  be  repeated  in  each  report 
unless  the  information  includes  audit 
exceptions. 

(2)  The  amount  of  exidanatory  detail 
provided  may  be  reduced  by  referrii^  to 
recent  prior  reports,  but  only  if  it  is 
known  that  the  addressee  is  fiilly  aware  of 
the  situation. 

(3)  Appendix  information  may  be  in¬ 
clude  m  the  narrative  body  of  the  re¬ 
port,  exhibits,  and/or  schedules  if  so 
doing  will  improve  report  presentation  of 
a  particular  matter.  For  example,  defi¬ 
ciencies  in  the  contractor’s  accounting 
system  or  internal  controls  which  are 
mrectly  related  to  questioned  cost  for  an 
element  of  the  proposal  could  be  ex¬ 
plained  in  the  applicable  note  rather  than 
referring  to  an  appendix. 

b.  Appendixes  (numbered  per  10-214) 
should  be  combined  on  as  few  pages  as 
practical.  Appendixes  need  not  be  pre¬ 
sented  in  the  sequence  discussed  below 
except  that  field  technical  reports,  if 
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applicable  (see  10-307.9),  should  be  the 
last  aiq>endix. 

10-307.1  Appendix  —  Basis  at 
Contractor’s  Proposai 

Since  the  Standard  Form  141 1  requires 
the  contractor  to  explain  the  basis  of  the 
proposal,  use  this  appendix  only  when 
taking  exception  to  the  contractor’s  ex¬ 
planation.  Any  amplification  of  the  con¬ 
tractor’s  explanation  considered  neces¬ 
sary  should  be  included  in  the  exhibit 
explanatory  notes  (see  10-306b).  De¬ 
scribe  any  departure  from  the  contrac¬ 
tor’s  establish^  estimating  or  accounting 
policies  and  practices. 

10-307.2  AMendix  —  Ontstanding 
Estimating  Defidendes 

Use  this  appendix  to  list  all  open 
defidencies  in  the  contractor’s  estimating 
system.  Defidencies  which  were  previ- 
I  oudy  reported  (see  5-1200  and  10- 
304.2e)  but  not  corrected,  should  be 
discus^  in  detail  in  this  appendix.  This 
appendix  should  be  continually  updated 
for  the  addition  of  new  defidencies  (flash 
reports)  and  the  removal  of  corrected 
defidendes.  There  should  be  suffident 
explanation  for  the  reader  to  understand 
each  defidency.  The  explanatory  notes  to 
the  audit  report  should  describe  tiie  cost 
impact  of  uiose  estimating  deficiendes 
which  affect  the  price  proposal.  In  addi¬ 
tion,  the  current  status  of  the  contractor’s 
corrective  action  should  also  be  shown. 

10-307.3  AnnOix  —  Contractor’s 
Oiganiatioa  and  Operations 

Information  on  contractor  facilities, 
operating  practices,  prindpal  products, 
intercompany  relationships  and  affilia¬ 
tions  with  other  companies,  percentage  of 
total  sales  derived  from  government  busi¬ 
ness,  etc.,  should  be  included  to  the 
extent  pertinent  to  the  audit  and  the 
negotiation.  In  presentiM  this  informa¬ 
tion,  consider  its  significance  and  the 
nature  of  the  contractor’s  proposal. 

10-307A  Anseiidix  —  Cirntfactor’s 
Aeooaatiag  System 

a.  Identify  and  briefly  describe  the 
contractor’s  cost  accounting  system.  Re¬ 
port  defidendes  in  the  contractor’s  ac¬ 
counting  system  and  internal  controte 
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which  affect  the  reliability  of  contrad 
cost.  If  the  description  of  the  systm  or 
existing  defidencies  has  been  previously 
report^,  so  state. 

b.  Include  an  explanation  if  the  con¬ 
tractor’s  accounting  system  is  not  ade¬ 
quate  to  determine  the  costs  under  the 
type  of  contract  awarded  or  antidpated 
to  be  issued. 

c.  Some  contractors  rapilarly  submit 
initial  pridng  proposals  lor  production 
contracts  which  can  be  most  effectively 
evaluated  through  learning  or  improve¬ 
ment  curve  techmques.  If  the  contractor’s 
accounting  system  does  not  provide  for 
costing  by  lots,  batches,  or  runs  so  that 
these  techniques  can  be  used,  comment 
on  this  condition  and  recommend  correc¬ 
tive  action. 

d.  If  the  contractor  has  submitted  an 
adequate  disclosure  statement  under 
CAS  r^ulations  and  the  report  redpient 
has  received  a  copy,  this  ^pendix  may 
not  be  necessary  unless  there  are  deficien¬ 
des. 

10-307.5  Appendix  —  Other  Matters  To 
Be  Reported 

a.  Use  this  appendix,  if  needed,  to 
furnish  information  which  cannot  be 
conveniently  ^own  in  the  exhibits  and 
schedules  and  to  present  any  other  finan¬ 
cial  management  matters  related  to  the 
propo^  which  should  be  brou^t  to  the 
attention  of  the  contracting  officer. 

b.  If  an  audit  of  the  contractor’s  pro¬ 
posal  indicates  that  the  contemplated 
contract  Wpe  would  not  be  in  the  best 
interest  of  the  government,  consider  rec¬ 
ommending  a  different  contract  type. 

c.  Furnish  information  to  the  procuring 
activity  in  all  observed  instances  where 
the  contractor  is  either  (1)  selling  the 
same  or  similar  items  at  lower  prices  to 
other  cummers  (see  6-313)  or  (2)  buying  I 
items  from  vendors  who  would  sell  di¬ 
rectly  to  the  government  at  a  lower  cost. 
The  information  provided  should  include 
the  name  of  the  other  procuring  activity, 
other  prime  contractor  or  vendor,  the 
date  of  procurement,  the  contract  or 
purchase  order  number,  quantities  pro¬ 
cured,  and  the  prices  paid.  Cost  data  for 
other  procurements,  if  appropriate,  may 
be  included. 
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d.  The  followina  text  should  be  includ¬ 
ed  in  the  appendix  when  the  contmtor 
administers  a  deflned  benefit  pension 
plan  and  there  is  no  termination  advance 
agreement  between  the  government  and 
the  contractor  (see  7-606.3); 

“The  contractor  maintaiiu  a  defined 
benefit  pension  plan  for  its  employ¬ 
ees.  FAR  31.205-6(jX4)  provides 
t^t  when  excess  or  suiplus  assets 
revert  to  the  contractor  as  a  result  of 
the  termination  of  a  defined  benefit 
pension  plan,  or  such  assets  are  con¬ 
structively  received  by  the  contractor 
for  any  reason,  a  refund  or  credit 
diall  be  given  to  the  government  for 
its  equitable  share.  The  govern¬ 
ment’s  equitable  share  of  any  rever¬ 
sionary  credit  applicable  to  the  ter¬ 
mination  of  a  dwned  benefit  pen¬ 
sion  plan  should  be  based  upon  the 
government’s  participation  in  pen¬ 
sion  costs  of  ^  contracts  requiring 
certified  cost  or  pricing  data.  In  our 
[enter  audit  report  number  or  memo¬ 
randum  to  AGO]  we  recommended 
that  the  government  and  the  contrac¬ 
tor  enter  into  an  advance  agreement 
in  accordance  with  FAR  31.109  to 
avoid  possible  disallowance  or  future 
disputes  arising  from  the  termina¬ 
tion  of  a  defined  benefit  pensirm 
plan.  As  of  the  date  of  this  report  no 
advance  agreement  has  been 
reached.’’ 

e.  On  proposals  expected  to  result  in 
contracts  coveted  by  DFARS  clause 
232.23^7001,  Cost^hedule  Control 
Systems,  or  DFARS  clause  232.242- 
7003,  Cost^hedule  Status  Report,  the 
auditor  should  provide  comments  on 
whether  the  contractor’s  C/SC  system  is 
meeting  the  CTSC  systems  criteria  on 
other  contracts  and  include  the  impact  of 
deficiencies  being  reported  in  C/SC  sys¬ 
tems  surveillance  reports  (9-3 16b). 

f.  If  the  contracting  oflicer  requests 
specific  information  on  the  status  of  the 
contractor’s  systems  such  as  purchasing 
system,  compensation  system,  or  auto- 
mi^  data  processing  tyiHem,  this  infor¬ 
mation  may  be  provided  in  this  Appen¬ 
dix. 
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10-307.6  Appendix  —  CMurants  on 
Profit 

Prepare  comments  on  profit  in  accor¬ 
dance  with  9-9(X).  Nornmy  comments 
are  limited  to  items  which  might  affect 
quantifying  weighted  guideline  factors. 
Do  not  show  percentage  ,  computations 
under  the  weighted  guideline  method  or 
application  of  an  incentive  profit  formula 
either  here  or  in  an  exhibit  or  schedule  of 
the  report.  Examples  of  comments  on  the 
profit  factor,  “(Contractor’s  Performance 
Ride  —  (Cost  Considerations,”  are  shown 
below  (see  9-900  for  other  factors  to  be 
covered): 

“The  contractor  does  not  consistent¬ 
ly  base  its  propo^  unit  prices  on 
the  latest  production  labor  hours  and 
material  prices  incurr^  for  the  same 
or  similar  units.  Details  on  this  esU- 
mating  deficiency  are  presented  in 
our  Report  on  Review  of  XYZ  Com¬ 
pany’s  Estimating  System  (09900- 
91A24000001,  dated  30  November 
1 990).  Specific  reference  to  the  defi¬ 
cient  and  discussion  of  its  impact 
on  this  pricing  action  are  included  in 
Exhibit  A,  Notes  2  and  3,  and  Ap¬ 
pendix  2.” 

“The  contractor  has  thrw  engineer¬ 
ing  departments  which  differ  greatly 
in  the  proportion  of  journeyman 
engineers  and  notable  or  scarce  enm- 
neering  talent  employed  in  each  de¬ 
partment.  This  proposal  is  based  on 
engineering  p^ormance  by  the  de¬ 
partment  having  the  least  amount  of 
not^le  ensineeriiig  specialties  and 
the  lowestwvel  of  engmeering  expe¬ 
rience.” 

10-307.7  Appendix  —  Snbcontiacts 
Rcqnirini  Contractor  Cost  Analyecs 

Use  this  appendix  to  identify  subcon¬ 
tracts  for  which  tte  contractor  has  not 
completed  cost  analyses  required  by  FAR 
13.80^1  (see  9-104.1).  Provide  this  in¬ 
formation  even  if  assist  audits  have  been 
performed  or  the  auditor  has  reached  a 
definitive  ctmchision  by  other  means 
(e.g.,  itoidyiiig  a  deoement  factor  or  rate 
check).  In  ^  appendix,  include  the 
names  of  the  subcontractors,  proposed 


DCAA  Coatrnct  Andit  Mnannl 


lAiSt 

110-307.7 


Juwuy  1995 


amounts,  and  the  following  explanatory 
note: 


“FAR  lS.806-1  requires  prime  con¬ 
tractors  and  higher-tier  subcontrac¬ 
tors  to  conduct  cost  analysis  of  each 
subcontract  proposal  for  which  cost 
or  pricing  data  are  required.  In  coor¬ 
dinating  the  need  for  assist  audits, 
we  informed  [insert  name(s)  oi 
ACO/PCO  or  representatives]  on  [in¬ 
sert  date]  of  the  contractor’s  plaimed 
schedule  for  completing  the  cost 
analyses.  As  of  [insert  date  field  work 
completed],  XYZ  Corporation  had 
not  completed  the  required  cost 
analyses  for  the  subcontractors  listed 
above.  The  contractor’s  scheduled 
date  for  completing  the  cost  analyses 
is  [insert  revised  dat^s)].  These  anal¬ 
yses  should  be  submitted  to  the  con¬ 
tracting  ofHcer  prior  to  completion 
of  prime  contract  n^otiations.’’ 


19>307.8  Appendix  —  Individnals 
Havinp  Access  to  Proprietary  or  Sonrce 
Selecdon  Infiomution 

I  a.  Pursuant  to  the  procurement/int^ri- 
ty/provisions  found  at  41  U.S.C.  423, 
contracting  officers  are  required  to  main¬ 
tain  a  record  of  all  persons  who  have 
been  authorized  to  have  access  to  propri¬ 
etary  or  source  selection  information 
dunng  the  award  or  modification  of  a 
contract.  To  assist  the  contracting  officer 
in  meetiim  this  ^uirement,  a  mt  of  all 
auditors  (Including  supervisory  auditors 
and  FAO  managers)  who  worked  on  the 
price  proposal  will  be  provided  in  this 
Appendix  to  the  audit  report.  The  names 
of  administrative  personnel  who  pro¬ 
cessed  the  audit  report  will  not  be  shown 
in  this  Appendix.  Instead,  the  Appendix 
will  note  that  a  class  of  persons,  namely 
administrative  personnel,  also  had  access 
to  the  data.  The  names  of  Regional  Audit 
Manager  or  other  audit  personnel  should 
also  be  listed  in  the  Appendix  if  t^ 
accessed  propri^ary  or  source  selection 
information  during  the  proposal  evalu¬ 
ation. 

b.  This  Apptmdix  should  only  be  con¬ 
tained  in  audits  of  propotuds  for  the 
award  of  contracts  or  modifications  (as 
defined  in  FAR  3.104-4(e))  for  the  addi¬ 
tion  of  new  work  to  a  contract,  or  the 


extension  of  a  contract,  which  requires  a 
justification  and  approval  as  addressed  in 
FAR  6.3.  It  is  not  required  for  an  optirm 
where  all  the  terms  of  the  option,  includ¬ 
ing  option  prices,  are  set  forth  in  the 
contract  and  all  requirements  for  (q>tion 
exercise  have  been  satisfied.  It  is  also  not 
required  for  change  orders,  administra¬ 
tive  changes,  or  any  other  contract 
changes  that  are  within  the  scope  of  the 
contract. 


10-307 Appendix  —  IncorpontioB  of 
Government  Tedinkal  Reports 


a.  See  9-103,  9-307,  and  Appendix  D- 
300  for  specific  procedures  on  obtaini^ 
technical  assistance/reports  and  for  guid¬ 
ance  on  incorimrating  technical  informa¬ 
tion/opinions  into  the  audit  conclusions. 
FAR  lS.80S-S(eX6)  requires  that  the  au¬ 
dit  r^rt  include  dm  originals  of  all 
technical  analyses  received  by  the  auditor 
and  a  quantification  of  the  dollar  effect  of 
the  technical  analysis  findings.  The  final 
appendix  of  the  report  is  reserved  for 
presentation  of  the  technical  reports. 
Copies  of  technical  reports  will  be  indud- 
ed  with  all  audit  report  copies  distribut¬ 
ed. 

b.  The  report  prepay  by  the  govern¬ 
ment  engineeri^  qmcialist  shall  be  used 
unless  the  findings  are,  in  the  auditor’s 
opinion,  unrealistic.  The  auditor  shall 
attempt  to  reconcile  any  disagreements 
concerning  the  findings  with  the  engi¬ 
neering  specialist  and/or  the  responsible 
supervisory  personnel.  Assistance  to  re¬ 
solve  the  differences  shall  be  solicited 
from  the  contracting  officer,  if  necessary. 
If  the  auditor  is  unable  to  resolve  tM 
differences,  the  technical  report  shall  not 
influence  formation  of  the  audit  opinion 
or  the  development  of  the  questkmed 
cost.  However,  the  audit  report  idiall 
include  the  technical  report  as  the  final 
appendix  and  explain  udiy  it  was  not 
us^. 


c.  If  the  required  technical  infonna- 
tion/report  has  not  been  received,  qualify 
the  audit  scq^m  statement  and  provide 
comments  under  “Circumstances  Affect¬ 
ing  the  Audit,”  “Suminary  of  Audit  Re¬ 
sults,”  and  dm  tumendix  “Incorporatimi 
of  Government  Technical  Rmorts.”  Ur~ 
the  guidance  in  D-300  and  10-304.2d(l,. 
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f  d.  The  procurement  legations  of 
i  some  non-DoD  organizations  (e.g., 

^  NASA)  do  not  include  a  provision  com¬ 
parable  to  FAR  lS.80S-S(eX6).  Cons.*- 
I  quently,  these  organizations  may  not  pi  j- 
^  vide  for  routine  submission  of  reports  of 
i  technical  review.  Therefore,  a  non-DoD 
I  office  requesting  an  audit  should  be 
promptly  advised  of  the  need  for  a  tech- 
I  nical  r^rt  so  that  arrangements  may  be 

I  made  for  a  technical  review  without 

I  delay. 

5 

I  10-308  PraaentatkM  of  InformatioD 

!  and  Aodit  Residto 

I 

t  a.  Your  explanations,  opinions,  and 

I  recommendations  should  be  clear,  con- 
I  cise,  and  objective.  Essential  informa- 
I  tion,  however,  should  not  be  omitted  for 
I  the  sake  of  brevity.  Explaruitions  should 
I  alwajrs  contain  enough  information  to 

I  permit  the  contracting  officer  to  fully 

I  understand  the  basis  for  your  conclusions 

I  and  recommendations. 

I  b.  The  objective  of  the  pricing  proposal 

I  audit  report  is  to  provide  recommenda¬ 
tions  and  informatron  useful  to  the  n^o- 
I  tiatirm  of  fair  and  reasonable  price  and 
I  contract  terms.  It  is  not  sufficient  merely 
i  to  report  excmrtions  without  supporting 
expU^ions.  Information  regarding  the 
contractor’s  rationale,  the  audit  tests,  and 
the  measurement  of  impact  is  essential 
for  the  contracting  officer  to  understand 
i  and  sustain  the  recommendations.  There- 

i  fore,  reporting  information  pertinent 

>:■  only  to  those  items  being  questioned  may 

j  not  be  sufficient.  The  auditor  must  use 
I  judgment  concerning  the  extent  of  infor- 

t  matron  that  will  be  useful  to  the  contract- 
[  ing  officer.  For  example,  if  the  auditor 
finds  the  use  of  decrement  factors  or  the 
use  of  subjective  estinutes  when  similar 
actual  costs  are  available,  the  circum¬ 
stances  should  be  describe  and/or  the 
rauler  referred  to  the  contractor’s  written 
explanation,  if  any.  If  the  contractor  has 
r^ipUed  a  significant  decrement  factor 
without  fully  disdosing  in  its  proposal 
I  the  method  used  to  d^lop  the  factor 
'  and  specifying  the  base  to  which  it  ap- 

;  plies,  rt  is  essential  that  the  audit  rmrt 

provrde  this  information.  Likewise,  if  the 
auditor  has  developed  a  decrement  while 
I  evaluating  cost  estinutes,  the  audit  re- 
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port  sluiuld  discuss  the  method  used  to 
develop  it  and  identify  the  base  to  which 
it  applies.  An  explaiution  of  a  subcon¬ 
tract  decrement  ^ould  spwifically  state 
whether  the  factor  is  applicable  to  com¬ 
petitive  and/or  noncompetitive  quota¬ 
tions  (see  9-404.6).  For  example,  a  note 
about  subcontracts  in  a  price  proposal 
audit  report  might  include  the  following: 

“The  contractor  applied  a  3.S  per¬ 
cent  decrement  factor  to  proposed 
subcontract  costs.  This  factor  repre¬ 
sents  the  difference  between  subran- 
tract  quotations  and  actual  negotiat¬ 
ed  amounts  for  the  three^ear  period 
ending  30  June  1990.  This  decre¬ 
ment  is  applicable  to  both  competi¬ 
tive  and  noncompetitive  quoU- 
tions.” 

Without  this  explanation,  the  cost  im¬ 
pact  of  revisions  to  a  proposal  may  be 
erroneously  calculated  because  of  a  mis¬ 
understanding  of  the  method  by  which 
the  original  amount  was  developed.  The 
auditor  should  anticipate  such  conditions 
when  preparing  the  report  and  ensure 
that  explaiutory  notes  minimize  possible 
misinterpreUtions. 

c.  In  prquring  the  report,  the  auditor 
idiould  refer  the  readm’s  attention  in 
ai^r^riate  circumstances  to  pertinent 
data  included  in  the  contractor’s  submis¬ 
sion,  rather  than  unnecessarily  rqieating 
it  in  the  report. 

d.  Explanations  such  as  “not  necessary 
or  incident  to  contract  performance’’  or 
“solely  related  to  commercial  business” 
usually  require  further  amplification  to 
adequately  support  a  questioned  cost. 
For  example,  in  a  contract  repricing 
audit,  instead  of  “not  necessary  or  inci¬ 
dent  to  contract  perfornumce,”  an  expla¬ 
nation  might  re^ 

“The  contractor  acmiired  titanium 
rods  and  tubes  from  the  Astro  Metals 
Company  on  Purchase  Order  12- 
18653,  dated  5  January  1988,  and 
charged  them  directly  to  the  con¬ 
tract.  The  bill  of  material  does  not 
show  a  requirement  for  this  material 
under  the  contract,  nor  could  the 
contractor  substantiate  that  the 
items  were  jdiysically  used  on  the 
contract.  Government  technical  per- 
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sonnel  have  advised  that  titanium 
rods  and  tubes  were  neither  required 
nor  used  in  performance  of  the  con¬ 
tract;  therefore,  we  have  questioned 
the  total  amount  proposed  for  this 
charge.” 

e.  CAM  should  not  be  cited  as  the 
reason  for  treating  costs  as  questioned, 
unsupported,  or  unresolved  (see  Intro¬ 
duction  to  Manual,  0-002).  When  govern¬ 
ment  reg^tions  are  speciflcally  men¬ 
tioned  or  incorporated  by  reference  in  the 
contract  or  in  the  terms  governing  sub¬ 
mission  and  negotiation  of  the  price 
proposal,  and  costs  are  questioned  based 
on  such  regulations,  the  speciflc  reference 
should  be  cited  in  the  explanatory  note 
describing  the  circumstances  underlying 
the  questioned  cost.  The  citation  should 
be  accompanied  by  an  appropriate  expla¬ 
nation  of  the  audit  conclusion  in  terms  of 
the  reasonableness,  allocability,  or  other 
factors  affecting  the  acceptability  of  the 
cost. 

f.  When  quantitative  methods  are  used 
as  a  basis  for  the  audit  conclusions,  this 
should  be  mentioned  in  the  explanation 
of  the  individual  cost  elements  examined. 
The  report  should  adequately  explain  the 
computations  and  rationale  supporting 
your  conclusion;  however,  it  n^  not 
include  statistical  measurements  which 
are  not  relevant  to  price  negotiations.  For 
example,  comments  on  confidence  levels 
or  confidence  limits  should  not  be  includ¬ 
ed  in  audit  r^rts  unless  the  contractor 
has  cited  confidence  intervals  in  its  pro¬ 
posal  as  support  for  predicted  costs. 

(1)  When  costs  are  questioned  based  on 
a  statistical  sample,  ttie  report  need  not 
present  the  sampling  plan,  recommenda¬ 
tions  on  individual  items  examined,  or 
calculations  of  questioned  costs  if  the 
contractor  has  agreed  with  the  audit 
conclusions.  For  example,  the  explanato¬ 
ry  note  might  state: 

“We  apiriied  scientific  sampling 
techniques  to  the  raw  material  cost 
estimate.  We  tested  selected  items  by 
comparison  with  the  quantitative  re¬ 
quirements  shown  in  the  bill  of  ma¬ 
terial  which  the  government  techni¬ 
cal  representative  recommended  for 
acceptance.  We  compared  the  dollar 


values  for  the  selected  items  with  the 
latest  vendor  quotations.  We  consid¬ 
er  the  contractor’s  solicitation  of 
prospective  sources  adequate.  In  a 
number  of  instances,  however,  the 
material  quantities  or  prices  includ¬ 
ed  in  the  contractor’s  estimate  ex¬ 
ceeded  the  r^uirements  or  lowest 
quotations,  without  adequate  justifi¬ 
cation.  Applying  statistical  projec¬ 
tion  techniques  to  this  cost  category 
on  the  basis  of  the  exceptions  noted, 
we  have  questioned  $80,000  in  esti¬ 
mated  raw  material  costs.  The  con¬ 
tractor’s  representative  concurred 
with  this  adjustment.” 

(2)  When  costs  are  questioned  based  on 
a  regression  analysis  or  an  improvement 
curve,  the  auditor’s  explanation  should 
identify  data  used  in  the  analysis  and 
explain  any  differences  between  these 
data  and  amounts  appearing  in  the  con¬ 
tractor’s  cost  representations.  Graphic 
presentations  of  regression  lines  and  im¬ 
provement  curves,  whenever  practical, 
should  be  included  in  the  audit  report. 
The  report  may  also  include  computer 
printouts  when  there  are  indications  that 
negotiators  will  find  this  information 
valuable  during  negotiations. 

g.  Exhibits  and  schedules  included  in 
the  report  will  state  the  results  of  audit 
using  columns  labeled  “Questioned 
Costs,”  “Unsupported  Costs,”  and  “Un¬ 
resolved  Costs.”  These  columns  should 
be  used  only  if  costs  are  to  be  reported  in 
them;  otherwise,  they  should  be  omitted 
from  the  format,  llie  captions  are  ex¬ 
plained  in  10-308.1,  10-^8.2,  and  10- 
308.3,  respectively.  One  additional  col¬ 
umn,  labeled  “Difference,”  is  shown  to 
the  right  of  the  final  column  needed  to 
report  the  results  of  audit.  The  function 
of  this  column  is  explained  in  10-308.4. 

h.  Suggested  formats  for  audit  report 
exhibits  are  illustrated  in  Figures  10^3-2 
and  10-3-3.  These  formats  may  also  be 
used  for  schedules  if  appropriate.  Modifi¬ 
cations  should  be  made  only  when  the 
circumstances  clearly  require  a  deviation. 
Suniorting  schedule  are  preferred  over 
lenjg^y  and  complex  footnotes  to  the 
principal  exhibits. 
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10-308.1  QnestHMied  Costs 

a.  Those  amounts  on  which  audit  ac¬ 
tion  has  been  completed  and  which  are 
not  considered  acceptable  as  a  contract 
cost  will  be  shown  as  questioned  costs. 
This  cat^ory  includes  amounts  for 

(1)  Those  items  specifically  identified 
as  unallowable  under  the  contract  terms, 
statute,  public  policy,  applicable  govern¬ 
ment  relations,  or  le^  advice. 

(2)  Those  items  which,  although  not 
spMifically  unallowable  under  (1)  above, 
are  determined  to  be  unreasonable  in 
amount,  contrary  to  generally  accepted 
government  accounting  principles,  or  not 
properly  allocable  to  the  contract  consid¬ 
ering  the  relative  benefit  received  or 
other  equitable  relationship. 

(3)  The  impact  on  proposed  costs  of 
cost  avoidance  recommendations  based 
on  implementation  of  the  cost  reduction 
promms  listed  in  9-317. 

(4)  Those  items  questioned  for  other 
reasons,  usually  based  oa  government 
engineering  or  technical  advice. 

b.  If  part  of  a  cost  element  or  account  is 
not  acceptable,  only  that  part  should  be 
questioned. 

c.  If  a  cost  element  in  the  contractor’s 
proposal  has  been  significantly  understat¬ 
ed,  the  understated  amount  should  be 
shown  in  the  Questioned  Costs  column  in 
parentheses  to  denote  an  increase  for  that 
element.  If  a  portion  of  the  cost  element 
is  also  questioned,  the  net  amount  should 
be  reflected.  An  adequate  explanation 
should  be  given  in  all  cases. 

d.  Explanations  legvding  questioned 
costs  should  be  sufficiently  informative 
to  allow  the  reader  to  fully  understand 
the  basis  for  the  audit  conclusions.  The 
explanations  should  normally  be  shown 
as  footnotes  to  exhibits  and  supporting 
schedules. 

10-308.2  Unaq  vortod  Costs 

a.  Those  costs  for  which  the  contractor 
does  not  furnish  sufficient  documenta¬ 
tion  to  enable  a  definitive  conclusion  to 
be  reached  should  be  classified  as  unsup¬ 
ported.  Qassification  of  costs  as  unsup¬ 
ported  is  of  no  value  to  the  contracting 
officer.  Therefore,  the  auditor  should 
vigorously  pursue  action  to  obtain  the 
n^ed  cost  or  pricing  data  (see  9-20Sa). 


These  actions  must  be  taken  promptly  to 
avoid  delays  in  completing  the  audit. 
Also  classify  as  unsupported  aiw  pro¬ 
pose  subcontract  where  the  ACO/PCO 
decided  to  wait  for  the  contractor  com¬ 
pletion  of  the  required  cost  analysis  rath¬ 
er  than  request  an  assist  audit  (see  9- 
104.2d). 

b.  Prompt  requests  for  assistance  to 
both  the  ACO  and  PCO  are  critical  and 
should  be  confirmed  in  writing.  The 
auditor  should  clearly  identify  the  data 
needed  and  state  how  its  absence  would 
affect  the  overall  audit  opinion. 

c.  When  all  attempts  fail  (including 
ACO  and  PCO  assistance)  to  obtain  the 
necessary  supporting  data,  the  auditor 
should  include  comments  in  the  audit 
report  on  the  action  taken  and  classify 
the  costs  as  unsumiorted.  For  example,  a 
“circumstances  affecting  the  audit’’  para¬ 
graph  might  read: 

“A  significant  proportion  of  the  con¬ 
tractor’s  proposed  costs  is  unsup¬ 
ported.  We  soi^t  the  assistance  of 
both  the  ACO  and  PCO  and  advised 
them  on  10  October  1990  of  the 
items  and  the  types  of  documenta¬ 
tion  necessary  to  support  the  costs 
(see  Exhibit  A,  Note  8).  If  the  con¬ 
tractor  furnishes  adequate  support¬ 
ing  documentation  pnor  to  negotia¬ 
tions,  we  will  provide  a  supplemental 
report  to  dispose  of  the  unsupported 
costs  if  such  a  report  would  serve  a 
useful  purpose.’’ 

d.  The  report  should  state  that  the 
contractor  was  advised  of  the  unsunwrt- 
ed  costs  (see  4-304.2d).  The  explanatory 
notes  for  items  classified  as  unsupported 
costs  will  state  the  types  of  documenta¬ 
tion  considered  necessary  to  adequately 
support  the  items  and  d^ribe  the  audi¬ 
tor’s  efforts  to  obtain  such  documenta¬ 
tion. 

e.  Overhead  and  G&A  expense  api^ca- 
ble  to  unsupported  costs  should  not  be 
quantified  in  the  Unsupported  Costs  col¬ 
umn.  The  rates  applicable  to  unsuimit- 
ed  costs  should  be  stated  in  the  explana¬ 
tory  notes  so  that  the  rates  can  be  api^ed 
to  any  portion  of  the  unsupported  base 
costs  not  accepted  by  the  contracting 
officer  to  develop  the  correqxmding 
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amount  of  additional  questioned  over¬ 
head  and  G&A  costs.  When  costs  are 
classifled  as  unsupported  in  subcontract 
audit  reports,  the  subcontract  auditor  will 
identUy  the  subcontractor  loading  fac¬ 
tors,  including  profit,  in  the  explanatory 
notes  or  by  separate  schedule  so  that  they 
may  be  easily  applied  to  the  correspond¬ 
ing  base  costs  m  the  prime  contract 
report. 

10-3063  Uaieaolved  Costs 

a.  Failure  to  receive  requested  DCAA 
assist  audit  reports  wiU  necessitate  classi¬ 
fying  the  apphcable  proposed  amounts  as 
unresolved  (see  9-104).  The  unresolved 
classification  is  also  u^  when  there  are 
significant  incomplete  subcontract  pric¬ 
ing  actions  applicable  to  rroricing  pro- 
pmals  for  incentive  and  fixed  price  redet- 
erminable  contracts.  Costs  should  not  be 
classified  as  unresolved  in  any  circum¬ 
stances  other  than  those  cited  in  this 
paragraph. 

b.  The  guidance  in  10-308. Id  on  the 
presentation  of  explanatory  comments  on 
questioned  costs  also  applies  to  unre¬ 
solved  costs.  Overhead  and  G&A  expense 
applicable  to  unresolved  costs  will  not  be 
quantified  in  the  Unresolved  Costs  col- 
unm;  however,  applicable  rates  will  be 
provided  as  described  in  10-308.2e. 

c.  The  additional  information  or  action 
required  before  a  definitive  conclusion 
can  be  reached  on  unresolved  items  will 
be  stated  in  the  footnotes  or  in  the 
narrative  portion  of  the  report,  together 
with  a  statement  of  the  auditor’s  inten¬ 
tions  with  respect  to  issuance  of  a  supple¬ 
mental  audit  report.  This  statement 
should  be  based  on  the  criteria  in  e  below 
and  on  the  latest  information  available 
prior  to  release  of  the  initial  audit  report. 

d.  A  supplemental  report  should  be 
issued  when  costs  in  this  category  are 
resolved  provided  the  contract  negotia¬ 
tion  has  not  been  concluded  and  the 
rqxHt  will  serve  a  useful  purpose.  For 
example,  subcontract  costs  may  have 
been  clamified  as  unresolved  in  the  audit 
report  on  the  repricing  of  an  incentive- 
t]^  prime  contriwt,  pending  negotiation 
m  tlw  contractor  and  subcontractor  of  a 
mm  final  subcontract  price.  In  these 
cases,  the  prime  contract  price  will  usual¬ 
ly  not  be  finalized  until  a  final  price  for 


the  subcontract  has  been  established.  If 
this  procedure  is  being  followed,  a  sup¬ 
plemental  report  should  be  issued  after  a 
firm  subcontract  price  has  been  estab¬ 
lished  and  the  auditor  responsible  for  the 
prime  contractor  has  reviewed  the  data 
supporting  the  settlement.  Any  questions 
at  that  time  regarding  the  current  status 
of  prime  contract  negotiations  should  be 
discussed  with  the  contracting  officer. 

e.  The  supplemental  report  need  not 
restate  the  information  or  recommenda¬ 
tions  included  in  the  prior  report.  It 
should  be  limited  to  unresolved  items, 
unless  their  resolution  affects  other  cost 
elements  or  a  complete  restatement 
would  be  more  useful  to  the  contracting 
officer. 

10-308.4  DiffiercMC 

a.  A  “Difference”  column  will  be  in¬ 
cluded  in  the  standard  format  for  exhib¬ 
its  and  appropriate  schedules  (see  10- 
308g)  prepared  for  use  in  reports  on  price 
proposal  audits  only  (see  Figures  10-3-2 
and  10-3-3).  The  “(Questioned,”  “Unsup¬ 
ported,”  and  “Unresolved”  columns  are 
included  in  the  group  “Results  of  Audit” 
and  are  positioned,  as  needed,  in  that 
order  to  the  ri^t  of  the  “Proposed” 
column.  The  “Difference”  column  is 
placed  to  the  right  of  the  last  column  in 
the  “Results  of  Audit”  group  and  is  not  a 
part  of  that  noup. 

b.  The  “Dinerence”  column  is  intend¬ 
ed  for  the  use  of  the  contracting  officer  in 
preparing  the  government’s  n^tiation 
objective.  It  should  show  for  each  cost 
element  the  arithmetic  difference  be¬ 
tween  the  amount  proposed  and  the  sum 
of  the  related  questioned,  unsupported, 
and  unresolved  amounts,  llie  amounts  in 
this  column  should  not  be  rnarded  or 
referred  to  as  “audit-approved’^  or  “rec¬ 
ommended”  amounts. 

10-3083  (jaaliflcatloas  for  Ladk  of 
TcchakallfoportB  or  Coatractiag  Officer 
Approvala 

a.  exclusions  on  the  acceptability  of 
certain  items  shown  in  the  contractor’s 
cost  representation  or  proposal  should  be 
qualified  under  the  ftmowing  conditions: 

(1)  When  the  requested  technical  re¬ 
port  on  the  quantitative  or  qualitative 
aspects  of  the  contractor’s  proposal  has 
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not  been  received,  and  the  acceptability 
of  these  matters  cannot  be  determined  by 
other  available  audit  procedures  (see  9- 
103.3,  10-304.2d,  and  D-200). 

(2)  When  acc^tance  of  a  cost  other¬ 
wise  allowable  is  contingent  upon  the 
contracting  officer’s  specific  consent  or 
approval  (e.g.,  premium  pay  for  overtime 
requiring  approval)  which  has  not  been 
grated  but  which  you  believe  will  be 
forthcomiM. 

b.  Qualifications  will  not  be  quantified 
in  the  questioned,  unsupported,  or  unre¬ 
solved  costs  columns  in  the  exhibits  and 


schedules.  They  should  be  fully  ex¬ 
plained,  however,  by  cost  element  and 
amount  in  footnotes  on  the  applicable 
exhibits  and  schedules  keyed  to  the  items 
qualified.  The  footnotes  should  also  con¬ 
tain  enough  information,  either  explicitly 


or  by  reference,  so  that  in  conjunction 
with  the  supporting  data  in  the  contrao 
tor’s  proposal,  the  rc^rt  recipient  can 
understand  what  adjustments  may  be 
necessary  once  the  clata  which  necessi¬ 
tated  the  qualification  are  received.  For 


•  f i  /Jm  fl  n  m  LVi  I H I  n  tTTi  I 


because  a  technical  report  was  not  re¬ 
ceived,  enough  information  should  be 
included  on  accepted  hourly  rates  for 
each  direct  labor  classification  as  well  as 
on  accepted  indirect  cost  rates  (manufac¬ 


turing,  general  and  administrative,  etc.) 
which  are  applicable  to  the  qu^ified 
direct  labor  cost  to  allow  calculation  of 
any  necessary  adjustments  in  audit  re¬ 
sults.  (If  proposed  direct  labor  or  indirect 
cost  rates  are  questioned,  the  dollar  effect 
should,  of  course,  be  shown  in  the  ques¬ 
tioned  costs  column  rather  than  ex¬ 
pressed  as  a  qualification.) 

c.  When  the  principal  exhibit  is  sup¬ 
ported  by  supplementary  exhibits  and 
schedules  for  the  major  cost  elements 
(direct  material,  direct  labor,  etc.)  the 
qualifications  should  be  detailed  on  these 
supporting  tabulations.  In  such  a  case, 
the  principal  exhibit  will  contain  only 
one  gener^  qualification  making  appro¬ 
priate  references  to  the  supporting  expla¬ 
nations.  Detailed  explanations  of  qualifi¬ 
cations  will  api^r  in  the  principal  exhib¬ 
it  only  if  there  is  no  supporting  exhibit  or 
schedule  for  the  cost  element  to  which 
the  qualification  pertains. 

d.  The  disposition  of  audit  results 
para^ph  (see  10-304.4)  should  mention 
the  intention  to  issue  a  supplemental 
report  if  such  action  is  contemplated. 
The  supplemental  report  should  normally 
show  the  monetary  effect  on  both  direct 
and  indirect  costs  of  quantitative  changes 
recommended  by  technical  personnel. 
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Figare  10-3-1 

DATA  SHEET  FOR  AUDIT  REPORTS  ON  PRICE  PROPOSALS 


Audit  Report  No. 


WESTERN  REGION 
SEATTLE  BRANCH  OFnCE 
DEFENSE  CONTRACT  AUDIT  AGENCY 
SEATTLE,  WASHINGTON 

XYZ  Corporation 
Portland,  Oregon 

DATA  SHEET 


Government  Solicitation  No. _ 

Supplies  and/or  services  to  be  furnished 


(  )  Prime  Contract  (  )  Subcontract 
If  subcontract,  name  of  higher-tier  contractor  receiving  the  proposal. 


Proposed  for  (  )  Initial  pricing  (  )  Contract  Change  or 

Modification 

(  )  Definitization  of  Letter 

(  )  Price  redetermination  Contract  No. _ 

(  )  Other  purposes 

(Describe) _ 

Type  of  Contract  Proposed _ 

Amount  of  Proposal:  $ _ 

Date  of  Proposal: _ 

Offeror  (  )  has  (  )  has  not  furnished  same  or  similar  item(s)  under  prior  contracts). 
Audit  Requested  By  _ 


Date  of  Request 
Procuring  Activity 


FOR  OFFICIAL  USE  ONLY 
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Figure  10-3-2 

EVALUATION  OF  FORWARD  PRICE  PROPOSAL 

Audit  Report  No _  EXHIBIT  A 

Page  1  of  XX 


XYZ  Corporation 
Philadelphia,  Pennsylvania 
STATEMENT  OF  CONTRACTOR’S  PROPOSAL 
AND  RESULTS  OF  AUDIT 
DEFINITIZATION  OF  LETTER  CONTRACT  NA2-201 


_ Results  of  Audit  (Note  1) _ 

Elements  of  Contractor’s  Questioned  Unsupported  Unresolved  Difference 


Costs 

C^ts 

Costs 

■CSSEH 

Reference 

Material: 

Subcontracts 

$1,000,000 

S  11,500 

$100,000 

$360,000 

$  528,500 

Note  3 

Purchased  Parts 

500,000 

65,000 

435,000 

Note  4 

Raw  Material 

1,000,000 

— 

— 

1,000,000 

Note  5 

Direct  Labor 
Factory 
(623,000  hts) 

2,100,000 

210,000 

1,890,000 

Note  6 

Engineering 
(470,000  hts) 

3,000,000 

120,000 

2,880,000 

Note  7 

Overhead: 

Factory 

4,200,000 

870,000 

3,330,000 

Note  8 

Engineering 

3,000,000 

408,000 

— 

— 

2,592,000 

Note  9 

Total  Manufac¬ 
turing  Costs 

14,800,000 

1,684,500 

100,000 

360,000 

12,655,500 

G&A  Expenses 

1,036,000 

380,225 

— 

— 

655,775 

Note  10 

Total  Cost 

15,836,000 

$2,064,725 

$100,000 

$360,000 

$13,311,275 

Profit 

Total  Proposed 
Price 

1,425,000 

$17,261,000 

See  Appendix  5* 

*  See  10-307  for  illustration  of  comments  to  be  included  in  the  appendix. 

Note:  For  simplicity  of  illustration,  it  is  assumed  that  the  cost  of  money  is  not  applicable. 


Explanatory  Notes 

1.  The  results  of  audit  are  qualified,  as  described  in  Notes  6  and  10. 

2.  The  amounts  in  this  column  are  presented  solely  for  the  convenience  of  the 
procurement  activity  in  developing  its  negotiation  objective.  They  represent  only 
the  arithmetic  difference  between  the  amounts  proposed  and  the  sum  of  the  related 
questioned,  unsupported,  and  unresolved  costs.  They  ate  not  to  be  considered 
audit-approved  or  recommended  amounts.  DCAA  does  not  approve  or  recom¬ 
mend  prospective  costs  because  the  amounts  depend  partly  on  factors  outside  the 
realm  of  accounting  expertise,  such  as  opinions  on  technical  and  production 
matters.  As  stated  in  Note  3  below,  the  applicable  G  &  A  Expense  rate  has  not  been 
applied  to  the  base  costs  in  the  Unsupported  and  Unresolved  columns.  The 
accepted  5  percent  G  &  A  Expense  rate  must  be  applied  to  any  such  base  costs  not 
acc^ed  by  the  contracting  officer  in  order  to  determine  the  amount  of  any  related 
additional  unacceptable  G  &  A  Expense. 
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3.  Subcontracts 

a.  Questioned  Costs 

(1)  GHI,  Inc.  fixed-price  proposal  included  in  contractor’s  proposed  subcon¬ 
tracts. 

Subcontract  price  negotiated  with  GHI,  Inc.,  using  XYZ  Corporation’s  internal 
audit  report  19-7-1 142  was  $145,650.  Based  on  analysis  of  the  negotiation  record, 
the  audit  report,  and  the  audit  procedures  used,  we  believe  that  the  audit  results 
were  adequately  considered  in  the  negotiation. 


(2)  Fixed-price  subcontract  proposal  for  $120,000  from  UK  Company  was 
included  in  the  contractor’s  proposed  subcontract  costs.  The  subcontract  audit 
report  furnished  the  contractor  questioned  direct  labor  plus  factory  overhead  and 
G&A  ex|xnses  of  $6,500  on  the  basis  that  UK  Company  had  recognized  no 
learning  in  its  labor  estimate.  We  have  questioned  the  amount  set  out  in  the 
subcontract  audit  report  plus  profit  applicable  to  those  questioned  costs  at  the 
subcontractor’s  proposed  rate  of  10  percent  ($6,500  +  650  =  $7,150). 

Total  Questioned  Costs 


b.  Unsupported  Costs 

(1)  Unsupported  costs  of  $100,000  represent  an  estimate  by  the  contractor’s 
engineering  and  purchasing  departments  of  the  cost  to  acquire  ten  temperature 
and  humidity  controller  equipment  consoles  of  special  design.  We  found  that  the 
engineering  drawings  were  only  p^ially  complete  and  that  price  proposals  had 
not  been  requested  from  prospe^ive  subcontractors.  The  contractor  has  had  no 
cost  experience  in  manufacturing  or  subcontracting  these  or  similar  equipment 
consoles.  The  contractor  based  this  estimate  on  telephone  discussion  of  the 
specifications  with  a  potential  supplier. 

(2)  In  the  absence  of  a  definitive  subcontractor  proposal  or  contractor 
experience  in  acquiring  consoles  of  this  nature,  we  were  unable  to  reach  a 
conclusion  on  the  proposed  costs.  We  advised  the  contracting  ofiicer  on  1  July  19 

_ of  the  contractor’s  failure  to  make  available  the  necessary  supporting  data. 

In  the  event  the  contractor  later  furnishes  such  data,  we  will  provide  supplemen¬ 
tal  audit  advice  as  promptly  as  possible  after  receipt. 

(3)  To  simplify  this  report,  G&A  expense  allocable  to  the  unsupported  costs  has 
not  been  quantified.  Accordingly,  our  adjusted  G&A  rate  of  5  percent  should  be 
applied  to  any  portion  of  the  proposed  $100,000  not  accepted  by  the  contracting 
officer  (see  Note  10). 

Total  Unsupported  Costs 


c.  Unresolved  Costs 

(1)  The  requested  field  pricing  report  on  the  ABC  Manufacturing  Company 
proposal  for  $360,000  has  not  b^n  received,  nor  has  XYZ’s  internal  audit  staff 
completed  its  review  of  ABC’s  proposal.  Upon  receipt  of  the  subcontract  field 
pricing  report,  we  will  issue  a  supplemental  audit  report,  recommending 
disposition  of  these  unresolved  costs,  provided  negotiations  have  not  been 
completed. 

(2)  G&A  expense  allocable  to  these  unresolved  costs  has  not  been  quantified. 
Our  adjusted  G&A  rate  of  5  percent  should  be  applied  to  any  portion  of  the 
unresolved  cost  not  accepted  by  the  contracting  officer  (see  Note  10). 

Total  Unresolved  Costs 


$150,000 

145,650 

4,350 

7,150 
$  11,500 


$  100,000 


$  360.000 
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d.  The  remaining  $528,500  of  subcontract  costs  in  the  contractor’s  proposal 
represents  three  subrantracts  which,  in  our  opinion,  have  been  awarded  on  the 
basis  of  adequate  price  competition. 

e.  The  government  technical  report  states  that  the  contractor-designed  compo¬ 
nents  being  subcontracted  are  required  by  the  present  design  configuration  of  the 
prototype  and  are  consistent  with  the  approved  make-or-buy  plan. 

4.  Purchased  Parts 


a.  Questioned  costs  are  based  on  the  government  technical  report  and  consist  of 
the  following: 

(1)  Value  of  transformers  proposed  in  error.  These  items  are  to  be  supplied  as 
govemment-fumished  property  as  stipulated  in  the  contracting  officer’s  request 
for  proposal.  The  contractor’s  representative  concurred. 


(2)  Cost  of  ten  Model  K  servo  motors  which  are  in  excess  of  the  bill  of  material 
requirement  (200  —  190  =  10  X  $560). 


Total  (Questioned  Costs 


b.  Except  for  the  above,  our  tests  indicated  that  purchased  parts  were  proposed 
in  quantities  consistent  with  the  bill  of  material  and  at  prices  based  on  lowest 
vendor  quotations,  established  catalog  prices  for  most  favored  customer,  and 
current  purchase  order  experience. 

5.  Raw  Material 

The  government  technical  report  took  no  exception  to  the  kind  and  quantity  of 
the  raw  material  proposed.  In  addition,  we  found  that  the  materials  are  regulariy 
stocked  in  the  contractor’s  inventory  and  for  the  purpose  of  this  proposal  were 
quoted  at  current  stock  card  prices  adjusted  downward  for  anticii^ed  price 
functions  due  to  increased  quantity  requirements.  We  find  no  basis  on  adiicb  to 
question  the  proposed  costs. 

6.  Direct  Labor — Factory 

a.  Details  of  the  contractor’s  proposal  and  the  costs  questioned  with  reflect  to 
direct  factory  labor  are  shown  below: 

Contractor’s 

Proposal 


Straight  time  wages: 

625,000  hours  @  $3.20  per  hour  (including  62,500  overtime 
hours) 

$2,000,000 

Premium  portion  of  wages: 

62,500  hours  @  $1.60  per  hour  100,000 

Totals  $2,100,000 

b.  We  believe  that  the  contractor’s  proposed  straight-time  hourly  rate  of  $3.20 
and  overtime  premium  rate  of  $1.60  are  overstated.  As  of  the  date  of  our  review, 
the  average  straight-time  rate  was  only  $2.88,  and  the  average  overtime  premium 
was  only  $1.44.  The  diflerences  of  $.32  and  $.16  per  hour,  respectivdy,  nptcaent 
a  provision  for  an  average  general  wage  increase  anticipated  by  the  contractor  in 
its  proposal,  but  which  was  not  incorporated  in  the  contractor’s  recent  wage 
agrr^ent  with  its  employees.  Accordingly,  we  have  questioned  625,000  hours  of 
strai^t-time  wages  at  $.32  per  hour  ($200,000)  and  62,500  premium  hours  at 
$.16  per  hour  ($10,000). 

c.  In  addition,  the  acceptability  of  direct  factory  labor  cost  is  qualified  to  the 
extent  of  the  overtime  prmium  (62,500  hours  at  $  1 .44  per  hour  ~  $90,000),  since 
the  contracting  officer  has  not  yet  d^ermined  the  necessity  for  or  the  teasoiuble- 
ness  of  the  contractor’s  proposed  use  of  overtime. 


$  59,400 

5,600 
$  65,000 


(Questioned 

Costs 


$200,000 

10,000 

$210,000 
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d.  The  contractor  has  proposed  factory  direct  labor  to  produce  this  prototype 
model  on  the  basis  of  factory  operations  standards.  These  standards  represent 
effort  required  at  the  one-hundredth  production  unit.  The  contractor  has 
converted  standard  hours  for  the  prototype  to  estimated  actual  hours  on  the  basis 
of  an  80  percent  improvement  curve  extended  back  to  the  number  one  unit.  The 
contractor  has  experienced  an  approximate  80  percent  improvement  in  factory 
labor  efficiency  on  other  similar  products,  and  we  found  no  basis  on  which  to 
question  the  proposed  direct  labor  hours  in  this  instance.  The  government 
technical  report  also  took  no  exception  to  the  proposed  hours. 

7.  Direct  Labor — Engineering 

a.  Our  audit  indicates  that  only  430,000  engineering  hours  would  be  needed  for 
all  engineering  labor  operations,  as  compared  with  the  contractor’s  proposal  of 
470,000  hours.  The  difference  is  attributed  to  the  contractor’s  use  of  a  1 36. 7-hour 
staff-month  factor  as  opposed  to  the  130-hour  factor  used  in  our  evaluation.  (See 
Schedule  A-2**)  The  government  technical  report  concurred  in  the  proposed 
staff-months.  Accordingly,  questioned  costs  consist  of  the  difference  of  20,000 
hours  at  the  contractor’s  rate  of  S6.00  per  hour,  or  $120,0(X). 

b.  The  contractor’s  engineering  hourly  labor  rate  is  based  on  current  experience 
of  Department  6-3  projected  to  include  merit  pay  increases  for  the  period  of 
contract  performance.  The  rate  of  S6.00  per  hour  represents  the  midpoint  of 
effort.  We  consider  the  rate  reasonable. 

•8.  Overhead — Factory 

a.  The  contractor’s  proposal  was  based  on  an  overhead  rate  of  210  percent 
applied  to  straight-time  factory  direct  labor  cost.  This  rate  was  the  contractor’s 
actual  rate  for  the  prior  fiscal  year  ended  31  March  1987.  During  the  audit  the 
contractor  announced  that  production  of  a  commercial  version  of  a  military  item 
(X-4B)  the  company  is  now  producing  would  start  within  the  next  several  months. 
The  contractor  agreed  that  the  proposed  overhead  rates  did  not  reflect  this 
decision  and  that  the  commercial  work  would  substantially  increase  production 
volume  over  that  of  the  prior  year.  The  contractor  stated  that  revised  overhead 
rates  would  be  submitted  at  the  negotiation. 

b.  Pending  receipt  of  the  contractor’s  revised  submission  and  in  accordance  with 
your  request,  we  have  projected  revised  rates  for  the  period  of  contract 
performance  which  reflect  the  decision  to  produce  the  commercial  version  of  the 
X-4B.  The  detailed  computation  of  projected  rates  is  shown  in  Schedule  A-1**.  It 
is  based  on  consideration  and  analysis  of  (1)  production  schedules  and  cost 
planning  information  for  the  new  item,  (2)  fixed  and  variable  expense  ratios  for 
the  past  several  years,  and  (3)  available  budgetary  data  for  sales  and  production. 
As  shown  in  Schedule  A-2,  we  have  projected  a  revised  overhead  rate  of  183 
percent  as  compared  with  the  contractor’s  proposed  rate  of  210  percent.  This 
represents  an  overhead  rate  reduction  of  23  percentage  points  (210-183).  The 
questioned  amount  consists  of  the  following: 

23%  on  total  factory  direct  labor  cost  exclusive  of  overtime  premium 

(S2,000,000) 

183%  on  questioned  factory  labor  cost  exclusive  of  overtime  premium  ($200,000) 

(See  Note  6) 


Total  Questioned  Costs 
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*9.  Overhead — Engineering 

The  contractor’s  proposal  was  based  on  a  100  percent  overhead  rate,  the  actual 
rate  for  the  fiscal  year  ended  31  March  1987.  We  adjusted  this  to  90  percent  to 
reflect  the  projected  increase  in  volume  of  business  (see  Note  8).  The  questioned 
amount  consists  of: 

10%  of  total  engineering  labor  cost  ($3,000,000)  $300,000 

90%  ofquestioned  engineering  labor  cost  ($120,000)  108,000  (See  Note  7a) 

Total  Questioned  Costs  $408,(X)0 


*10.  G&A  Expenses 

a.  The  contractor’s  proposal  was  based  on  a  7  percent  (prior  period  actual)  G&A 
expense  rate.  We  computed  a  rate  of  5  percent  which  reflects  the  projected 
increase  in  volume  of  business  (see  Note  8).  The  questioned  amount  consists  of: 

2%  of  total  manufacturing  costs  ($14,800,000) 

S%  of  questioned  base  costs  ($1,684,300) 

Total  Questioned  Costs 


$296,000 

84,225 

$380,225 


b.  In  addition,  the  ac^tability  of  general  and  administrative  expense  is 
qualified  to  the  extent  this  expense  is  applicable  to  the  direct  factory  labor  cost 
qualified  (see  Note  6). 

*In  order  not  to  overly  complicate  this  exhibit.  Notes  8,  9,  and  10  assume  no 
items  were  questioned  in  the  overhead  and  general  and  administrative  expense 
pools,  and  tterefore,  the  adjustments  to  the  respective  rates  were  based  entirely 
I  on  a  projected  increase  in  the  volume  of  business. 

**Schedules  A-1  and  A-2  not  included  as  not  considered  necessary  for  illustrative 
purposes. 
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REPORT  TO  ESTABLISH  FINAL  PRICE  OF 
FIXED-PRICE  INCENTIVE  CONTRACT 


Audit  Report  No.  _  EXHIBIT  A 

Page  1  of  XX 

XYZ  Corporation 
Philadelphia,  Pennsylvania 
STATEMENT  OF  CONTRACTOR’S  PROPOSAL 
AND  RESULTS  OF  AUDIT 
ESTABLISHMENT  OF  FINAL  PRICE  OF 
nXED-PRICE  INCENTIVE  CONTRACT  NO _ 


Results  of  Audit 


Cost  Elements 

Contractor's 

Statement 

Questioned 

Costs 

Unresolved 

Costs 

Difference 
(Note  1) 

Reference 

Material: 

Raw  and  stores  mate- 

rial 

$1,200,000 

$43,300 

$  1,156,700 

Note  2 

Purchased  parts 

386,893 

10,000 

— 

576,893 

Note  3 

Off-the-shelf  items 

100,000 

_ 

100,000 

Subcontracted  items 

800,000 

$207,000 

593,000 

Note  4 

Interdivisonal 

transfers 

125,000 

9,000 

— 

116,000 

Note  5 

Direct  engineering  la- 

bor 

3,500,000 

150,000 

— 

3,350,000 

Sebed  A-1* 

Engineering  burden 

3,500,000 

150,000 

— 

3,350,000 

Note  6 

Direct  manufacturing 

labor 

2,400,000 

96,000 

— 

2,304,000 

SchedA-2* 

Manufacturing  burden 

4,800,000 

744,960 

— 

4,055,040 

Sched  A-3* 

Spoilage  and  rework 

84,357 

17,869 

2,070 

64,418 

Note  7 

Packaging  and  crating 

41,000 

— 

— 

41,000 

Special  tooling 

65.000 

— 

— 

65.000 

Total  Manufacturing 

Cost 

17,202,250 

1,221.129 

209,070 

15,772,051 

G&A  Expense 

1.376.180 

97.690 

— 

1.278.490 

Note  8 

Total  Cost 

Profit 

Total  Price 

18,578,430 
1.998.000  — 
$2o!576!430 

$1,318,819 

$209,070 

$17,050,541 

*Not  included  as  not  considered  necessary  for  illustrative  purposes. 

Note;  For  simplicity  of  illustration  it  is  assumed  that  the  cost  of  money  is  not  applicable. 


Eaphuiatonr  Notes 

I .  The  amounts  in  this  column  are  presented  solely  for  the  convenience  of  the  procurement  activity 
in  developing  its  negotiation  objective.  They  represent  only  the  arithmetic  difference  between  the 
amounts  proposed  and  the  sum  of  the  relat^  questioned  and  unresolved  costs.  They  are  not  to  be 
considered  audit-approved  or  recommended  amounts.  DCAA  does  not  approve  or  recommend 
prospective  costs  b^use  the  amounts  depend  partly  on  factors  outside  the  realm  of  accounting 
expertise,  such  as  opinions  on  technical  and  production  matters.  As  stated  in  Note  8  below,  the 
applicable  G  A  A  Expense  rate  has  not  been  applied  to  the  base  costs  in  the  Unresolved  column. 
The  accepted  8  percent  G  A  A  Expense  rate  must  be  applied  to  any  such  base  costs  not  accepted  by 
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the  contracting  officer  in  order  to  determine  the  amount  of  any  related  additional  unacceptable  G 
&  A  Expense. 

2.  Raw  and  Stores  Material 

Represents  overstatement  of  costs  for  pan  no.  34S,  steel  plates  (8,660  plates  at  $3.00  each) 
charged  to  the  contract.  These  charges  were  based  upon  average  unit  prices  and  the  standard  usage 
per  item  as  shown  in  the  contractor's  bill  of  material.  Selective  review  of  the  bill  of  material  charges 
disclosed  that  the  contractor  had  erroneously  applied  the  unit  price  of  pan  no.  334  ($12)  rather 
than  the  unit  price  of  pan  no.  343  ($7).  The  contractor’s  representative  concurred  in  this 
adjustment. 

3.  Purchased  Pans 

Represents  cost  of  five  transformers  purchased  from  the  government  to  replace  transformers 
origiiially  supplied  as  government-furnished  propeny  which  were  damaged  by  contractor  and 
could  not  be  used.  This  cost  is  not  considered  allowable,  as  the  government  technical  inspeaor 
determined  the  damage  was  due  to  gross  negligence.  The  contractor’s  representative  does  not 
concur. 

4.  Subcontracted  Items 

Unresolved  item  represents  costs  submitted  by  JKL  Corporation,  a  subcontractor  under  a  fixed- 
price  incentive  subcontract,  on  which  an  assist  audit  was  requested  but  has  not  yet  been  completed. 
Provided  that  the  prime  contract  negotiation  has  not  been  concluded,  we  will  issue  a  supplemental 
report  upon  receipt  of  the  assist  audit  report,  showing  the  ultimate  disposition  of  the  unresolved 

cost.  We  anticipate  that  this  report  will  be  issued  on  approximately  _ 

(date). 

3.  Interdivisional  Transfers 

Represents  excess  price  for  switches  obtained  from  PQR  Electrical  Parts  Division  of  contractor, 
in  accordance  with  FAR  3 1 .203-26,  as  follows  (contractor  concurs); 

Unit  price  billed  by  PQR  Electrical  Parts  Div. — 6,000  @$9.00  $34,000 

Unit  price  charged  by  PQR  Electrical  Parts  Div.  to  its 

most  favored  customer  for  like  quantity — 6,000  @  $7.30  43,000 

Amount  Questioned  $9,000 

6.  Engineering  Burden 

Represents  engineering  burden,  at  a  rate  of  1 00  percent  applicable  to  questioned  direct  engineer¬ 
ing  labor  costs.  The  contract  was  started  and  completed  within  the  contractor’s  fiscal  year  ended  30 
November  1987.  We  consider  the  100  percent  rate  proposed  by  the  contractor  for  this  period  to  be 
acceptable. 

7.  Spoilage  and  Rework 

The  contractor  proposed  a  3  percent  spoilage  and  rework  factor  since  this  item  is  not  an  element 
of  the  bill  of  materials.  Any  additional  materials  used  and  the  costs  of  reworking  rejects  are  charged 
to  the  spoilage  and  rework  account.  Our  analysis  of  the  account,  other  historical  data  and 
information  from  the  government  technical  inspector  indicate  that  the  3  percent  factor  is  not 
acceptable  for  subcontracted  items.  For  subcontracted  items,  past  experience  shows  that  a  I 
percent  factor  is  more  realistic  because  these  high  dollar  value  mqjor  components  require  only 
assemUy  by  the  contractor.  Accordingly,  questioned  costs  and  unresolved  items  were  computed  as 
follows  (the  contractor  does  not  concur  in  the  I  percent  rate). 
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Questioned  costs: 

Spoilage  and  rework  factor  of  3  percent  applied 
to  questioned  direct  material  cost  of  $62,300  (see  Notes  2,  3,  and  S) 
Excessive  spoilage  and  rework  factor  (2%)  applied  to 
subcontracted  items  of  $800,000 
Amount  (^estioned 
Unresolved  items: 

Accepted  spoilage  and  rework  factor  for  subcontracted  items  (1%) 
applied  to  unresolved  subcontracted  items  of  $207,000 


$1,869 

16,000 

$17,869 


$2,070 


8.  General  &  Administrative  Expense 

Questioned  amount  represents  a  G&A  expense  rate  of  8  percent  applied  to  questioned  costs. 
The  8  percent  rate  proposed  by  the  contractor  for  the  fis^  year  ended  30  November  1987 
encompasses  all  performance  under  this  contract.  We  consider  the  proposed  G&A  expense  rate 
to  be  acceptable.  To  simplify  this  report,  the  G&A  expense  Vocable  to  the  unresolved 
subcontract  and  spoilage  costs  of  $209,070  (Notes  4  and  7)  has  not  been  quantifled.  Accordingly, 
the  acceptable  G^  expense  rate  of  8  percent  should  be  ^plied  to  any  portion  of  the  unresolv^ 
costs  not  accepted  by  the  contracting  officer  to  determine  the  corresponding  additional  G&A 
expense  questioned. 
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10-400  Section  4  -  Audit  Reports  on  Operations,  Internal  Control  and  Other 

Functional  Audits 


10-401  Introduction 

a.  This  section  provides  guidance  for 
preparing  and  distributing  reports  on 

(1)  reviews  of  contractors’  operations 
for  economy  and  efficiency,  includ¬ 
ing  those  required  under  DFARS 
242.70  (“Monitoring  Contractors’ 
Costs’’), 

(2)  internal  control  audits  of  contrac¬ 
tor  accounting  and  management 
systems  (Chapter  S),  and  other 
related  functional  audits  (Chapter 
6),  and 

(3)  the  various  types  of  surveys  identi¬ 
fied  in  Chapters  3,  9,  11  and  14. 
Supplemental  guidance  for  per¬ 
forming  estimating  system  surveys 
is  presented  in  3-1200  and  supple¬ 
ment  report  guidance  for  compen¬ 
sation  audits  is  presented  in  3- 
811.3. 

b.  These  audits  and  surveys  may  be 
initiated  (1)  under  a  cost  monitoring 
program,  upon  request  of  the  con¬ 
tracting  officer,  or  (3)  as  part  of  the  field 
office’s  responsibility  for  reviewing  con¬ 
tractor  systems  and  day-to-day  opera¬ 
tions. 

10-402  Nature  of  Reports 

These  audit  reports  are  designed  to 
provide  an  independent  assessment  of 
performance  (i.e.,  operations  audits  and 
efficiency  reviews)  or  compliance  with 
internal  control  policies  and  procedures, 
and  applicable  laws  and  regulations.  The 
r^rt  provides  an  audit  opinion  on 
whether  the  contractor  is  fulfilling  its 
responsibilities  in  a  specific  area  and 
gives  the  contractor  and  contract  admin¬ 
istration  officials  information  and  recom¬ 
mendations  to  facilitate  corrective  ac¬ 
tions  and  improvements. 

1(M03  Formnt  and  Content  of 
Repoiti 

a.  Consistent  with  the  new  reporting 
format  (MRD  94-PFI>163(R),  dated  26 
September  1994)  and  guidance  in  10-200, 


reports  will  typically  include  the  follow¬ 
ing  sections: 

(1)  Cover  Sheet 

(2)  Subject  of  Audit 

(3)  Executive  Summary 

(4)  Scope  of  Audit 

(3)  Results  of  Audit 

(6)  Contractor’s  Organization  and  Sys¬ 
tems 

(7)  DCAA  Personnel  and  Report  Au¬ 
thorization 

(8)  Audit  Report  Distribution  and  Re¬ 
strictions 

(9)  Attachments 

b.  When  reports  are  being  prepar^ 
jointly  by  DCAA  and  contract  adminis¬ 
tration  persoimel  under  a  cost  monitor¬ 
ing  prc^ram,  the  auditor  will  actively 
p^icipate  in  preparing  the  report.  The 
auditor  should  ensure  that  the  report 
meets  DCAA  standards.  If  agreement  on 
report  content  cannot  be  reached  at  the 
field  level,  the  matter  should  be  elevated 
to  the  r^onal  office  and  the  counterpart 
contract  administration  level.  The  report 
should  be  distributed  to  the  contractor, 
through  the  administrative  contracting 
officer. 

c.  The  DCAA  Bulletin  Board  includes 
examples  of  report  formats  under  the 
name  NUFORMAT.ZIP. 

10-404  Cover  Sheet 

Follow  the  general  guidance  in  MRD 
94-PFD-163(R),  dated  26  September 
1994,  the  examples  on  the  DCAA  Bulle¬ 
tin  Board  under  file  name  NUFOR¬ 
MAT.ZIP  and  10-208.  All  functional 
reports  including  reports  on  joint  reviews 
under  DFARS  242.70,  regardless  of  re¬ 
ported  conditions,  intemaf  control  weak¬ 
nesses,  or  system  deficiencies,  will  be 
addrened  to  the  principal  cognizant 
ACO  (10-208).  For  reports  involving 
more  than  one  segment  of  a  company, 
this  will  usually  be  the  CACO,  unless  the 
segments  involved  are  in  the  same  loca¬ 
tion  and  assigned  to  the  same  contract 
administration  office. 
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10-405  Subject  of  Aodh 

a.  For  reports  on  economy  and  efHcien- 
cy  (operations  audits),  this  section  will 
cleimy  identify  the  area  reviewed  and  the 
objective.  For  example: 

(1)  For  audits  not  performed  under 
cost  monitoring  programs,  the  sub¬ 
ject  of  audit  paragraph  may  read: 

“As  part  of  our  comprehensive  audit 
of  the  [insert  company  name],  we 
have  reviewed  the  contractor’s  plant 
maintenance  function,  which  is  re¬ 
sponsible  for  the  maintenance  and 
repair  of  equipment  and  buildings  at 
the  Boston  uunlity.  We  performed 
the  audit  to  evaluate  the  effective¬ 
ness  of  the  contractor’s  policies  and 
practices  in  assuring  that  mainte- 
ruL'  ce  tasks  are  carried  out  in  a 
timely,  efficient,  and  economical 
manner.  Our  audit  was  conductrxl 
from  November  19XX  throi^  Feb¬ 
ruary  19XX  and  covered  contractor 
operations  for  the  frscal  year  ended 
31  December  19XX.’’ 

(2)  For  audits  performed  under  cost 
monitoring  programs,  the  same 
paragraph  nught  b^in: 

“In  accordance  with  the  provisions 
of  DFARS  242.70,  we  have  audited 
the  XYZ  Company’s  (name  of  de¬ 
partment)  deputment  (or  function) 
to  evaluate  .  .  .” 

b.  For  internal  control  audits  of  con¬ 
tractor  accounting  and  numagement  sy^ 
terns  (Chapter  S),  the  subject  of  audit 
paragraph  may  read: 

I  “We  have  audited  [insert  contrac¬ 
tor’s  name]  [insert  system  reviewed] 
system  to  evaluate  the  adequacy  of 
and  [insert  contractor’s  name]  com¬ 
pliance  with  the  system’s  internal 
controls  for  [describe  the  purpose  of 
the  system,  i.e.,  developing  accurate, 
current,  and  complete  cost  estimates 
ot  accumulatiim  and  recording  direct 
labor  costs].  (^  5-100). 

c.  For  reviews  or  surveys  discussed  in 
Chi^iters  5,  9,  II,  and  14,  the  subject  of 
audit  section  should  describe  the  nature 
of  the  survey. 


d.  This  section  should  also  include  a 
responsibility  statement.  For  internal 
control  audits  this  may  read: 

“[Insert  contractor’s  name]  is  re¬ 
sponsible  for  establishing  and  main¬ 
taining  an  adequate  [insert  tystem 
name]  system.  Our  responsibility  is 
to  express  an  opinion  on  the  adequa¬ 
cy  of  the  [insert  system  name]  system 
based  on  our  audit.’’ 

10-406  Scope  of  Audit 

a.  All  reports  should  contain  the  fol¬ 
lowing  scope  statement: 

“We  conducted  our  audit  in  accor¬ 
dance  with  Knerally  accepted  gov¬ 
ernment  aumting  standards.  Those 
standards  require  that  we  plan  and 
perform  the  audit  to  obtain  reason¬ 
able  assurance  about  whether  the 
[insert  data,  records,  representations 
or  system  namd  are  free  of  material 
misstatement.  Our  audit  includes: 

•  assessing  control  risk  to  use  as  a 
basis  for  planning  the  nature,  tim¬ 
ing,  extent  of  testing; 

•  examining,  on  a  test  basis,  evider  'e 
supporting  the  amounts  and  disclo¬ 
sures  in  Uie  data  and  records  re¬ 
viewed; 

•  assessing  the  accountii^  principles 
used  and  significant  estimates  made 
by  the  contractor,  and 

•  evaluating  the  overall  data  and  rec¬ 
ords  presentation. 

We  evaluated  the  [insert  data,  rec¬ 
ords,  representations  or  system 
name]  using  the  applicable  require¬ 
ments  contained  in: 

•  Federal  Acquisition  Rraulations 
(FAR), 

•  DoD  far  Supplement  (DFARS), 
and 

•  Cost  Accounting  Standards." 

b.  The  scope  for  an  internal  control 
audit  would  also  include: 

•  obtaining  an  understanding  of  the 
estimating  system  and  rdated  inter¬ 
nal  contiob 
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•  determining  if  the  internal  controls 
are  ad^uate  and  in  operation 

c.  For  a  joint  reiMit  being  prepared 
under  a  cost  monitoring  program,  a  sepa¬ 
rate  paragraph  may  be  for  a  techni¬ 
cal  scope  statement.  The  technical  repre¬ 
sentative  should  furnish  the  actual  word¬ 
ing.  The  audit  scope  statement  for  a  joint 
report  might  begin  as  follows: 

“The  financial,  accounting,  and  re¬ 
lated  aspects  of  this  joint  review 
were  performed  .  .  .” 

d.  The  types  of  contractor  records  and 
documents  examined  should  be  briefly 
identified  along  with  a  description  of 
unique  audit  steps  or  techniques  used 
and  the  period  oi  performance.  Internal 
control  audits  should  describe  the  scope 
of  the  auditor’s  woilc  in  obtaining  an 
understanding  and  testing  relevant  inter¬ 
nal  control  objectives.  For  example,  this 
paragraph  may  read: 

“Our  audit  speciHcalfy  covered  the 
[insert  system  name]  system’s  inter¬ 
nal  control  procedures  associated 
with  the  following  control  objectives: 

[List  the  system’s  control  objectives 
rom  Chapter  5]’’ 

e.  Any  factors  which  restricted  or  limit¬ 
ed  the  scope  of  the  audit  should  be  cleaily 
described  within  the  scope  of  audit  sec¬ 
tion  under  a  separate  heading  entitled 
“RESTRICTIONS’’.  (See  10-209.2,  “Cir¬ 
cumstances  Affecting  the  Audit’’.) 

1(M07  Executive  Sunuiiary 

This  section  is  intended  to  give  the 
reader  a  brief  overview  of  the  audit 
findings.  It  should  brieflv  describe  the 
audit  opinion,  recommendations  and  the 
^nificant  issues  su|n>orting  the  opinion. 
This  section  for  an  internal  control  audit 
of  the  contractor’s  estimating  system  may 
read: 

“In  our  opinion,  the  contractor’s 
estimating  system  is  inadequate  in 
some  respects.  Our  audit  dlisclosed 
two  major  deficiencies  in  [insert  con¬ 
tractor’s  name]  estimating  system 
that  result  in  overstated  and  unsup¬ 
ported  material  and  subcontract 
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costs.  As  a  result,  we  recommend 
disapproval  of  these  portions  of  [in¬ 
sert  contractor’s  name]  estimating 
system. 

SIGNinCANT  ISSUES: 

1.  [Insert  contractor’s  name]  does  not 
prepare  a  consolidated  bill  of  mate¬ 
rial  to  support  proposed  material 
costs.  This  deficiency  results  in 
overstated  material  costs  since  ven¬ 
dor  quantity  discounts  are  often  not 
considered  when  pricing  material 
quantities. 

2.  [Insert  contractor’s  name]  does  not 
analyze  subcontractor  proposals  pri¬ 
or  to  i^otiating  the  prime  contract 
price.  This  deficiency  results  in  sub¬ 
stantial  overstated  proposed  sub¬ 
contract  costs  since  [insert  contrac¬ 
tor’s  name]  achieves  reductions  in 
the  subcontractor’s  proposals  after 
the  analysis  have  b^  performed. 

3.  [Insert  contractor’s  name]  agrees 
and  is  taking  auressive  action  to 
correct  these  dewiencies.” 

10-408  Results  of  Audit 

a.  This  section  should  summarize  the 
conditions  and  recommendations  found 
during  the  audit.  The  opening  paragraphs 
will  vary  according  to  the  nature  of  the 
report. 

(1)  Operation  Audits  which  reveal  po¬ 
tential  cost  avoidance  should  begin  with 
a  statement  of  the  total  estimated  cost 
avoidance.  For  example,  the  statement 
might  read: 

“Our  audit  disclosed  that  if  the  con¬ 
tractor  were  to  use  interactive  com¬ 
puter  graphic  techniques  rather  than 
manual  methods  for  preparing  lay¬ 
outs,  schematics,  and  drawings,  an 
annual  cost  avoidance  of  about  $1.1 
million  could  be  realized.  About  $0.6 
million  is  allocable  to  government 
programs.’’ 

(a)  Follow  this  statement  by  briefly 
describing  the  conditions  that  create  the 
opportunity  for  the  estimated  cost  avoid¬ 
ance,  including  the  amount  applicable  to 
each  condition  and  a  concise  explanation 
of  how  adopting  the  recommendation 
will  result  in  savings.  Acknowledge  oon- 
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tractor  actions  which  have  achieved  sav¬ 
ings  in  the  area  under  review.  These 
conditions  should  be  detailed  as  “State¬ 
ments  of  Conditions  and  Recommenda¬ 
tions”  (see  10-409). 

(b)  A  paragraph  concerning  the  incor¬ 
poration  of  the  review’s  cost  avoidance 
recommendations  into  price  proposals 
should  be  included  in  this  section,  as  in 
the  followin  :  example. 

“These  recommendations  pertain  to 
the  reasonableness  of  the  contrac¬ 
tor’s  future  costs.  Therefore,  we  rec¬ 
ommend  that  the  contracting  officer 
instruct  the  XYZ  Compaiw  to  imme¬ 
diately  incorporate  the  effect  of  the 
recommendations  into  its  estimating 
methods,  forward  pricing  rate  sched¬ 
ules,  and  applicable  contract  price 
proposals.  These  recommendations 
affect  primarily  [specify  cost  area^), 
such  as  general  and  administrative 
expense  rate,  direct  engineering  de¬ 
sign  labor  cost,  and  manufacturing 
overhead  rate].  Savings  can  be 
achieved  as  early  as  [specify  quarter 
and  year]  if  our  recommendations 
are  implemented  promptly.  If  XYZ 
Company  does  not  reflect  the  cost 
impact  of  our  recommendations  in 
its  proposals,  we  will,  as  a  minimum, 
question  the  costs  as  being  unreason¬ 
able  in  accordance  with  FAR  31.201- 
3.  We  may  also  recommend  that  the 
contracting  officer  reject  future  pric- 
iM  submissions  which  include  the 
eftMs  of  identified  inefficient  or 
uneconomical  practices.” 

(c)  If  significant  internal  control  defi¬ 
ciencies  are  noted  during  a  functional  or 
operations  review,  the  scope  of  audit 
section  should  identify  the  deficiencies 
and  state  the  potential  cost  impact  or  the 
general  effect  and  risk  to  the  government 
associated  with  these  deficiencies.  State 
that  we  will  initiate  a  separate  internal 
control  audit  of  the  applicable  system 
and  issue  a  separate  report.  Refer  to  10- 
408a(^  below. 

(2)  For  internal  control  audits  express 
an  overall  opinion  on  the  adequacy  [i.e., 
adequate,  inadequate  in  some  respi^,  or 
inadeguate]  of  those  aspects  of  the  ac¬ 
counting  and  management  system  and 


related  internal  controls  that  were  re¬ 
viewed.  For  example,  this  paragraph  may 
read: 

“In  our  opinion,  the  [indicate  the 
system  reviewed]  system  and  related 
internal  control  policies  and  proce¬ 
dures  of  [Insert  Contractor’s  Name] 
are  adequate  [or  inadequate]  [or  in¬ 
adequate  in  some  respkits]. 

If  the  deficiencies  are  so  simificant  that 
the  entire  system  is  unreliable,  the  audit 
opinion  should  be  that  the  system  is 
inadequate.  If  the  deficiencies  affect  only 
parts  of  the  system,  then  the  audit  opin¬ 
ion  should  state  that  the  system  is  inade¬ 
quate  in  some  respects  and  identify  the 
inadequate  portions  of  the  system.  Also, 
if  significant  deficiencies  are  reported, 
the  opinion  on  the  system  should  either 
be  “inadequate  in  some  respects”  or 
“inadequate”.  If  items  are  found  that  do 
not  impact  the  adequacy  of  the  system 
but  would  enhance  the  system  if  correct¬ 
ed,  they  should  be  reported  as  “Sugges¬ 
tions  to  Improve  the  System”(see  (b) 
below).  These  items  should  not  be  report¬ 
ed  as  deficiencies. 

(a)  If  our  audit  disclosed  significant 
deficiencies,  the  results  of  audit  should 
identify  the  deficiencies  and  the  affected 
costs.  This  paragraph  should  also  provide 
the  estimate  of  costs  affected  by  deficien¬ 
cy  (i.e.,  direct  cost  and  related  indirect 
expense).  For  example,  if  the  deficiencies 
result  in  unallowable  costs  being  charged 
to  the  rovemment,  the  estimated  amount 
of  unaUowables  would  be  disclosed.  If  the 
unallowable  amount  is  undeterminable, 
the  costs  generated  by  the  deficient  sys¬ 
tem  (or  portion  of  the  system)  would  be 
disclosed  (e.g.,  if  labor  transfer  documen¬ 
tation  was  deficient,  the  cost  related  to 
the  labor  transfer  would  be  disclosed). 
The  deflciencies  and  the  related  cost 
impacts  (see  l(>-209.3h(2))  should  be 
summarizMl  here  and  detailed  in  the 
“Statement  of  Conditions  and  Recom¬ 
mendations”  appendixes.  For  example, 
this  paragraph  may  read: 

“Our  audit  noted  certain  significant 
deficiencies  in  the  design  or  opera¬ 
tion  of  the  internal  contnrf  structure. 

In  our  judgement,  these  deficiencies 
could  adversely  affect  the  oiganiza- 
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tion’s  ability  to  record,  process,  sum¬ 
marize,  and  report  [indicate  the  na¬ 
ture  of  costs  associated  with  the 
system(s)  reviewed,  i.e.,  labor  in¬ 
curred  costs]  in  a  matmer  that  is 
consistent  with  applicable  govern¬ 
ment  contract  laws  and  regulations. 
These  conditions  are  detailed  in  the 
“Statement  of  Conditions  and  Rec¬ 
ommendations”  appendixes  and 
summarized  below:” 

(b)  If  the  auditor  identified  deficiencies 
which  are  not  considered  to  be  significant 
but  correction  would  enhance  the  system, 
they  should  be  reported  in  an  appendix  to 
the  report  entitled  “Suggestions  to  Im¬ 
prove  the  System”  and  referred  to  in  the 
“Results  of  Audit”  section  of  the  report. 
For  example,  this  paragraph  may  read: 

“During  the  course  of  our  review,  we 
also  noted  other  matters  involving 
the  [indicate  system  being  reviewed] 
system  and  related  internal  controls 
which,  althou^  not  considered  to  be 
significant  denciencies  at  this  time, 
we  believe  should  be  communicated 
to  the  management  of  [Insert  Con¬ 
tractor’s  Name].  These  matters  are 
detailed  in  the  “Suggestions  to  Im¬ 
prove  the  System”  appendix  to  this 
report.” 

(c)  Report  the  auditor’s  overall  control 
risk  assessment  and  the  impac:  this  as¬ 
sessment  will  have  on  the  nature  and 
extent  of  audit  effort  on  other  financial 
related  audits.  For  example,  this  para¬ 
graph  may  read: 

“Overall,  we  have  assessed  control 
risk  relating  to  the  contractor’s  [indi¬ 
cate  system  reviewed]  as  [low/ 
moderate/high].  As  a  result,  our  au¬ 
dit  effort  in  the  following  areas  will 
be  [increased/decreased]:  [List  the 
audit  areas  affected  and  the  changes 
in  audit  effort]”. 

(d)  If  significant  deficiencies  are  re¬ 
ported  for  systems  where  FAR/DFARS 
provides  for  approval/disapproval  (i.e., 
estimating  and  purchasing) -and  the  defi¬ 
ciencies  have  not  been  corrected,  recom¬ 
mend  disapproval  of  the  identified  part 
or  the  entire  system.  For  all  systems,  if 


the  contractor  has  not  taken  positive 
actions  on  the  deficiencies,  recommend 
other  government  actions  such  as  suspen¬ 
sion  or  disapproval  of  costs  generated  by 
the  inadequate  portion  of  the  system  or 
the  entire  system. 

b.  Many  major  government  contracts 
contain  clauses  requiring  an  approved 
cost/schedule  control  (CVSC)  system 
meeting  DoDI  5000.2  criteria  for  pierfor- 
mance  measurement  on  selected  acquisi¬ 
tions  (11-200).  If  the  contractor  has  con¬ 
tracts  requiring  an  approved  C/SC  sys¬ 
tem,  provide  an  assessment  of  whether 
the  deficiencies  disclosed  in  reports  on 
material  management  and  accounting 
systems,  labor,  other  accounting  systems, 
forward  pricing  rates,  budgets,  and  billing 
systems  are  likely  to  materially  affect  the 
reliability  of  the  contractor’s  C/SC  sys¬ 
tem.  Discuss  findings  and  recommenda¬ 
tions  relating  to  the  C/SC  system  with  the 
Contract  Administration  Office  C/SC 
monitor  and  the  audit  supervisor  prior  to 
issuance  of  the  report.  Immediately  after 
issuing  the  report,  the  auditor  should 
evaluate  the  impact  of  these  deficiencies 
on  specific  contracts  requiring  an  ap¬ 
proved  C/SC  system  and  where  signifi¬ 
cant  provide  the  details  in  C/SC  systems 
surveillance  reports  (ll-209.2e).  For  ex 
ample,  the  systems  report  might  say: 

“We  believe  the  deficiencies  noted  in 
this  report  will  have  a  material  im¬ 
pact  on  the  reliability  of  the  contrac¬ 
tor’s  cost/schedule  control  (C/SC) 
system  and  on  the  accuracy  of  the 
system’s  data.  Immediately  after  is¬ 
suing  this  report,  we  will  evaluate 
these  deficiencies  to  determine  the 
impact  on  specific  contracts  requir¬ 
ing  an  approved  C/SC  system  and 
will  provide  the  details  in  C/SC 
systems  surveillance  reports.” 

c.  Set  forth  the  results  of  the  exit 
conference  with  designated  company  re|v 
resentatives  where  the  results  of  audit 
and  statement  of  conditions  and  recom¬ 
mendations  were  presented.  This  section 
should  state  that  the  findings,  such  as 
noncompliances,  system  deficiencies, 
cost  avoidances,  or  cost  impacts,  were 
provided  to  the  contractor  and  that  its 
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responses  were  incorporated  in  the  corre¬ 
sponding  appradixes. 

d.  This  section  should  also  report  the 
status  of  contractor  efforts  to  correct 
previously  reported  conditions  in  the 
same  area  and  it  should  state  whether  the 
auditor  considers  the  corrective  action 
adequate.  If  corrective  action  has  not 
been  taken  or  is  inadequate,  the  recom¬ 
mendation  should  be  restated  and  the 
updated  discussion  of  the  matter  should 
be  referenced  in  the  present  report. 

e.  Functional,  operation,  and  account¬ 
ing  and  management  systems  audl*<=  usu¬ 
ally  review  parts  of  the  contractor’s  sys¬ 
tem  of  internal  controls  rather  than  the 
entire  system.  As  a  result,  the  results  of 
audit  section  should  generally  include  the 
following  paragraph: 

“We  examined  only  the  [insert  the 
function,  operation,  or  accountin'^ 
and  mam^ement  system  reviewed]. 
Accordingly,  we  express  no  opinion 
on  the  contractor’s  system  of  internal 
controls  taken  as  a  whole.’’ 

10-409  Statement  of  Conditions  and 
Recommendations 

a.  The  statements  of  condition  and 
recommendations  are  an  integral  part  of 
the  results  of  audit  and  should  follow  the 
narrative  described  in  10-408.  The  pre¬ 
sentation  should  follow  the  six-element 
outline  as  noted  below  to  present  a  logical 
statement  of  conditions  and  recommen¬ 
dations.  The  two  main  subheadings 
should  be  “Condition”  and  “Recommen¬ 
dation”.  Although  the  six  elements  of  an 
audit  finding  should  not  be  addressed 
under  separate  subheadings,  they  must  be 
included  as  part  of  the  statement  of 
condition  to  present  a  logical,  convincing 
case. 

(1)  Condition  -  This  attribute  identifies 
the  nature  of  the  deficiency,  finding,  or 
unsatisfactory  condition  by  disclosing 
how  things  are. 

(2)  Criterion  -  This  attribute  estab¬ 
lishes  the  Intimacy  of  the  finding  disc¬ 
losing  how  thiim  should  be. 

(3)  Cause  •  Inis  attribute  gets  to  the 
root  of  the  problem  by  answering  the 
question,  “Why  did  it  nappen?” 


(4)  Fact  -  Examples  should  be  included 
to  demonstrate  to  the  contracting  offi¬ 
cials  and  contractor  that  the  reported 
conditions  do  exist. 

(5)  Effect  -  This  attribute  co»'"'nces  the 
reader  that  the  condition  is  si^.  iiicant  by 
answering  the  question,  “What  happened 
as  a  result  of  this  condition?  How  was  the 
government  harmed?” 

(6)  Recommendation  -  This  attribute 
suggests  remedial  action  answering  the 
question,  “What  must  be  done  to  elimi¬ 
nate  the  cause  of  the  condition?”  If  the 
relationship  between  the  cause  and  the 
condition  is  clear  and  logical,  the  recom¬ 
mended  action(s)  will  most  likely  be 
feasible  and  appropriately  directed. 

b.  Present  a  comprehensive  condition 
statement  for  each  signiHcant  deficiency 
or  area  susceptible  to  improvements  in 
economy  or  efficiency.  If  possible,  quan¬ 
tify  the  estimated  annual  savings  to  be 
realized  by  implementing  the  audit  rec- 
ommendation(s)  to  eliminate  the  defi¬ 
ciency.  Also,  if  estimated  annual  savings 
is  not  relevant,  provide  an  estimate  of  the 
«)sts  affected  by  the  deficiency. 

c.  The  auditor’s  constructive,  specific 
recommendation(s)  should  be  stated  im¬ 
mediately  after  each  reported  condition. 
Use  a  separate  section  labeled  “Contrac¬ 
tor’s  Reaction”  to  summarize  the  con¬ 
tractor’s  response  to  the  condition  and 
recommendationfs).  Include  the  com¬ 
plete  written  response  as  an  “attach¬ 
ment.”  If  the  contractor’s  comments  war¬ 
rant  a  rebuttal  or  rejoinder,  include 
DCAA’s  argument  in  a  section  labeled 
“Auditor’s  Comments.” 

10-410  Contractor  Organization  and 
Systems 

This  section  should  furnish  pertinent 
information  necessary  for  the  reader  to 
understand  the  area  reviewed.  This  infor¬ 
mation  should  be  classified  under  sepa¬ 
rate  subheadings  for  the  organization  and 
individual  system(s)  (e.g.,  accounting  sys¬ 
tem,  estimating  system,  labor  system, 
etc.) 

a.  The  ORGANIZATION  subheading 
mi^t  include  a  description  of  contrac¬ 
tor's  organization,  intercompwy  rela¬ 
tionships,  facilities,  product  lines  and 
current  operations,  staffing  levels,  per- 
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centage  of  government  participation  and 
so  forth. 

b.  For  individual  audits  of  accounting 
and  management  internal  control  sys¬ 
tems  this  section  should  provide  back¬ 
ground  on  the  system  being  reviewed. 
For  example,  background  on  the  estimat¬ 
ing  system  may  read: 

“ESTIMATING  SYSTEM” 

Ijmsert  contractor’s  name]  has  about 
30  employees  who  work  m  the  Esti¬ 
mating  Department.  The  Estimating 
Department  is  responsible  for  pre- 
pming  cost  estimates  used  in  indi¬ 
vidual  price  propos^  indirect  ex¬ 
pense  rate  forecasts,  indirect  depart¬ 
mental  cost  budgets,  progress  pay- 

Iment  requests,  and  contract  financial 
reports,  [insert  contractor’s  name] 
detailed  estimating  policies  and  pro¬ 
cedures  are  described  in  its  “Consol¬ 
idated  Estimating  Manual.”  The  last 
revision  made  to  this  manual  was 
dated  31  July  199X. 

During  the  last  FY  199X,  [insert 
contractor’s  name]  submitt^  about 
$730  million  of  price  proposals  to 
the  government.  Based  on  these  pro- 
I  posals,  [insert  contractor’s  name]  ex¬ 
pects  to  obtain  contract  awards  of 
about  $420  million. 

c.  For  other  financial  related  audits 
(e.g.,  incurred  cost,  prppmal,  progress 
payment,  etc.),  this  section  would  pro¬ 
vide  the  following  information  on  the 
relevant  accounting  and  management  in¬ 
ternal  control  systems  that  cover  the  area 
being  audited: 

(1)  the  opinion  on  the  ad^uacy  [or 
inadequacy  in  part  or  in  total], 

(2)  our  most  recent  internal  control 
audit, 

(3)  our  assessment  of  control  risk, 

(4)  the  impact  of  this  risk  on  other 
related  audits,  and 

(S)  the  current  status  of  outstanding 
system  deficiencies  and  noncom¬ 
pliance  issues. 

The  liM  of  issues  diould  be  continuoudy 
ujKlated  to  remove  corrected  defkien- 
cies/ntmoomplianoes  and  add  new  ones. 
The  cost  impact  of  these  issues  affecting 
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the  area  being  reviewed  should  be  worked 
into  the  structured  notes  in  the  results  of 
audit  section.  Each  issue  should  also  be 
updated  on  an  ongoing  basis  to  reflect  the 
current  status  of  corrective  action.  A 
sample  paragraph  for  a  contractor’s  esti¬ 
mating  system  may  read: 

“ESTIMATING  SYSTEM” 

“In  our  opinion,  [insert  contractor’s 
name]  estimating  system  and  the 
related  internal  control  policies  and 
procedures  are  inadequate  in  some 
respects  to  ensure  that  proposals  and 
Hn^  certified  contract  prices  are 
based  on  accurate,  complete,  and 
current  cost  or  pricing  data.  As  a 
result  of  these  deficiencies,  the  AGO 
disapproved  the  material  portion  of 
the  estimating  system  on  1  January 
199X.  Our  audit  of  [insert  contrac¬ 
tor’s  name]  estimating  system  is  dis¬ 
cussed  in  Audit  Report  No.  3851- 
9XL24010131,  dated  1  November 
199X,  previously  provided  to  your 
office.” 

“In  this  audit  we  obtained  an  under¬ 
standing  of  the  estimating  syMem 
internal  control  structure  p^cies 
and  procedures  and  determined  that 
certain  estimating  methods  are  defi¬ 
cient.  As  a  result  of  the  following 
listed  outstanding  estimating  defi¬ 
ciency,  we  assess  the  risk  for  overes¬ 
timating  material  costs  as  high  and 
have  adjusted  our  audit  scope  ac¬ 
cordingly.” 

“Outstanding  Estimating  Deficien¬ 
cies” 

“Deficiency,  [insert  contractor’s 
name]  does  not  have  effective  inter¬ 
nal  controb  to  ensure  that  pn^osed 
material  costs  are  based  on  current 
vendor  quotes,  recent  historical 
prices,  or  reflect  vendor  promiA  pay¬ 
ment  or  quantity  discounts.  As  a 
result,  pnqxised  material  costs  are 
often  overstated.” 

“Status:  [insert  contiMtor’s  name] 
agrees  and  b  currently  revising  its 
estimating  policies  and  procedures 
to  correct  this  deficiency.  After  the 
policies  and  procedures  have  been 
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revised,  training  will  be  provided  to 
all  [insert  contractor’s  name]  estima¬ 
tors.  [insert  contractor’s  name]  ex¬ 
pects  to  complete  these  actions  by  31 
July  199X.” 

10-411  DCAA  Penmuiel 

a.  Identij^  the  contacts  (i.e.,  the  audi¬ 
tor,  supervisorjr  auditor  and  FAO  manag¬ 
er)  for  further  information  regarding  the 
audit.  Include  appropriate  phone  and 
FAX  numbers. 

b.  “Audit  Report  Authorized  By’’  is  the 
signature  block  for  the  audit  report.  Show 
the  sijmatuie  authentication  prescribed 
in  10-210.  Joint  reports  prepfued  under  a 
cost  monitoring  program  will  be  signed 
by  both  the  contract  administration  offi- 
aal  and  the  branch  manager  or  resident 
auditor. 

1(M12  Audit  Repcwt  Distribution  and 
Restrictions 


a.  All  recipients  of  the  audit  report  will 
be  identified  in  this  section  of  the  report. 
Section  10-211  delineates  the  basic  policy 
and  instructions  on  distributing  audit 
reports.  In  addition,  rerort  copies  should 
be  distributed  as  specified  below  to  pro¬ 
vide  information  that  other  officials  may 
use  in  performing  their  respective  duties. 
A  transmittal  letter  should  accompany  aU 
functional  reports.  It  should  not  be  con¬ 
strued  as  suggest!^  the  need  for  assis¬ 
tance  to  the  ACO  in  resolving  the  report 
recommendations.  Audit  rqMit  distribu¬ 
tion  requirements  for  non-DoD  contrac¬ 
tors  are  shown  in  Supplement  1S-1S7. 
Non-DoD  address  lists  for  audit  r^rts 
are  presented  in  Supplements  IS-lSl 
through  1S-1S6. 

b.  Audit  r^rt  distribution  restrictions 
should  be  lirfed  in  this  section  of  the 


rnwrt.  Follow  the  general  guidance  in  10- 
206,  the  wording  lOustrated  in  MRD  94- 
PFI>163(R),  dated  26  Sratember  1994, 
and  the  examples  on  the  DCAA  Bulletin 
Board  System  under  the  file  name  NU- 
FORMAT.ZIP. 


11M12.1  DfatriWtioa  to  Contractor 
a.  The  ACO  is  reqwnsible  for  formally 
notifying  the  contractor  of  the  reported 
results  m  audit  by  forwarding  the  report 


to  the  contractor  (DFARS  242.7002- 
2(bKl)). 

b.  Show  the  contractor  on  the  report 
distribution  list  (10-211),  using  the  par¬ 
enthetical  phrase  “(thru  the  ACO).’’ 

10-412.2  Distribution  to  Other  In-Plant 
Government  Representatives 

Other  government  procurement  activi¬ 
ties  have  resident  offices  at  some  contrac¬ 
tor  facilities.  They  may  include  technical 
staff  from  the  program  office,  require¬ 
ments  analysts  from  the  logistics  swport 
office,  and  procuring  contracting  officers’ 
representatives.  Provide  each  such  office 
a  copy  of  any  report  which  affects  its  area 
of  the  contractor’s  (^ration  unless  the 
office  prefers  not  to  receive  such  reports. 

10-412J  Distribntion  to  Procnrement 
Offices 

a.  Information  copies  of  reports  with 
significant  findi^  should  be  sent  to  each 
procurement  office  doing  substantial 
business  with  the  contractor,  unless  an 
office’s  contracts  would  not  be  affected 
by  the  reported  conditions.  A  report  with 
significant  findings  is  one  that  discloses 
one  or  more  major  deficiencies  or  recom¬ 
mends  significant  cost  avoidance  or  con¬ 
tractor  corrective  action(s).  A  foUow-w 
report  should  be  distribute  as  a  signifi¬ 
cant  report  if  the  prior  report  on  the  same 
subject  contained  significant  findings. 

b.  Upon  written  request  to  the  FAO,  a 
procurement  office  may  be  adde  to  or 
deleted  from  report  distribution  lists  for  a 
particular  contractor  without  regard  to 
the  above  criteria. 

c.  For  distribution  procedures  related 
to  team  reports  see  10-208.1. 

10-412A  AMtional  Distribntion  of 
Reports  on  Snbeontmetots 

a.  Some  companies  perform  significant 
subcontracts  under  miqor  procurement 
programs.  In  such  cases  report  distribu¬ 
tion  should  consider  the  information 
needs  of  the  procurement  officefs)  in¬ 
volve.  Apply  the  same  criteria  as  for 
prime  contractors  (10-412.3  above).  A 
report  distributed  to  a  procurement  of¬ 
fice  because  of  subcontract  rather  than 
prime  contract  interest  requires  further 
distribution  to  each  plant  representa- 
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tive/ACO  at  the  related  prime  contractor 
and  any  intervening  subcontractors. 

b.  When  distribution  to  a  procurement 
office  is  not  warranted,  consider  whether 
the  reported  conditions  may  nevertheless 
be  significant  to  the  plant  representa- 
tive/ACO  at  the  next  higher-tier  contrac¬ 
tor  doing  substantial  business  with  the 
subcontractor.  An  estimatiim  system  sur¬ 
vey  of  a  subcontractor  (if  significant 
deficiencies  are  involved)  is  an  example 
of  a  report  that  would  normally  be  of 
interest  to  government  representatives  at 
the  next  hi^er  tier.  Such  reports  are  not 
intended  for  action  by  or  release  to  the 
higher-tier  contractors.  Therefore,  the 
cover  sheet  stipulation  concerning  release 
of  subcontractor  information  (10-206.3) 
is  not  required.  If  a  higher-tier  plant 
representative/ACO  or  auditor  beheves 
that  the  contractor  should  be  advised  of  a 
particular  condition  at  the  subcontractor, 
an  assist  audit  request  should  be  pro¬ 
cessed  so  that  an  appropriate  report  may 
be  prepared  for  the  contractor's  use. 

1(M12,5  DtetributioD  to  Other  DCAA 
Offices 

When  a  report  is  distributed  to  one  of 
the  major  buying  commands  with  an  on¬ 
site  PLA  (refer  to  1S-3S1),  also  distribute 
a  copy  to  the  PLA.  For  each  higher-tier 
plant  lepiesentative/ACO  included  on 
the  distribution  list  for  a  report  on  a 
subcontractor,  also  distribute  a  copy  to 
the  auditor  at  the  higher-tier  contractor. 

Addtthmal  Dbtrihtohm  of 
Estimatiag  Systea  Sarvey  Reports 

Provide  one  copy  of  estimating  system 
survey  reports  to  DCMC  Headquarters 
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(DIA-AFS),  (Cameron  Station,  Alexan¬ 
dria,  VA  22314. 

10^12.7  AdditioBal  DistriiNrtioii-NASA 
Contractors 

If  NASA  contracts  are  subject  to  the 
functional  review,  one  copy  of  the  report 
should  be  sent  to  each  of  the  NASA 
procurement  centers  ^ich  have  current 
significant  contracts  with  the  subject  con¬ 
tractor.  See  1S-1S2  for  a  listing  of  centers, 
v^ch  can  be  identified  to  me  contrac¬ 
tor’s  worldoad  through  the  NASA  con¬ 
tract  code  for  each  center.  Major  subcon¬ 
tract  workload  under  NASA  programs 
should  also  be  considered  (see  10-412.4). 

A  second  copy  should  be  sent  to  the 
Inspector  General’s  Office  responsible 
for  the  geographiod  area  of  the  contrac¬ 
tor  (see  IS-lSl).  Provide  additional  dis¬ 
tribution  if  requested  by  NASA  officials. 
(Also  see  15-106.) 

10-413  Attachmeots 

a.  Attachments  are  stand  alone  docu¬ 
ments  which  are  not  an  integral  part  of 
the  audit  rr^rt.  Such  documents  might 
include  assist  audits,  technical  reports, 
contractor  responses,  rate  agreement  let¬ 
ters,  and  so  forth.  Essentially,  attach¬ 
ments  are  not  prepared  by  the  auditor 
during  this  audit  -  they  contain  related 
information  which  is  valuable  to  the 
AGO  and  they  are  attached  after  the 
signature. 

b.  If  there  is  only  one  attachment,  it 
can  be  identified  in  the  Contents  section 
of  the  Cbver  Sheet.  When  we  have  sever¬ 
al  attachments,  a  separate  Listing  of 
Attachments  should  be  added  after  the 
signature. 
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10-ISl  SUPPLEMENT  —  OUTLINE  OF 
REPORT  ON  TEAM  ESTIMATING  SYSTEM  SURVEY 

OF  THE 

XYZ  CORPORATION 
PmLADELPHLL  PENNSYLVANIA 

1.  Parpoae  aad  Scope  at  Aadit 

The  opening  paragraph  should  indicate  that  an  audit  was  performed  by  government 
audit  (and,  if  tvplicable,  technical)  pe^nnel  to  evaluate  the  estimating  methods  and 
procedures  us^  by  the  contractor  in  preparing  price  propos^  for  government 
contracts.  This  paragraph  should  also  state  the  period  of  audit  p^ormance  and 
identify  the  contract  administration  office  which  furnished  the  technical  representa¬ 
tives.  For  example,  a  purpose  paragraph  may  read: 

As  part  of  our  audit  of  [contractor  name,  division/plant],  we  have  evaluated  the 
contractor’s  estimating  methods  and  proc^ures  used  in  preparing  price  proposals 
for  goverrunent  contracts.  The  objective  was  to  obtain  additional  undersUmdii^  of 
the  flow  of  documents,  including  the  availability  and  use  of  accountii^  statistical, 
and  budgetary  data;  and  of  the  management  controls  and  decision-m^dng 
processes  intended  to  ensure  that  accurate,  complete,  and  current  cost  or  pridog 
information  is  submitted  at  all  phases  of  the  n^otiatiim  process.  [If  i^rc^riate 
add:  Technical  specialist  assistance  was  provided  by  (contract  administration 
office.)]  The  audit  was  conducted  from  [month/year]  to  [month/year]. 

The  scope  paragraph  may  read  similarly  to  the  following: 

We  conducted  our  audit  in  accordance  with  generaUy  accepted  government 
auditing  standards.  Those  standards  require  that  we  plan  and  perform  the  audit  to 
obtain  reasonable  assurance  about  vrtiether  the  data  and  records  evaluated  are  free 
of  material  misstatement.  An  audit  includes  examining,  on  a  test  basis,  evidence 
supporting  the  amounts  and  disclosures  in  the  data  and  records  evaluated.  An  audit 
aim  includes  assesiting  the  accounting  principles  used  and  significant  estimates 
made  the  contractor,  as  well  as  evaluate  the  overall  documentation  of  the 
estimating  system.  We  believe  that  our  audit  provides  a  reasonable  basis  for  our 
opinion. 

Our  audit  qiecifically  covered  [modify  the  following  as  necessary  to  fit  the 
circumstances  of  the  audit]: 

1.  Ors^zational  structure  and  assignment  of  reqwnsibility 

2.  PoOcies,  procedures,  and  other  instructions 

3.  Internal  controls  and  managerial  reviews 

4.  Outside  consulting  or  internal  audit  reports  including  training  programs 

5.  Cost  estimate  development,  including  proposal  format  and  und^ying  data  and 
judgments  supporting  each  cost  element.” 


2.  Ciic— stMicca  Affecting  the  Aadit 

This  section  should  also  identify  any  significant  limitations  on  the  scope  of  the 
audit.  Examples  of  limitations  iiKlude  lack  of  requested  tedinical  assistance, 
contractor  delays  in  fiimishing  requested  data  or  scheduling  meetings,  or  the  absence 
of  written  policies  or  other  data  on  the  system  (see  also  10-209.2). 


DCAA  Contract  Anilt  Maaaal 


Jannry  1995 


1073 

10^1 


3.  Bffcjpnoaiid  Information 

This  section  is  intended  to  provide  an  overview  of  background  information  such  as 
the  contractor’s  operations,  types  of  products,  and  volume  of  sales  to  the  government. 
The  volume  of  sala  under  various  types  of  government  contracts  and  the  approximate 
number  of  pricing  proposals  submitted  each  year  are  particularly  relevant. 

4.  SnuMuy  <rf  Audit  Results 

a.  This  section  should  contain  an  overall  opinion  on  the  effectiveness  of  the 
contractor’s  estimating  system  and  a  recommendation  to  disapprove  a  portion  or  the 
entire  estimating  system  (as  appropriate).  These  statements  should  be  based  on  the 
extent  to  which  weaknesses  or  deflciencies  affect  the  reliability  of  the  contractor’s  cost 
estimates  or  hamper  the  effective  evaluation  of  pricing  propos^  submitted  for 
government  contracts.  Only  significant  estimating  system  dmciencies  should  be 
reported.  If  any  significant  deficiencies  are  cited,  Uien  the  opinion  paragraph  must 
recommend  disapproval  of  either  a  portion  or  the  entire  estimating  system.  Minor 
esdmatiM  deficiencies  that,  if  corrected,  would  enhance  the  contractor’s  estimating 
system  mould  be  addressed  in  a  separate  appendix  entitled  “Suggestions  for 
Improvement.” 

The  report  should  include  the  estimated  cost  impact  of  each  signiHcant  estimating 
deficiency.  Calculation  of  the  impact  should  be  bas^  on  such  factors  as  the  amount  of 
questioned  and  unsupported  costs  found  in  previous  price  proposal  audits  and  the 
amount  of  recommended  price  adjustments  found  in  previous  postaward  audits  that 
are  attributable  to  the  estimating  deficiency.  It  may  also  be  appropriate  to  show  such 
information  as  a  comparison  of  estimated  costs  to  subsequent  actual  costs  if  such 
information  would  reflect  the  d^ree  of  reliability  of  the  contractor’s  estimates. 

In  addition,  the  suminary  should  generally  describe  the  nature  of  adverse  conditions 
disclosed  during  defective  pricing  audits  (10  U.S.C.  2306a)  resultiiu  from  estimating 
system  deficiencies.  It  should  also  contain  an  evaluation  of  the  effectiveness  of  the 
contractor’s  procedures  for  furnishing  the  negotiator  with  updated  proposal  informa¬ 
tion  during  the  period  between  the  price  proposal  submission  and  final  agreement  on 
contract  price. 

If  the  system  is  generally  adequate,  the  following  statement  would  be  appropriate: 

In  our  opinion,  the  contractor’s  estimating  s^em  is  generally  adequate  to  ensure 
that  proposals  and  final  certified  contract  pnees  are  based  on  accurate,  complete, 
and  current  cost  or  pricing  data.  [If  the  s^em  is  generally  adequate,  but  minor 
deficiencies  exist,  the  deficiencies  should  be  addres^  as  si^ggestions  for  improve¬ 
ment.  In  such  a  case,  add:  “Several  suggestions  for  improvement  that  would 
enhance  the  contractor’s  estimatii^  methods  are  included  in  a  separate  appendix  to 
the  report.”] 

If  significant  deficiencies  exist  which  are  likdy  to  result  in  proposal  estimates  with 
one  or  a  few  nuqor  cost  elements  consistently  unacceptable  for  negotisding  fair  and 
reasonable  contract  prices,  the  following  statement  may  be  appropriate: 

In  our  opinion,  the  contractor’s  estimating  system  is,  in  some  respects,  inadequate 
to  ensure  that  proposals  and  final  certifira  contract  prices  are  based  on  accurate, 
complete,  and  current  cost  or  iiricing  data.  (If  appropriate,  continue  this  opinion  by 
showing  total  questioned  and  unsupported  oo^  and  recommended  price  adjust¬ 
ments  attribute  to  svstem  weaknesses  or  deficiencies.]  Accordingly,  we  recom¬ 
mend  that  the  affected  portions  fif  feasibie,  describe  affe^d  areas,  e4.,  inadequate 
policies  and  procedares,  unreaustk  budget  forecast,  and  adequate  estimates  for 
direct  labor]  of  the  contractor’s  estimatiim  svstem  be  dis^ii^oved.  [If  imprapriate, 
recommend  that  the  ACO  conrider  notuymg  contracting  activities  that  cost  or 
I»icing  data  on  negotiated  procurements  should  be  requested  at  the  $100,000 
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level.]  All  significant  deficiencies,  affected  cost  elements,  related  recommendations 
for  corrective  action,  and  the  contractor’s  response  are  detailed  in  the  ^rpendixes. 
[If  minor  deficiencies  exist,  they  should  be  addressed  as  suggestions  for  improve¬ 
ment.  In  such  a  case,  add;  “We  also  have  several  additional  suggestions  for 
improvement  that  would  further  enhance  the  contractor’s  estimating  methods  as 
discussed  in  an  appendix  to  this  report.”] 

If  deficiencies  are  so  sigiiiflcant  that  the  estimating  system  is  likely  to  produce 
proposal  estimates  which  in  total  are  consistently  unacceptable  as  a  basis  for 
n^tiating  fair  and  reasoimble  contract  prices,  the  fr^owiitg  statement  may  be 
appropriate: 

In  our  opinion,  the  contractor’s  estimating  system  is  inadequate  to  ensure  that 
proposals  and  final  certified  contract  prices  are  based  on  accurate,  complete,  and 
current  cost  or  pricing  data.  [If  appropriate,  continue  this  opinion  by  showing  total 
questioned  and  unsupported  costs,  and  recommended  price  adjustments  attribut¬ 
able  to  system  weaknesses  or  deficiencies.]  Accordingly,  we  recommend  that  the 
contractor’s  estimating  system  be  disapproved.  In  addition,  we  recommend  that 
the  administrative  contracting  officer  consider  notifying  contracting  activities  that 
cost  or  pricing  data  on  n^otiated  procurements  should  be  requested  at  the 
$100,000  level.  All  significant  deficiencies,  affected  cost  elements,  related  recom¬ 
mendations  for  corrective  action,  and  the  contractor’s  re^nse  are  detailed  in  the 
appendixes.  [If  minor  deficiencies  exist,  they  should  be  addressed  as  suggestions  for 
improvement.  In  such  a  case,  add:  “We  also  have  several  additional  suggestions  for 
improvement  that  would  further  enhance  the  contractor’s  estimating  methods  as 
discussed  in  an  appendix  to  this  r^rt.”] 

No  matter  what  opinion  is  rendered  (i.e.,  generally  adequate,  inadequate  in  some 
respects,  or  totidly  inadequate),  the  following  statement  will  be  inserted  after  the 
opinion  paragraph: 

Our  audit  was  limited  to  the  contractor’s  ^imating  methods  and  procedures. 
Accordingly,  we  express  no  opinion  on  the  contractors  internal  control  structure 
taken  as  a  whole. 

b.  If  significant  weaknesses  or  deficiencies  are  reported,  include  a  statement  that, 
whenever  possible,  the  cost  impact  of  the  deficiency  wiU  be  computed  and  described 
in  the  explanatory  notes  for  aU  future  proposal  audit  reports  on  each  affected  price 
propc^  until  the  deficiency  is  corrected. 

c.  Significant  weaknesses  or  deficiencies  disclosed  by  the  audit  occasionally  may  be 
completely  corrected  during  the  audit,  and  the  effectiveness  of  the  corrective  action 
verified.  Such  items  should  be  addressed  in  this  section  of  the  report  rather  than  in  an 
appendix.  Comments  on  such  items  should  briefly  describe  the  general  nature  of  the 
problem  and  the  contractor’s  corrective  action,  and  should  indicate  that  the  problem 
was  ade9uately  resolved. 

d.  This  section  should  also  identify  areas  to  be  emphasized  by  government 
procurement  and  contract  administration  personnel  reviewing  and  n^itiating 
individual  pricing  pnmosais.  These  areas  shcwd  generally  correspond  to  the  weak¬ 
nesses  mit^  duimg  the  audit. 

e.  This  section  ^  show  the  date  of  the  exit  conference  and  the  names  of  the 
conttact(M’’s  principal  representatives  in  attendance,  as  fellows: 

The  conditions  and  leGommendations  were  discussed  with  [identify  key  contractor 
representatives]  at  the  [date]  exit  conference.  The  contractor’s  written  response  has 
bm  incorporated  into  this  repmt  [Or,  if  the  contractor  ftuled  to  fumidi  a  written 
reiponae  within  a  reasonable  time,  state;  “The  contractor  failed  to  provide  a  timdy 
written  response  to  our  findings  and  recommendations.  However,  the  contractor’s 
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response  as  obtained  from  the  exit  conference  discussions  has  been  incorporated 
into  this  report.”! 

f.  Close  this  section  with  a  cautionary  note,  as  follows: 

The  information  contained  in  this  audit  report  should  not  be  used  for  other 
purposes  without  first  discussing  its  applicability  with  us. 

5.  Statas  of  Conrective  Actioa  Taken  on  Prior  RecoauBeBdatioM 

This  section  should  identify  the  contractor’s  corrective  actions  on  recommendations 
made  in  prior  audits  and  “real  time”  (“fhish”)  reports.  It  should  also  refer  to  the 
applicable  an>endixes  for  opra  deficiencies  and  describe  any  problems  encountered  in 
obtaining  contractor  corrective  action. 

6.  Dispositiofl  of  Aadit  Results 

If  appropriate,  this  section  will  express  appreciation  for  the  contractor’s  coopera¬ 
tion.  IMien  a  follow-up  audit  is  contemplated  (see  9-1114.S),  state  that  within 
approximately  six  months  a  report  will  be  issued  on  the  status  of  the  contractor’s 
implementation  of  the  audit  report  recommendations.  (If  the  six-month  time  frame  is 
not  feasible  for  reasons  describe  in  9-1 1 14.Sa,  provide  an  an>roximate  date  for  when 
the  follow-up  audit  will  be  performed  and  the  reason  for  the  deferment.  If  a  foUow-up 
audit  is  not  contemplated,  indicate  that  a  foUow-up  review  will  not  be  performed 
along  with  the  reason.)  Offer  audit  assistance  to  implement  report  recommendations. 
If  a  Contract  Audit  Follow-up  Summary  Sheet  (see  1 S-600)  is  requited  to  be  attadied 
to  the  original  copy  of  the  audit  report,  make  reference  to  that  fact.  Other  general 
comments  may  be  made  as  appropriate.  An  example  of  a  disposition  of  audit  results 
section  is  as  follows: 

We  will  be  pleased  to  provide  accounting  counsel  and  any  additional  audit  service 
which  the  Administrative  Contracting  Officer  may  require  in  connection  with  this 
report  and  the  implementation  of  our  recommendations.  Requests  for  assistance 

should  be  directed  to  [name].  Supervisory  Auditor,  telephone  number _ or 

fax  number _ _ 

We  wish  to  express  our  appreciation  for  the  contractor’s  cooperation  during  this 
audit. 

Within  approximately  six  months  [or  other  date  if  follow-up  will  be  done  at  an 
earlier  or  later  date],  we  will  issue  a  report  on  the  status  of  the  contractor’s 
implementation  of  the  audit  recommendations. 

We  have  attached  to  the  original  of  this  report  a  Contract  Audit  Follow-up 
Summary  Sheet  in  accordance  with  reissued  DoO  Directive  7640.2  dated  12 
February  1988. 


DEFENSE  CONTRACT  AUDIT  AGENCY 


[Signature] 

Thomas  Powell,  BratKh  Manager 
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Appcadix  —  StatenMOt  of  Conditioiis  aad  Bcooimeiidatioiis 

a.  Use  a  separate  appendix  for  each  detailed  statement  of  condition  and  recommen¬ 
dation.  A  d^riptive  heading  should  be  provided  for  each  significant  adverse 
condition  disclos^  by  the  audit.  The  presentation  should  follow  the  guidance  in  10- 
413. 

b.  The  “effect”  of  the  condition  diould  identify  each  cost  element  affected  and 
address  the  overall  imp^  on  (1)  the  reliability  of  the  contractor’s  cost  estimates  and 
(2)  the  government’s  ability  to  evaluate  pricing  pitqiosals.  When  si^ficant  costs  have 
bm  questioned  or  classified  as  unsuppor^  in  individual  pricing  propos^  or 
recommended  as  price  adjustments  in  postaward  audits  as  a  result  of  the  particular 
deficiency  or  weakness,  fids  should  be  stated.  If  feasible,  the  amounts  questioned, 
classified  as  unsupported  or  recommended  as  price  adjustments  (including  those 
resulting  from  Cost  Accounting  Standard  (CAS)  noncompliances)  for  an  annua]  or 
semumnual  period  or  for  a  specific  number  of  proposals  should  be  stated.  Such 
information  fiiould  be  readily  available  from  the  experience  information  worksheets 
prepared  during  the  preliminary  audit  effort. 

c.  If  reported  deficiencies  have  resulted  in  outstanding  or  repetitive  CAS  noncom- 
pliance  rciwrts,  the  ccmdition  statement  should  reference  these  reports  and  indicate 
the  corrective  action  taken. 

d.  The  contractor's  reaction  as  obtained  from  its  written  reply  to  the  draft  statement 
of  conditions  and  recorrunendations  or  from  the  exit  crmference  discussions  should  be 
accurately  surrunarized.  bi  doing  this,  indicate  the  extent  to  which  the  contractor  has 
agreed  to  take  corrective  actkm  (for  example,  will  correct  or  disagrees  and  the  reasons 
for  disagreement).  If  app^riate,  comments  regarding  the  current  status  of  the 
contractor’s  corrective  action  may  be  irKluded. 

e.  When  new  matters  raised  by  the  contractor’s  reaction  can  be  effectively  covered 
by  a  specific  short  response,  a  brief  r^inder  or  rebuttal  may  be  included  in  a  separate 
subparagraph  entitled,  “Auditor’s  Comments.”  However,  this  section  should  not  be 
used  merely  to  restate  or  amplify  a  position  already  presented  in  the  statement  of  the 
condition  or  the  recorrunendation. 

Other  Anmidixes 

1.  Contractor’s  Ormmization  and  Products 

This  appendix  should  he  used  to  present  information  not  given  in  the  “Background 
Information”  section  or  to  expand  on  that  information. 

2.  Parimating  Methods  and  Procedures 

This  appendix  should  concisely  describe  the  contractor’s  estimating  function, 
policies  and  procedures,  and  the  methods  employed  in  devetoping  estimates  for 
pricing  prr^XMals.  Genet^y,  the  explanation  should  require  no  more  than  three  or 
four  pages  and  contain  s^arate  coverage  for  eadi  m^jor  cost  dement  and  iMofit. 
When  a  prevkMisly  issued  report  contain^  a  description  of  the  extractor’s  estimating 
funetkm  and  no  change  has  occurred,  a  reference  to  that  report  will  suffice. 

3.  Suggestions  for  Impovement 

This  appendix  inoukf  desoiDe*  deficiendes  that  are  not  significant  but  whose 
correction  would  enhance  the  contractor’s  estimating  system.  Use  the  same  format  as 
the  statement  of  cmiditions  and  recommendations  aivendix. 
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10-4S2  Sopplement  —  Oatline  of 
a  Report  on  Estimating  System  Deficiencies 
Reported  Under  the  Real-Ume  Flash  Reporting  System 
(Flash  Report) 


1.  Pnrpose  and  Scope  of  Andit 

A  statement  simitar  to  the  following  is  appropriate  for  estimating  system  deficien¬ 
cies  disclosed  during  a  price  pr(^x»al  audit: 

“Our  assessments  of  the  contractor’s  estimating  practices  during  price  proposal 
audits  include  determining  if  the  contractor  uses  estimating  ptoc^ures  which  are 
consistently  applied  and  ensure  use  of  the  most  accurate,  complete,  and  current  cost 
or  pricing  ^ta  available  at  the  time  of  proposal  prep^tion.  Consistent  application 
of  sound  estimating  procedures  should  reduce  defective  pricing  and  facihtete  audit 
and  evaluation  m  the  contractor’s  proposals  submitted  in  connection  with 
government  procurement  actions.” 

A  statement  similar  to  the  following  is  appropriate  for  estimating  system  deficien¬ 
cies  disclosed  during  a  postaward  audit: 

"Our  postaward  audits  of  the  contractor’s  cost  or  pricing  data  used  in  the  initial 
pricing  of  its  contracts  include  determining  if  defective  pncing  findings  result  from 
estimating  system  deficiencies.  A  contractor  should  use  estimating  procedures 
wUch  are  consistently  applied  and  ensure  iw  of  the  most  accurate,  complete,  and 
current  cost  or  pricing  data  available  at  the  time  of  proposal  preparation,  insistent 
application  of  sound  estimating  procedures  should  reduce  defective  pricing  arid 
fa^tate  the  audit  and  eviduation  of  the  contractor’s  proposals  submitted  in 
connection  with  government  procurement  actions.” 

The  scope  paragraph  for  any  flash  report  should  read  similarly  to  the  following: 

“Our  audits  are  performed  in  accordant  with  generally  accepted  government 
auditing  standards.  Those  standard  require  that  we  plan  and  perform  audits  to 
obtain  reasonable  assurance  about  srfv^er  data  and  records  examined  are  free  of 
material  misstatement.  An  audit  includes  examining,  on  a  test  basis,  evidence 
supporting  the  amounts  and  disclosures  in  the  data  and  records.  An  audit  also 
includes  assessiiu  the  accounting  principles  used  and  significant  estimate  made  by 
the  contractor,  we  believe  that  our  audit  provides  a  reasonable  basis  for  our 
opinion.” 

2.  Background  Information 

This  panwnmh  should  provide  whatever  data  on  the  contractor’s  operations  is 
needed  to  facilitate  understanding  of  the  estimating  system  deficiency(ies)  being 
reported  and  the  auditor’s  recommendations. 

3.  Sumnsary  of  Andit  Results 

Paragraphs  similar  to  the  following  are  appropriate: 

“In  our  opinion,  certain  contractor  estimating  practices  used  in  preparing  its 

pioposalfs)  submitted  in  coimection  with  RFPTRFQ  No. - (or  in  coimection 

with  the  negotiation  of  modification  no.,  contract  iio.,  ete.)  (by  parenthetical 
comment  reference  the  audit  report  udiere  the  deficiencyfies)  wasAvere  found) 
require  corrective  action  to  improve  the  reliability  of  its  future  cost  estimates. 
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*‘This  report  is  limited  to  the  cited  deficiency(ies).  Accordingly,  we  express  no 
opinion  on  the  adequacy  of  the  contractor’s  internal  control  structure  taken  as  a 
whole. 

“Following  is  a  summary  of  the  deficiency(ies)  noted,  our  recommended  corrective 
action,  and  the  contractor’s  response:’’ 

a.  Provide  a  ScpC^rate  presentation  with  a  descriptive  subparagraph  caption  for  each 
significant  deflcienc)  identified.  (For  example.  Failure  to  Use  Accurate,  Complete, 
and  Current  Data  foi  Purposes  of  Estimating  Material.) 

(1)  Condition.  Adequately  describe  each  estimating  system  deficieni^  to  permit  a 
thorough  understanding  of  the  situation.  See  10-413  for  additional  information. 

(2)  Cost  Impact.  Provide  an  adequate  explanation  of  the  significance  of  the  problem 
and,  if  applicable,  disclose  the  cost  impact  of  the  deficiency  on  the  price  proposal  or 
postaward  audit  evaluation. 

(3)  Recommendationfs).  Offer  a  specific  recommendation(s)  for  corrective  action(s) 
along  with  a  statement  r^arding  any  acceptable  altemative(s)  proposed  by  the 
contractor. 

(4)  Contractor’s  Reaction.  Disclose  any  verbal  or  written  contractor  reaction  to  the 
issues)  presented. 

(5)  Auditor’s  Comments.  Offer  any  audit  rejoinder  to  the  contractor’s  reaction  and 
response.  If  the  contractor  i^rees  with  the  cited  condition,  this  subparagraph  is  not 
required. 

Close  this  subparagraph  with  a  cautionary  note,  as  follows: 

“The  information  in  this  report  should  not  be  used  for  other  purposes  without  flrst 
discussing  its  applicability  with  us.’’ 

4.  Disposition  of  Audit  Results 

Following  is  suggested  wording  for  this  section: 

“We  will  be  pleased  to  provide  accounting  counsel  and  any  additional  audit  service 
which  the  Administrative  Contacting  Officer  may  require  in  connection  with  this 
report  and  the  implementation  of  our  recommendations.  Direct  requests  for 

assistance  to  (name).  Supervisory  Auditor,  at  telephone  number _ or  fax 

number _ .’’ 

“Within  approximately  six  months  [or  other  date  if  follow  up  will  be  done  at  an 
earlier  or  later  date],  we  will  issue  a  report  on  the  status  of  the  contractor’s 
implementation  of  the  audit  recommendations.’’ 
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10-500  Section  5  —  Audit  Reports  on  Annual  Incurred  Costs 


10-501  Introduction 

a.  This  section  presents  guidance  for 
preparing  and  distributing  audit  reports 
on  final  procurement-determined  ^AR 
42.705-1)  and  final  audit-determined 
(FAR  42.703-2)  indirect  cost  rates. 

b.  Results  of  the  concurrent  review  of 
claimed  direct  costs  will  be  reported  in 
the  audit  report  on  annual  indirect  costs. 
Guidance  on  assist  reports  to  other  con¬ 
tract  auditors  is  in  6-800. 

10-502  Nature  of  Reports 

a.  Audit  reports  on  indirect  costs  are 
designed  to  furnish  audit  information 
and  recommendations  on  the  allowability 
of  costs  and  rates  for  settlement  purposes 
and  to  provide  support  for  establishment 
of  final  indirect  cost  rates.  In  order  to 
initiate  the  waiting  period  for  the  con¬ 
tractor’s  response,  all  audit  findings  ap¬ 
plicable  to  a  fiscal  period  must  be  sum¬ 
marized  in  a  single  audit  report.  This 
does  not  preclude  issuance  of  reports  on 
significant  system  deficiencies,  CAS/FAR 
noncompliances,  or  reports  required  to 
support  timely  issuance  of  DCAA  Forms 
1  (see  6-708b,  6-709b,  and  6-900).  Also, 
the  auditor  should  be  discussing  signifi¬ 
cant  audit  findings  with  the  contractor 
during  the  audit  to  expedite  the  resolu¬ 
tion  process.  Multi-year  audit  reports 
must  clearly  segr^te  all  findings  by 
fiscal  period. 

b.  ^en  direct  costs  are  reviewed 
concurrently  with  the  indirect  costs,  any 
questioned  or  disallowed  direct  costs  will 

included  in  the  audit  report.  However, 
such  reporting  does  not  replace  the  is¬ 
suance  of  the  foUowii^ 

(1)  Notices  of  Costs  Suspended  and/or 
Disapproved  (6-900). 

(2)  Audit  reports  on  individual 
FPR/FPI  price  rnletermination  propos¬ 
als  (10-300). 

(3)  Final  audit  reports  on  individual 
cost-reimbursement  type  contracts  and 
subamtracts  (1(^900). 

(4)  Interim  assist  audit  reports  to  the 
upper-tier  auditor  alien  needed  (6-800). 


c.  The  audit  report  cannot  be  issued 
before  the  completion  of  the  required 
Held  work  and  the  final  exit  conference. 
Required  field  work  includes  audit  proce¬ 
dures  and  tests  judged  necessary  by  the 
auditors,  and  prescribed  by  generally 
accepted  government  auditing  standards 
and  MAARs.  Therefore,  the  audit  report 
wW  not,  as  a  rule,  contain  qualified 
opinions  or  unresolved  costs  (see  10- 
504. 1  for  comments  on  scope). 

10-503  Framat  and  Content  of 
Reports 

a.  Prepare  the  report  in  the  format 
given  in  10-2(X).  It  should  be  addressed  to 
the  contracting  officer,  and  should  in¬ 
clude  the  information  required  by  FAR 
42.705-l(bX2).  The  extent  of  detail  to  be 
included  in  the  report  exhibits  and  sched¬ 
ules  should  be  governed  by  the  materiali¬ 
ty  of  the  indirect  cost  pools,  the  govern¬ 
ment’s  participation,  and  the  amount  of 
questioned  costs.  A  complete  pro  forma 
report  for  nonmajor  contractors  is  in¬ 
cluded  in  the  DIIS  audit  guidance  as 
“NMARINCR.”  Examples  of  report  ex¬ 
hibits  are  also  included  in  Figures  10-5-1 
and  10-5-2. 

b.  If  the  audit  of  the  contractor’s  pro¬ 
posal  discloses  no  items  of  questioned 
costs  or  if  the  amounts  disclosed  are 
insignificant,  you  may  use  a  short  form 
report  as  de^bed  in  10-218,  provided 
the  contracting  officer  has  not  specifically 
requested  more  detailed  information.  In¬ 
clude  sufficient  indirect  cost  and  rate 
data  in  the  short  form  report  to  provide 
the  reader  with  an  understanding  of  how 
the  audit  results  were  achieved.  Including 
such  data  should  also  enable  the  negotia¬ 
tor  to  prepare  the  n^tiation  report 
when  required.  If  costs  were  questioned, 
include  at  least  the  following  items  in  the 
explanatory  notes: 

(1)  Bacl^round  information  including 
a  description  of  the  nature  of  the  pro¬ 
posed  costs. 

(2)  The  basis  for  the  Questioned  costs 
including  a  description  of  the  questioned 
costs,  details  on  the  calculation  of  ques¬ 
tioned  costs,  and  a  qiecific  reference  to 
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the  rotatory  support  such  as  the  cost 
principle,  cost  accounting  standards,  or 
contract  terms. 

(3)  A  statement  that  the  contractor 
either  agreed  or  disagreed  with  the  ques¬ 
tioned  costs  and  the  basis  for  any  dis¬ 
agreement. 

(4)  The  auditor’s  reaction,  if  the  con¬ 
tractor  disagrees  with  the  questioned 
costs. 

(5)  If  any  contracts  containing  the 
DFARS  clause  232.231-7001  were  active 
in  the  period,  the  classification  of  ques¬ 
tioned  costs  with  respect  to  the  penalty 
provisions  of  DFARS  252.231-7001  (& 
608.4). 

If  the  contractor  concurs  in  the  ques¬ 
tioned  costs,  use  auditor  judgment  on  the 
extent  of  explanation  needed  to  describe 
the  questioned  costs. 

c.  If  the  audit  report  covers  audit-de¬ 
termined  rates  and  the  contractor  agrees 
with  the  audit  flndings,  enclose  a  copy  of 
the  completed  indirect  cost  rate  agree¬ 
ment  required  by  FAR  42.70S-2(b)(2) 
with  the  audit  r^rt.  In  addition,  in¬ 
clude  a  specific  reference  to  the  attached 
indirect  cost  rate  agreement  in  the  narra¬ 
tive  body  of  the  report. 

d.  Keep  the  ACO  informed  of  signifi¬ 
cant  issues  which  may  ultimately  require 
his  or  her  action  to  resolve.  If  the  con¬ 
tractor  does  not  concur  in  the  audit-de¬ 
termined  rates,  follow  the  procedures  in 
6-900  and  prepare  the  audit  report  only 
after  having  coordinated  with  the  ACO  to 
ensure  consideration  of  all  information 
bearing  on  the  area  of  nonconcunence.  If 
it  appe^  that  the  contractor  will  not 
a^ree  with  the  findings,  provide  the  ACO 
with  written  documentation  of  the  results 
of  audit  which  will  be  communicated  to 
the  contractor  at  the  final  exit  confer¬ 
ence.  In  addition,  provide  the  ACO  with 
a  copy  of  the  contractor’s  written  rebuttal 
to  the  audit  flndii^  immediately  upon 
receipt.  In  preparing  the  audit  report, 
include  the  following  categories  of  costs 
in  the  exhibits  for  each  cost  pool: 

(1)  Total  Indirect  Costs 

(2)  Unclaimed  Costs 

(3)  Claimed  Costs 

(4)  Total  Questioned  Costs 

(3)  Questioned  Costs  (Concurred) 


(6)  Questioned  Costs  (Nonconcurred) 
(Attach  DCAA  Forms  1)  if  rates  are  audit 
determined) 

Ensure  that  the  audit  report  is  issued 
within  60  days  from  the  date  the  contrac¬ 
tor’s  rebuttal  comments  are  received. 
Enclose  copies  of  applicable  DCAA 
Forms  1  with  the  audit  report  and  in¬ 
clude  a  speciflc  reference  to  the  attached 
E>CAA  Forms  1  in  the  narrative  body  of 
the  report. 

e.  In  keeping  with  the  guidance  in  10- 
200  and  subject  to  a.  through  d.  above, 
the  report  will  consist  of  a  narrative 
section,  accompimying  exhibits  and 
schedules,  appendixes,  and  attachments 
assembled  in  the  following  sequence: 

Narrative 

Purpose  and  Scope  of  Audit 
Circumstances  Affecting  the  Audit  (if 
applicable) 

Contractor’s  Internal  Cibntxol  Structure 
Summ^  of  Audit  Results 
Disposition  of  Audit  Results 
Table  of  Contents 
Exhibits  and  Schedules 
Indirect  Costs 

Direct  Costs  Questioned  (if  applicable) 
Indirect  Costs  Subject  to  Penalty 
Exhibit  of  (Contracts  (with  annotations 
to  those  contracts  that  include  the 
penalty  clause) 

Schedule  Listing  AUowable  Costs  by 
Contract  (if  not  practical,  see  1(>- 
505g) 

Exhibit  of  Contractor’s  Direct/Indirect 
CHassiflcation  Policy  (as  applicable) 
Appendixes  (as  applicable) 
Contractor’s  Accounting  System 
Special  Comments 
Billing  Rates 

Attachments  (as  iqiplicable) 

DCAA  Forms  1 
Indirect  C!ost  Rate  Agreement 
Certificate  of  Indirect  Cost 
Assist  Audit  Reports 
Contractor’s  Response 

10-504  Narrative  Section 

10-504.1  Pnrpoae  aad  Scope  of  Anitt 

a.  This  section  should  identify  the 
period  audited  and  the  purposes  of  the 
audit. 
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Example  1  (Final  Procurement-deter- 
mined  indirect  Cost  Rates): 

“We  have  audited  the  XYZ  Compa¬ 
ny’s  books  and  records  and  its  20 
December  1988  propo^  for  the  pur¬ 
poses  of  recommending  flnal  pro¬ 
curement-determined  indirect  cost 
rates  for  1  October  1987  through  30 
S^tember  1988,  and  of  evaluating 
direct  costs  incurred  under  govern¬ 
ment  flexibly  priced  contracts.  The 
proposed  rates  apply  primarily  to  the 
cost-reimbursement  type  contracts 
listed  in  Exhibit  D.  The  proposal, 
previously  furnished  your  office,  sets 
forth  the  indirect  costs  and  rates 
claimed  to  have  been  incurred  in  the 
performance  of  these  contracts.  This 
report  presents  our  conclusions  and 
recommendations  on  the  indirect 
cost  rates  proposed  by  the  contractor 
and  the  results  of  our  review  of 
direct  costs.” 

“The  submission  is  the  responsibility 
of  the  contractor.  Our  responsibility 
is  to  express  an  opinion  ba^  on  our 
audit.” 

Example  2  (Final  Audit-determined 
Induect  tJost  Rates): 

“We  have  audited  the  XYZ  Compa¬ 
ny’s  books  and  records  and  its  20 
December  1988  proposal  for  the  pur¬ 
poses  of  establishing  fltud  audit  de¬ 
termined  indirect  cost  rates  for  I 
October  1987  through  30  ^tember 
1988,  and  of  evaluating  direct  costs 
incurred  under  government  flexibly 
priced  contracts.  The  proposed  rates 
apply  primarily  to  the  cost-reim¬ 
bursement  t^  contracts  listed  in 
Exhibit  D.  Ihe  proposal,  previously 
furnished  your  office,  sets  forth  the 
indirect  costs  and  rates  claimed  to 
have  been  incurred  in  the  perfor¬ 
mance  of  these  contracts.  This  report 
presents  our  final  audit  determina¬ 
tion  on  the  indirect  cost  rates  pro¬ 
posed  by  the  contractor  and  the 
results  of  our  review  of  direct  costs.” 

“The  submission  is  the  responsibility 
of  the  contractor.  Our  responsibility 
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is  to  express  an  opinion  based  on  our 
audit.” 

b.  Also  use  this  section  to  detail  the 
scope  of  the  audit  or  any  scope  limita¬ 
tions  regardless  of  which  paragraph  in  10- 
S04.1a  is  used.  The  standard  scope  of 
audit  statement  is  discussed  in  10-209.1. 

If  the  concurrent  MAARs  were  consid¬ 
ered  necessary  to  complete  the  audit  but 
could  not  be  accomplished  for  the  period 
reviewed  (6-104.4),  qualify  the  scope 
paragr^h  by  addiiig  to  or  replacing  “ex¬ 
cept  as  noted  in  paragraph  2,”  with 
“except  as  noted  below.”  Insert  the  fol¬ 
lowing  additional  subparagraph: 

“The  concurrent  verification  of  (in¬ 
dicate  whether  labor,  materials  or 
both)  was  omitted  in  this  review  (if 
accomplished  in  at  least  one  year  of  a 
multi-year  review,  state  fis(^  years 
omitted).” 

10-504.2  Ciremnstances  Aflbcting  the 
Andit 

a.  Identify  any  circumstances  encoun-  I 
tered  which  have  a  significant  adverse 
effect  on  the  audit  or  results.  (See  10- 
209.2  for  general  guidance  and  6-708.1 
and  6-709.2  for  specific  limitations.) 

b.  If  the  incurr^  cost  audit  report  is 
issued  before  receipt  of  the  assist  audits 
on  subcontract  or  intercompany  costs,  as 
discussed  in  6-709.2c,  the  following  in¬ 
formation  should  be  included  in  a  report 
note  or  schedule  for  each  unresolved 
subcontract/intercompany  order. 

•  subcontract/intercompany  order 
number 

•  subcontract/intercompany  name 

•  subcontract/intercompany 
billed/claimed  amount  for  the  year 

•  date  assist  audit  rrauested 

•  name  of  the  audit  ofnce  performing 
the  assist  audit 

•  expected  assist  audit  report  date 

c.  The  unaudited  suboon- 
tract/inteicompany  costs  would  be  classi¬ 
fied  as  unresolved  in  the  report,  pending 
reoeitrt  of  the  assist  audits.  The  nmnt 
should  also  say  that  upon  receipt  of  the 
assist  audit  report,  the  recommended 
subcontract/intercompany  costs  included 
in  the  report  will  be  reconciled  with  the 
related  costs  in  the  upper  tier  contractor’s 
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incurred  cost  submission,  and  supple¬ 
mental  reports  will  be  issued  as  required. 

10-5043  Contractor’s  Internal  Control 
Stmctnre 

This  paragraph  should  include  infor¬ 
mation  on  the  auditor’s  understanding  of 
the  internal  control  structure,  assessment 
of  control  risk,  and  any  reportable  condi¬ 
tions.  The  pro  forma  report  for  nonmajor 
contractors  included  in  the  DIIS  audit 
guidance  as  “NMARINCR”  shows  exam¬ 
ples  where  control  risk  has  been  assessed 
both  at  maximum  and  at  less  than  maxi¬ 
mum. 

10-504.4  Sumury  Audit  Results 

Detail  the  major  findi^  of  the  indi¬ 
rect  and  direct  cost  audit  in  this  para¬ 
graph.  When  exhibits,  schedules,  or  ap¬ 
pendixes  are  used  to  fully  develop  the 
audit  position,  include  a  statement  as 
follows: 

“The  audit  results  and  recommenda¬ 
tions  are  presented  in  the  exhibits, 
schedules,  and  appendixes  of  this 
report.” 

If  agreement  is  not  reached  on  all 
issues,  refer  to  the  guidance  in  10-503d. 

a.  Indirect  Rates 

Example  1  (Indirect  rates  accepted  as 
proposed.) 

“Indirect  Rates.  Our  audit  did  not 
find  any  exceptions  to  the  contrac¬ 
tor’s  proposed  indirect  rates.” 

Example  2  (The  auditor’s  indirect  rate 
adjustmrats  were  accepted  by  the  con¬ 
tractor.) 

“Indirect  rates.  We  have  questioned 
$ _ of  the  proposed _ over¬ 
head  expenses  and  S _  of  the 

proposed  G&A  oipenses.  [Briefly  de¬ 
scribe  the  reasons  for  Uie  mmol’  cost 
exceptions.]  The  audit  resiuts  and 
recommendations  are  presented  in 
Exhibits,  schedules,  and  aiq>endixes 
of  this  report.  The  enclosed  Indirect 
Cost  Rate  Agreement  documents  the 
contractor’s  concurrence  with  our 
findings  and  recommendations.” 
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Example  3  (The  auditor’s  indirect  rate 
adjustments  were  not  accepted  by  the 
contractor.) 

“Indirect  rates.  We  have  questioned 
$ _ of  the  proposed _ over¬ 
head  expenses  and  $ _  of  the 

proposed  G&A  expenses.  [Briefly  de¬ 
scribe  the  reasons  for  the  major  cost 
exceptions.]  'The  audit  results  and 
recommendations  are  presented  in 
^ihibits,  schedules,  and  appendixes. 

The  contractor  did  not  accept  our 
findings  and  recommendations  with  re¬ 
spect  to  [state  major  areas  of  disagree¬ 
ment].  [If  audit-determined  rates,  include 
the  following  sentence:]  The  amounts 
disapproved  are  set  out  in  the  attached 
E>CAA  Form(s)  1.” 

b.  Direct  costs 

Example  1  (No  direct  costs  ques- 
tioncd.) 

“Direct  Costs.  Our  audit  of  direct 
costs  disclosed  no  exceptions  at  this 
time  and  th^  are  provisionally  ap¬ 
proved  pending  final  acceptance.  Fi¬ 
nal  acceptance  of  amounts  proposed 
under  government  contracts  does  not 
take  place  until  performance  under 
the  contract  is  completed  and  accept¬ 
ed  by  the  cognizant  authorities  and 
the  audit  responsibilities  have  been 
completed.” 

Example  2  (Direct  costs  questioned.) 

“ENiect  Costs.  We  questioned 
S _ of  direct  costs  proposed  un¬ 

der  ^vemment  contracts.  [Briefly 
descnbe  the  reasons  for  the  major 
cost  exceptions.]  Questioned  direct 
costs  by  element  within  specific  con¬ 
tracts  are  presented  in  Exhibit.  Di¬ 
rect  costs  not  questioned  are  provi¬ 
sionally  approved  pending  final  ac¬ 
ceptance.  Final  acceptance  of 
amounts  proposed  under  govern¬ 
ment  contracts  does  not  take  place 
until  performance  under  the  contract 
is  completed  and  accepted  by  the 
ct^izant  authorities  and  the  audit 
responsibilities  have  been  com¬ 
pleted.” 

c.  Indirect  Costs  Subject  to  Penalty 
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Include  this  paragraph  when  contracts 
containing  the  DFARS  clause  252.231- 
7001  were  active  in  the  period  and  indi¬ 
rect  costs  are  questioned  (6-608.4). 

Example  1  (No  questioned  costs  are 
subject  to  the  penalty.) 

“Penalties  for  Unallowable  Costs. 
None  of  the  indirect  costs  ques¬ 
tioned  in  this  audit  appear  to  be 
subject  to  the  penalties  provided  in 
DFARS  252.231-7001.“ 

Example  2  (Questioned  costs  are  sub- 
ject  to  the  penalty.) 

“Penalties  for  Unallowable  Costs. 
Indirect  costs  questioned  in  this  au¬ 
dit  are  believed  to  be  subject  to  the 
penalties  provided  in  DEARS 
252.23 1-70()1.  Our  recommenda¬ 
tions  for  each  questioned  item  are 
included  in  the  notes  to  Exhibits) 
_ and  their  supporting  sched¬ 
ules.  Affected  contracts  are  identi¬ 
fied  in  Exhibit _ _  Our  recom¬ 

mendations  concerning  the  interest 
to  be  recovered  on  unsmowable  costs 
paid  vrill  be  furnished  when  we  have 
received  your  determination  on  pen¬ 
alties  to  be  assessed.” 

d.  State  the  name  and  title  of  the 
contractor’s  designated  repiesentative(s) 
with  whom  the  audit  findings  were  dis¬ 
cussed  as  required  by  4-300.  Summarize 
the  contractor’s  overall  reaction  and  any 
major  differences. 

e.  See  10-209.4  for  other  requirements 
related  to  this  portion  of  the  report 
narrative. 

10-504.5  Disposition  of  Audit  Results 

a.  Include  this  par^raph  to  comment 
on  any  of  the  following  which  are  at¬ 
tached  to  the  report  and  not  discussed  in 
the  summary  of  audit  results  paragraph 
above:  (1)  DCAA  Forms  1,  (2)  Indirect 
Cost  Rate  ^reements,  or  (3)  Certificates 
of  Indirect  C^ts.  When  discussing  Forms 
1,  include  an  affirmative  statement  that 
the  ACO  was  advised  of  the  areas  of 
disagreement  which  led  to  their  issuance. 

b.  Also,  as  applicable,  include  a  para¬ 
graph  to  state  that  the  contractor  has  an 
approved  CAS  disclosure  statement  on 


file.  If  the  contractor  does  not  have  an 
approved  CAS  Disclosure  Statement,  or 
is  not  (TAS  covered,  the  appendix  on  the 
contractor’s  accounting  system  should  be 
attached  and  referred  to  in  this  para¬ 
graph. 

c.  Inform  the  contracting  officer  that 
further  advice  and  assistance  can  be 
obtained  (1)  by  contacting  the  office 
issuing  the  report  (include  the  FAQ  tele¬ 
phone  and  fax  numbers),  or,  when  appli¬ 
cable,  (2)  by  contacting  the  on-site  pro¬ 
curement  liaison  auditor  (include  the 
PLA’s  name,  telephone  number,  and  of¬ 
fice  location  as  shown  in  15-3S1).  Offer 
to  provide  accounting  counsel  and  any 
additional  audit  assistance  the  contract¬ 
ing  officer  may  require. 

d.  If  questioned  costs  are  believed  to  be 
subject  to  the  DFARS  252.231-7001  pen¬ 
alties,  re9uest  that  the  contracting  offi¬ 
cer’s  decision  be  furnished  promptly. 

e.  If  the  complexity  of  the  proposal  or 
audit  results  warrant,  recommend  that 
the  auditor  be  invited  to  attend  the 
negotiation  conference  on  procurement 
determined  rates. 

f.  For  procurement-determined  indi¬ 
rect  cost  rates  include  in  this  section  a 
request  for  the  contractinf  officer  to 
fiiraish  a  copy  of  the  nitration  agree¬ 
ment  as  required  by  FBAR  42.706(b). 

10-504.6  Signatne  BloA 

Conclude  the  narrative  portion  of  the 
report  with  the  simature  authentication 
prescribed  in  10-210. 

10-505  Exhibits  and  Schedoks 

a.  The  report  should  contain  all  exhib¬ 
its  and  supporting  schedules  required  for 
a  clear,  complete  presentation  of  the 
audit  results.  The  spmflc  procedures  for 
achieving  this  reporting  standard  follow. 

b.  Except  when  a  short  form  report  is 
used  (10-218),  summarize  the  results  of 
audit  in  Exhibit  A,  showing  the  amount 
and  rate  for  each  indirect  pool  as  pro¬ 
posed  by  the  contractor  and  as  ques¬ 
tioned  by  the  auditor.  Include  a  table  in 
this  exhibit  showing  the  extent  of  govern¬ 
ment  participation  in  the  contractor’s 
indirect  allocation  bases.  An  illustrative 
&ihibit  A  is  shown  in  Figure  10-5-1. 
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c.  Detail  the  audit  results  for  each 
indirect  cost  rate  classification  in  sepa¬ 
rate  exhibits,  with  sunwrtii^  schedules 
as  required.  An  illustrative  exhibit  is 
shown  in  Figure  lO-S-2.  Modify  the  pre¬ 
sentation  to  accommodate  complex  rate 
determinations  and  negotiation  pro^ 
lems.  (^estioned  costs  should  be  sup¬ 
ported  by  explanatory  notes,  ^ch  in¬ 
clude  the  items  discussed  in  10-S03b.  l^e 
auditor  can  briefly  describe  the  reasons 
for  the  question^  costs  in  those  in¬ 
stances  when  the  contractor  concurs. 
When  advance  agreements  or  special 
provisions  governing  specific  contracts 
are  in  effect,  reference  die  Special  Com¬ 
ments  Appendix  00-506.2)  in  the  explan¬ 
atory  notes  associated  with  the  appli^le 
costs.  Cross-reference  the  exhibits,  sched¬ 
ules,  appendixes,  and,  when  apprqpriate, 
the  narrative  portion  of  the  report. 

d.  If  direct  costs  are  questioned,  in¬ 
clude  an  exhibit  summarizing  the  results 
of  the  audit  of  direct  costs.  Questioned 
direct  costs  should  be  supported  by  ex¬ 
planatory  notes,  which  include  the  items 
discussed  in  1^503b.  The  auditor  can 
briefly  describe  the  reasons  for  the  ques¬ 
tioned  costs  in  those  instances  when  the 
contractor  concurs,  (^estioned  amounts 
should  be  identified  by  procuring  office, 
by  contract,  and  by  cost  element. 

e.  If  the  contractor’s  submission  ap¬ 
plies  to  contracts  containing  the  DFA^ 
pemdty  clause  and  costs  are  questioned 
during  the  audit,  include  a  schraule  iden¬ 


tifying  questioned  costs  within  pools  by 
penalty  class,  amount,  and  percent  of 
base  subject  to  penalty  (see  Figure  10-S- 
3).  For  corporate  home  office  expenses, 
the  schedule  should  also  include  the 
allocable  share  for  each  division  (see 
Figure  10-5-4). 

f.  Include  an  exhibit  listing  all  govern¬ 
ment  cost-reimbursement  and  flexibly 
priced  contracts  and  subcontracts  per¬ 
formed  during  the  fiscal  period.  Indicate 
those  contracts  and  subcontracts  with 
advance  agreements  or  governed  by  spe¬ 
cial  provisions.  Contracts  containing  the 
DF/JIS  “Penalties  for  Unalloa^e 
Costs”  clause  must  be  identifled  through 
a  footnote.  Request  the  contractor  to 
furnish  the  complete  exhibit  or  the  neces¬ 
sary  information  subject  to  your  selective 
veiffication.  Group  flie  contracts  by  mili¬ 
tary  departments  or  other  government 
agencies  concerned.  Identify  prime  con¬ 
tracts  and  subcontracts  by  number  and 
reference  subcontracts  to  the  prime  con¬ 
tractor  and  prime  contract  number. 

g.  Include  a  schedule  showing  the  al¬ 
lowable  costs  by  contract  or  subrontract. 
If  not  practical  (e.&,  if  the  schedule 
would  tw  too  voluminous),  make  refer¬ 
ence  to  the  specific  records  that  detail  the 
allowable  costs  by  contract  and  subcon¬ 
tract.  (Note  that  the  Indirect  Ck»t  Rate 
Agreement  letter  also  includes  this  sched- 
ute  as  an  enclosure,  adien  practical;  see  6- 
708.2c.) 
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Figure  lO-S-3,  (Ref.  10-S05(e)) 
SCHEDULE  OF  UNALLOWABLE  COSTS 
SUBJECT  TO  PENALTIES 


Audit  Report  No _ Schedule _ 

Sunshine  Wi(^  Company 
Miami,  Florida 

SCHEDULE  OF  UNALLOWABLE  COSTS  SUBJECT  TO  PENALTY 
Period _ Through _ 

Amount  Subject  to  DEARS  231.7001 

Questioned  Level  One  Level  Two 

Costs  Penalty  Penalty  Reference 

Cost  Element 
Engineering  Overhead: 


Consultants 

$150,000 

$100,000 

•^EE  NOTE 

Depreciation 

100,000 

100,000 

BELOW^ 

Pension 

100,000 

100,000 

Relocation 

100,000 

50,000 

Legal  Fees 

80,000 

40,000 

Professioiuil  Actv. 

80,000 

80,000 

Travel 

75,000 

20,000 

Insurance 

25,000 

25,000 

Entertainment 

25.000 

25,000 

Totals 

$735,000 

$540,000 

Participation  of  Contracts  with  Penalty  Clause 


Total 

With  Clause 

No  Clause 

Allocation  Base 

$40,000,000 

$8,000,000 

$32,000,000 

Percent  of  Base 

100.0% 

20.0% 

80.0% 

Questioned  Costs  Subject  to  Levd  One  Penalty  ($540,000  x  20%)  $108,000 
Questioned  Costs  Subject  to  Level  Two  Penalty  $0 


•^OTE:  INCLUDE  REFERENCES  TO  NOTES  IN  THE  EXHIBIT  CONTAINING 
THE  PENALTY  INFORMATION  AS  DISCUSSED  IN  CAM  10-505.  AN  EXAMPLE  OF 
THE  INFORMATION  THE  NOTES  SHOULD  CONTAIN  IS  INCLUDED  ON  THE 
DIIS  UNDER  NMARINCR. 
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Figure  10-5-4,  (Ref.  10-505(e)) 

HOME  OFFICE  EXKINSE 

SCHEDULE  OF  UNALLOWABLE  COST  SUBJECT  TO  PENALTIES 

Audit  Report  No _ Schedule _ 

San  Juan  Motor  Worics  Home  Office 
Bellingham,  Washington 

SCHEDULE  OF  UNALLOWABLE  COSTS  SUBJECT  TO  PENALTY 
Period _ Through _ 


Amount  Subject  to  DEARS  231.7001 


Questioned 

Costs 

Level  One  Level  Two 
Penalty  Penalty 

Reference 

Cost  Element 

Consultants 

$500,000 

$300,000 

•••SEE  NOTE 

Lobbying 

150,000 

150,000 

BELOW^^^ 

Advertising 

100,000 

100,000 

Public  Relations 

100,000 

100,000 

Relocation 

80,000 

40,000 

Travel 

50.000 

20.000 

Total 

$980,000 

$710,000 

Allocation  to  Divisions 

DIVISION 

%  ALLOCABLE  AMOUNT 

Missile 

60% 

$426,000 

Submarine 

20% 

142,000 

Service  Co. 

10% 

71,000 

Research 

10% 

71,000 

Total 

100% 

$710,000 

•••NOTE;  INCLUDE  REFERENCES  TO  NOTES  IN  THE  EXHIBIT  CONTAINING 
THE  PENALTY  INFORMATION  AS  DISCUSSED  IN  CAM  10-505.  AN  EXAMPLE  OF 
THE  INFORMATION  THE  NOTES  SHOULD  CONTAIN  IS  INCLUDED 
ON  THE  DIIS  UNDER  NMARINCR. 


18*506  Appendixes 

Use  appendixes  as  iy>plicable  to  pro¬ 
vide  information  and  comments  as  de¬ 
scribed  in  the  following  paragraphs. 

10-506.1  Anpendix  -  Coirtnclor’a 
Accoorting  Systcni 

Use  this  appendix  for  contrwtors 
which  have  not  submitted  CAS  disclo¬ 
sure  statements  or  whose  CAS  discimure 


statements  have  not  been  lyyproved.  For 
those  contracton  with  an  annoved  CAS 
disclosure  statement  on  file,  include  a 
comment  to  that  effect  in  the  narrative 
body  of  the  report  (10-504.5).  limit  the  I 
description  of  the  accounting  syMem  to 
the  methods  used  for  accumulating  and 
allocating  indirect  costs  to  government 
contracts  and  other  wtnk  of  the  contrac¬ 
tor.  Typically,  this  would  consist  of  a 
listing  of  the  various  indirect  cost  pools 
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with  brief  explanations  of  their  composi¬ 
tion  and  of  the  related  bases  for  alloca¬ 
tion.  Describe  any  sitpificant  change  in 
indirect  cost  accounting  and  allocation 
methods  made  by  the  contractor  since  the 
prior  audit,  and  your  conclusions  as  to 
the  pnqiriety  of  the  chmige.  Any  signifi¬ 
cant  departure  from  prior  policy  should 
be  discussed  in  the  “Special  Comments” 
Appendix. 

10-506.2  Appendix  -  Special  Commeati 

Use  an  appendix  with  this  title  to 
present  any  additional  information 
which  cannot  be  conveniently  included  in 
the  exhibits  and  schedules,  and  to  cover 
any  other  matters  which  warrant  the 
attention  of  the  contracting  officer.  Use 
this  appendix  to  describe  any  advance 
s^TMments  and  special  provisions  gov¬ 
erning  specific  contracts  as  required  by 
FAR  42.705-l(bX2),  unless  this  informa¬ 
tion  is  identified  in  the  exhibit  requir^ 
by  lO-SOSg.  Examples  of  other  items 
which  may  be  presented  are: 

a.  The  mfectiveness  of  the  contractor’s 
procedures  and  controls  for  excluding 
unallowable  charges  from  its  indirect 
costs  claim. 

b.  Management  decisions  resultii^  in 
the  incurrence  of  unwarranted  or  unrea¬ 
sonable  costs  on  contracts.  This  would 
include  the  results  of  any  DCAA  opera¬ 
tions  audits  which  affect  the  indirect  cost 
rate  claim. 

c.  Cbuiges  in  the  contractor’s  account- 
ii^  policy  and  practices  for  classifying 
direct  or  indirect  costs  vdien  the  chants 
result  in  inequitable  or  inconsistent  cost 
determirutions. 

10-506J  AppeiMix  -  Billii«  Rates 

A  billing  rates  appendix  may  be  used  to 
recommend  billing  rates  when  the  indi¬ 
rect  rates  are  procurement-determined, 
or  to  establish  billing  rates  when  the 
indirect  rates  are  audit-determined  ^AR 
42.704).  Identify  the  period  to  whicn  the 
recommended  rates  apply.  Comments 
supporting  the  recommended  rates 
should  mention  vdiatever  factors  you 
considered^  such  as  cost  trmds,  chaiiges 
in  prorliiction  volume,  and  shifts  in  areas 
of  activity.  The  recommended  rates 
should  provide  that  the  contractor  will 


1087 

110-506.1 

not  be  reimbursed  for  unallowable  costs 
(see  6-705.1). 

10-507  Attadmente 

The  report  should  include  the  follow¬ 
ing  attachments  as  applicable:  DCAA 
Forms  1,  Indirect  Cost  Rate  Agreement, 
Clertificate  of  Indirect  Cost,  assist  audit 
reports,  and  contractor  written  com¬ 
ments  to  the  audit  results. 

10-508  DiatribathM  of  Inclined  Cost 
RepTHTts 

a.  Pnxnuement-determined  Indirect 
Costs.  If  the  firuil  indirect  rates  are  to  be 
procurement-determined,  furnish  the 
contracting  officer  (CaCO  or  ACO)  re¬ 
sponsible  for  the  negotiation  of  the  final 
indirect  cost  rates  an  original  and  two 
copies  of  the  audit  report. 

b.  Audit-determined  Indirect  Costs.  If 
the  fiaal  indirect  rates  are  to  be  audit 
determined,  furnish  one  co]^  of  the 
report  to  both  the  CACO,  if  assigned,  and 
the  ACO. 

Distribute  one  copy  of  the  report  to  the 
following: 

(1)  Omer  DoD  contracting  officers  or 
procurement  officers  administer¬ 
ing  a  significant  portion  of  the 
contractor’s  total  government  busi¬ 
ness. 

(2)  The  contract  audit  coordinator,  if 
aiw. 

(3)  When  apidicable,  the  on-site  PLA 
(refer  to  15-3S1)  who  provides  ser¬ 
vice  to  the  contractiri^  officer  re¬ 
sponsible  for  the  n^tiation  of  the 
final  indirect  cost  rate. 

(4)  Uprm  specific  request,  other  mga- 
nizations  consistent  with  10-206 
and  the  restrictions  on  the  cover 
sheet  QFigiue  10-2-1). 

c.  Non-DoD  Organizations:  When  qie- 
cifically  requested  or  if  the  procurement 
office  has  a  significant  portion  of  the 
contractor’s  total  government  business, 
distribute  a  crqiy  of  the  incurred  cost 
audit  rnort  to  non-DoD  organizations  as 
shown  bekiw: 

(1)  National  Aetotuutics  and  Space 
Administration  (NASA). 

(i)  NASA  Contractors  (see  10-21 1): 

(ii)  NASA  field  audit  office  (Office 
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of  Inspector  General)  cognizant  of 
the  geo^phical  area  in  ^ch  con¬ 
tractor  is  located  (see  Supplement 
IS-lSl)  —  one  c^. 

(iii)  NASA  field  aurut  office  (Office 
of  Inspector  General)  cognizant  of 
the  Procurement  Center  leqMnsi- 
ble  for  the  contract  (see  l^pple- 
ment  IS-lSl)  —  one  copy. 

(iv)  NASA  Procurement  Contract¬ 
ing  Offioet(s)  at  NASA  Procure¬ 
ment  Centers)  (see  Supplement 
1S-1S2)  doing  business  with  the 
contractor  —  one  copy. 

(v)  Local  NASA  contract  adminis¬ 
tration  office  (if  any)  -  one  cr^y. 

(2)  Department  of  Transportation  (see 
Supplement  IS-ISS). 


Jaanry  1995 


(3)  Department  of  Agriculture  (see 
Supiriement  1S-1S6). 

(4)  DqMrtment  of  Health  and  Hurtum 
Services,  R^oruil  Audit  Director 
—  three  copies  (see  Supi^ement 
15-1S3). 

(5)  Department  of  Housing  and  Urban 
Develr^ment  Director  —  two  c(^ 
ies  to: 

Headquarters  Audit  Operations 
Office  of  Audit 
Office  of  Inspector  General 
DHUD  4S1  7th  Street,  SW 
Washington,  DC  20410. 

(6)  Envirorunental  Prmection  Agency 
Audit  Division  Director  —  two  copies 
(see  Supplement  1S-1S4). 
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iBcvred  Coat  SumiMry  Exhibit 

Audit  Report  No _  EXHIBIT  A 

Page  1  of  XX 


X  YZ  Company 
Philadelphia  Pennsylvania 
SUMMARY  RESULTS  OF  AUDIT 
Period  I  October  19XX  through  30 September  I9XX 


Claimed  Questioned 

By  Contractor _  _ By  Auditor 


Indirect 

Category 

Expense 

Pool 

Indirect 

Cost 

Rate 

Expense 

Pool 

Indirect 

Cost 

Rate 

Reference 

Factory  Oyethead  (a) 

$  8S3.960 

$  4.S12 

$26,950 

$.273 

ExhB 

Engineering  Oveth^  (a) 
General  A  Administrative 

460,300 

$  5.169 

15,322 

$.172 

ExhC 

Expenses  (b) 

320.384 

SI. 634.844 

8.0% 

44.053 

$86,325 

1.1% 

ExhD 

(a)  Allocation  Base — direct  labor  hours 

(b)  Allocation  Base — total  incurred  costs,  excluding  G&A  expenses  (input  costs) 


GOVERNMENT  PARTICIPATION  IN  ALLOCATION  BASES 


Indirect  Expense  Pool 


Contract  Type  In 

Allocation  Eto 

Factory 

Engineering 

G&A 

Goverament  cost-reimbursement  contracts* 

60% 

78% 

82% 

Government  flexible  flxed-price  contracts* 

25 

13 

10 

Government  firm  fixed-priced  contracts* 

10 

5 

4 

Commercial  work 

5 

4 

4 

100% 

100% 

100% 

*Includes  Subcontracts 
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Figure  IO-S-2  (Sef.  10-505) 
Overhead  Exhibit  Fw  A  Specific  Cost  Rate 


Audit  Report  No.. 


EXHIBIT  B 
Page  1  of  4 


XYZ  Company 
Philadelphia  Pennsylvania 

STATEMENT  OF  CONTRACTOR’S  CLAIMED  FACTORY 
OVERHEAD  COSTS  AND  RESULTS  OF  AUDIT 
Period  I  October  19XX  through  30  September  I9XX 

_ Results  of  Audit 

Contractor's  Overhead  Costs _ Questioned  Costs 


Un- 

Non- 

Cost  Element 

Total 

claimed 

Claimed 

Total 

Concurred 

concurred 

Reference 

Indirect  Labor 

Home  Oitice 

$410,000 

$3,000 

$407,000 

$(10,000) 

$(10,000) 

— 

Note! 

Expense 

Overtime  Premium  - 

23,925 

23,925 

— 

— 

— 

Direct  Labor 

Overtime  Premium  - 

60,000 

60,000 

— 

— 

— 

Indirect  Labor 

35,000 

— 

35,000 

— 

— 

Payroll  taxes 

60,325 

— 

60,325 

— 

— 

Insurance 

6,000 

— 

6,000 

— 

— 

Maintenance 

Depreciation  - 

23,000 

— 

23,000 

10,000 

10,000 

— 

Note  2 

Equipment 

Rental  of 

43,000 

43,000 

(1,000) 

(1,000) 

— 

Note  3 

Buildings 

92,000 

— 

92,000 

— 

— 

— 

Utilities 

Manufacturing 

44,000 

44,000 

— 

— 

— 

Supplies 

18,000 

— 

18,000 

4,000 

— 

$4,000 

Note  4 

Licenses  and  Taxes 

27,000 

— 

27,000 

18,000 

18,000 

— 

Note  5 

Traveling  Expense 

11,000 

— 

11,000 

2,700 

— 

2,700 

Note  6 

Entertainment 

Employment 

2,000 

2,000 

— 

•“ 

— 

— 

Expenses 

3.710 

— 

3,710 

3.250 

1.000 

2.250 

Note  7 

Totals 

$858,960 

$5,000 

$853,960 

$26,950 

$18,000 

$8.950 

Allocation  Base 

Direct  labor  Hours 

189.264 

(5,850) 

(5.850) 

Note  8 

Factory  Overhead  Rates; 
Proposed 

Questioned  Due  to  Base 

$  4.512 

$  .135 

$  .135 

Questioned  Due  to  Costa 

.138 

$  .095 

.043 

Unresolved 

— 

— 

Total  Exceptions 

$  .273 

f  .095 

$  .178 
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I 

I  Explanatoiy  Notes 


1.  Indirect  Labor 

The  negative  $10,000  questioned  represents  2,1S0  hours  of  inspection  labor.  The  contractor 
\  charged  these  hours  to  various  government  jobs  as  direct  labor  based  on  estimates.  Inspection 

f  labor  for  the  contractor’s  commercial  products,  however,  is  included  in  factory  overhead.  During 

t  our  audit  we  could  not  find  a  basis  for  this  difference  in  treatment.  The  inmectors  performing 

I  the  work  are  unable  to  maintain  detailed  time  records  of  the  time  they  sprad  on  the  individum 

\  jobs.  Because  the  contractor  has  neither  basis  nor  the  time  records  to  sustain  charging  insp^on 

i  labor  to  the  government  contracts  as  direct  labor,  and  because  commercial  products  are  similar 

;  to  those  produced  under  government  contracts,  we  reclassified  the  2,1S0  hours  as  indirect  and 

I  included  them  in  factory  overhead.  (Also  see  note  8  below.) 

The  contractor  concurs  in  our  recommendation  for  this  item.  Because  this  upward  adjustment 
I  is  a  reclassification  of  an  otherwise  allowable  cost  not  previously  determined  to  be  misclassified, 
it  is  not  subject  to  penalty  under  the  provisions  of  DFARS  231.70. 
i 

J  2.  Maintenance 

I  The  $10,000  questioned  represents  the  cost  of  a  used  milling  machine  purchase  I  April 
s  I9XX.  This  purchase  was  properly  a  capital  expenditure  under  the  contractor’s  capitalization 

i  policy,  but  was  inadvertently  chiurged  to  maintenance  expense.  We  questioned  the  amount 

t  cbar^  to  maintenance  expense,  but  allowed  depreciation  expense  of  $1,000  for  this  year  (see 

I  note  3  below). 

I  The  contractor  concurs  in  our  recommendation  for  this  item.  The  difference  between  purchase 
I  cost  and  allowable  depreciation  is  not  assignable  to  this  accounting  period  because  it  is  in 
I  nonoonmUanoe  with  CAS  409.40(a)  and  is  expressly  unallowable  in  accordance  with  FAR 
I  31.20S-24(b).  The  cost  is  therefore  subject  to  penalty  under  the  provisions  of  DFARS  231.7002> 

I  ‘(«K1). 


3.  Depreciation— equipment 


1  Government  technical  persoimel  established  a  five-year  life  for  the  used  milling  machine 

1  which  had  been  charged  to  maintenance  expense  (see  note  2  above).  Depreciation  expense  of 
[  $1,000  was  calculated  using  the  straight-line  method  consistent  with  the  contractor’s  deprecia- 

I  tion  policy.  The  calculation  is  as  follows: 

1  Cost  basb 

$10,000 

DhMed  by  asset  life 

5  years 

1  Aunad  expense 

$  2,000 

t  Allocation  for  partial  year 

50% 

1  Depredation  expense 

) 

1 

$  1,000 

j 

1  4.  Manufacturing  supplies 

j  The  $4,000  questioned  rmresents  the  cost  of  pyrtMechnics  used  in  surveillance  testing.  This 
I  amount  of  materials  should  be  charged  to  the  materials  overhead  pool,  which  includes  quality 
I  control  costs,  in  accordance  with  the  contractor’s  established  policy  regarding  material, 
j  Consequently,  we  have  questioned  these  material  costs  and  tran^erred  a  corresponding  amount 
I  to  the  materials  pool  in  Exhibit  D. 

j  The  contractor  does  not  concur  in  our  recommendation,  stating  that  its  policy  on  materials 
does  not  apply  to  this  pyrotechnic  testing  material.  The  contractor  has  not  provided  verifiable 
documentation  to  support  its  different  treatment  of  testing  material. 

The  amount  questioned  is  a  reallocation  of  an  otherwise  allowable  cost.  We  notified  the 
contractor  by  letter  dated  XX  March  19xx  that  these  costs  were  not  allocable  to  direct  labor 
hours.  The  contractor  responded  by  agreeing  to  revisions  of  the  estiinating  and  billing  rates.  The 
referenoed  correspondence  was  prevKusty  ftiroiahed  to  your  t^Rke. 

These  oosu  are  now  mutually  agreed  to  be  unallowable,  as  defined  in  FAR  31.201-6a,  in  the 
labor  overhead  pool.  They  are  therefore  subject  to  penalty  under  the  provisions  of  DFARS 
231.7001(aX2).  ' 
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5.  Licenses  and  taxes 

The  $18,000  questioned  represents  personal  property  tax  on  equipment  used  by  a  subsidimy 
which  has  no  government  contracts.  Iliese  costs  must  be  chai]^  directly  to  the  benefiting 
division  in  accordance  with  the  requirements  of  CAS  403.40(aX4)  and  410.S0(e)-  The  contractor 
concurs  in  our  recommendation  on  this  item. 

These  costs  are  unallowable  under  FAR  31.20S-4l(bXS).  They  are  therefore  subject  to  penalty 
under  the  provisions  of  DEARS  23].7002-l(a)(l). 

6.  Traveling  expense 

The  amount  questioned  represents  excess  of  nrst<lass  air  fares  over  lower-class  fares  on 
various  trips  during  the  period.  The  contractor’s  policy  requires  the  use  of  the  most  economical 
means  of  transportation  available  unless  the  urgen^  of  travel  requires  use  of  premium  fares. 
Because  the  contractor  has  not  justified  the  use  of  the  premium  fares,  we  have  questioned  the 
$2,700  difference  in  fares  in  accordance  with  FAR  31.205-46. 

The  contractor  does  not  concur,  claiming  that  the  trips  were  by  management  officials  for 
whom  written  approval  was  not  required.  The  issue  of  allowability  does  not  hinge  on  whether  the 
first<lass  air  fares  were  approved.  Rather,  the  difference  between  flrst-class  fares  over  lower- 
class  fares  is  unallowable  except  when  lower<lass  fares  are  not  available  and  travel  must  take 
place.  We  recommend  that  a  penalty  be  assessed  on  the  questioned  first  class  air  travel  in 
accordance  with  the  provisions  of  DEARS  23l.7002-l(aXl). 

7.  Employment  expense 

The  S34S0  questioned  represents  the  cost  of  three^lor,  full-page,  help-wanted  advertise¬ 
ments  in  weekly  news  magazines.  Our  audit  showed  tb^  costs  to  be  unallowable  under  FAR 
31.20S-34(b)  because  the  advertising  was  excessive  relative  to  the  number  and  importance  of  the 
positions  and  included  both  material  not  relevant  for  recruitment  purposes  and  color. 

The  contractor  does  not  concur  with  $2,250  of  the  $3,250  we  have  optioned.  The  contractor 
claims  that  such  advertising  is  necessary  to  attract  sufficient  qualified  employees  in  today’s 
higUy  competitive  labor  market,  but  has  not  provided  tangible  evidence  in  support  of  its 
position. 

FAR  31.205-34(b)  is  specific  in  stating  the  elements  which  make  recruitment  advertising 
unallowable,  and  this  advertising  contained  three  elements  whidi  make  the  advertising 
unallowable.  We  questioned  similar  advertising  costs  in  Uk  contractor’s  most  recent  indirect  cost 

settlement  agreement  (Audit  Report  No. _ _  dated _ )  at  which  time  the 

contractor  concurred.  Accordingly,  these  costs  were  determined  to  be  unallowable  prior  to  the 
date  of  submission  of  this  propel.  We  therefore  recommend  that  a  penalty  be  assnsed  on  the 
entire  amount  of  question^  advertising  expense  in  accordance  with  the  provisions  of  DEARS 
231.7(X)2-l(aX2). 

8.  Allocation  base 

The  increase  in  the  direct  labor  hours  base  consists  of: 

Hoars  Refeicaoe 

8,000  a. 

(2.150)  b. 

Net  Increase  5.850 


a.  The  addition  of  subsidiary  TW  Corporation  (TW)  direct  labor  hours  that  were  not 
included  in  the  allocation  base  by  the  contractor.  We  included  these  direct  labor  hours  in  the 
allocation  base  because  TW  shares  and  uses  the  contractor’s  manufacturing  facilities.  Tlierefote, 
TW  should  participate  in  the  allocation  of  overhead.  TW  paid  the  contractor  only  nominal 
rental  fm  the  use  of  its  facilities,  indirect  personnel  and  equipment  Moreover,  the  rental  income 
was  not  included  as  a  credit  to  the  factory  overhead  eimense  pool 
The  contractor  does  not  concur,  claiming  that  TW  used  the  facilities  only  during  infrequent 
shop  overhMd  conditions  and  then  tmly  to  a  limited  dppee.  The  contractor  also  dainu  that 
treatment  of  the  rental  chuies  as  Otbn  Income  is  ptopn  under  the  circumstances. 

Our  audit  disclosed  that  TW’s  use  of  the  contractor  facilities  occurred  on  a  continuing  and 
regular  basia;  therefore,  induding  TWs  direct  labor  hours  in  the  base  is  not  only  proper,  but 
also  diminates  the  discussion  of  the  proper  rental  amount  and  whoe  in  the  acoountii^  reco^  it 
should  be  credited. 
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b.  Tbe  subtraction  of  the  inspection  labor  hours  reclassified  as  indirect  (see  note  1  above). 
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10-600  Section  6  —  Reports  on  Postaward  Andits  of  Cost  m  Pricing  Data 


10-601  Introdnction 

a.  This  section  provides  guidance  for 
preparing  and  distributing  reports  on 
postaward  audits  of  contractor  cost  or 
pricing  data  for  compliance  with  10 
U.S.C.  2306a.  Such  reports  embody  the 
results  of  audits  performed  using  the 
guidance  in  14-100.  Auditors  sometimes 
refer  to  these  audits  as  “defective  pricing 
audits,”  “audits  for  possible  defective 
pricing,”  etc.  In  audit  reports,  however, 
FAOs  ^ould  use  the  terms  employed  in 
this  section. 

b.  Throughout  this  section  the  term 
“contractingofncer”  includes  their  repre¬ 
sentatives.  The  term  “contract”  also  ap¬ 
plies  to  subcontracts  except  where  this 
section  specifically  notes  a  distinction. 

l(Mi02  Nature  and  Timing  of  Reports 

a.  The  cost  or  pricing  data  for  each 
pricing  action  (prime  contract,  modifica¬ 
tion,  subcontract,  etc.)  is  subject  to  a 
separate  defective  pricing  audit.  There¬ 
fore,  separately  report  apptuent  defective 
pricing  found  on  each  pricing  action. 

b.  For  subcontract  reporting,  it  is  usu¬ 
ally  easier  for  the  prime  contract  auditor 
to  apply  the  prime  contractor’s  additives 
to  recommended  subcontract  price  ad¬ 
justments.  The  prime  contract  auditor 
may  also  need  to  perform  other  audit 
actions  at  the  prime  contract  level,  such 
as  those  involving  possible  “offsets”  or 
the  issuance  of  appropriate  disapprovals 
under  flexibly  priced  contracts  for  recom¬ 
mended  subcontract  price  adjustments. 
Therefore,  issue  subwntract  audit  re¬ 
ports  to  the  prime  contract  auditor. 

I  (However,  see  4-702.8  for  conunents  on 
issuing  subcontract  audit  reports  when 
there  is  alleged  subcontractor  fraud  in 
connection  with  the  defective  pricii^ 
audit.)  This  procedure  usually  re^ts  in 
earlier  holding  of  an  exit  conference  with 
the  prime  contractor.  It  also  provides  for 
earlier  involvement  by  the  pnme  contract 
auditor  in  eventual  n^tiation  of  recom¬ 
mended  prime  contract  price  adjust¬ 
ments. 


c.  Issue  all  audit  reports  promptly, 
whether  or  not  apparent  defective  pacing 
is  disclosed.  Regional  Audit  Manager 
(RAM)  review  is  required  for  all  positive 
defective  pricing  reports  prior  to  their 
issuance.  In  addition,  RAM  review  of  all 
rebuttals  and  response  letters  related  to 
these  reports  is  required. 

10-603  Fonnat  and  Content  of 
Reports 

a.  The  nature  and  extent  of  the  detail 
reported  depends  on  (1)  whether  or  not 
the  audit  disclosed  apparent  defective 
pricing,  (2)  materiality  of  recommended 
price  adjustments,  (3)  results  of  discus¬ 
sions  with  the  contractor  including  those 
involving  offsets,  and  (4)  items  of  special 
interest  to  the  contracting  officer  or  other 
authorized  requester. 

b.  Minimum  data  requirements  stated 
in  1(K606.1  apply  even  if  the  audit  did 
not  disclose  defective  pricing.  Also,  sup¬ 
ply  the  information  as  stat^  in  10-605 
r^ardless  of  audit  findings. 

10-603.1  General  Fonnat 

a.  Prepare  the  report  using  the  basic 
guidance  contained  in  10-100  and  10-200 
plus  the  supplemental  information  pro¬ 
vided  by  this  section. 

b.  The  Kneral  arrangement  of  report 
contents  follows. 

Audit  report  cover,  if  applicable  (see 
10-205) 

Cover  sheet  (see  10-206) 

Letterhead  sheet  for  page  1,  starting 
with  audit  report  number  (see  1(1- 
203.1) 

“Subject”  element  (sec  10-603.2) 
‘To’^  element  (see  10-604) 

Narrative  body  of  report  (see  10-605) 
Stature  element  (see  10-210) 

List  of  enclosures,  if  applicable;  or 
table  of  contents,  if  required  (see  10- 
212) 

Distribution  list  (see  10-211) 

Exhibits  and  sch^ules,  if  applicable 
(see  1(V606) 

Appendixes,  if  applicable  (see  10-6071 
Attachments,  if  applicable  (see  10-608) 
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10^3.2  “Sabject”  Element 

Following  the  general  format  in  10- 
207,  include  the  title  of  the  report  (“Re¬ 
port  on  Postaward  Audit  of  Cost  or 
Pricing  Data”),  the  prime  contract  num¬ 
ber,  the  subcontract  identiflcation,  if  ap¬ 
plicable,  and  the  contractor’s  name,  city, 
and  state. 

10-603J  Release  of  Sabcontract  Audit 
Report  to  tbe  Higber-Tier  Contractor 

a.  If  a  government  audit  discloses  de¬ 
fective  subcontractor  cost  or  pricing  data, 
FAR  15.804-7(0  provides  for  contracting 
officer  release  or  information,  upon  re¬ 
quest  to  prime  contractors  or  appropriate 
subcontractors  to  the  extent  necesstuy  to 
secure  a  prime  contract  price  reduction. 
However,  the  contracting  officer  must  be 
careful  to  protect  confidential  business 
information  from  improper  disclosure  in 
such  situations. 

b.  One  of  the  following  release  state¬ 
ments  will  be  included  on  the  cover  sheet 
of  subcontract  defective  pricing  audit 
r^rts  and  on  hi^er-tier  contractor  au¬ 
dit  reports  containing  recommended  sub¬ 
contractor  price  adjustments.  The  state¬ 
ment  will  appear  in  the  first  paragraph  of 
the  cover  sheet  following  the  standard 
release  statement  in  10-206.2(a). 

(1)  If  the  subcontractor  does  not  object 
to  the  release  of  the  r^rt,  add  the 
sentence  shown  at  10^206.3c(l). 

(2)  If  the  subcontractor  objects  to  the 
release  of  company  proprietary  informa¬ 
tion  which  may  be  included  in  the  audit 
report,  the  following  statement  will  be 
included: 

“However,  [insert  name  of  subcontrac¬ 
tor]  considers  [identify  the  data  which 
the  subcontractor  objects  to  releasing]  to 
be  trade  secrets  or  confidential  business 
information.  Accordingly,  the  contract¬ 
ing  officer  should  protect  such  informa¬ 
tion  from  improper  disclosure  in  accor¬ 
dance  with  15.804-7(0.” 

l(Mi04  Addrenii^  and  Distriboting 
Reports 

The  gmeral  policy  for  addressing  audit 
reports  is  stated  in  10-208.  Pan^ph  10- 
211  states  the  general  policy  for  report 
distribution.  For  reports  covered  by  this 
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section,  include  the  on-site  PLA  (refer  to 
15-3S1)  on  the  distribution  list. 

10-604.1  Addiessins  and  Distribating 
Prime  Contract  Andit  Retorts 

a.  If  the  auditor  performed  the  posta¬ 
ward  audit  of  cost  or  pricing  data  in 
response  to  a  specific  government  re¬ 
quest,  address  the  report  to  the  requester 
with  a  copy  to  the  plant  representa- 
tive/ACO  and/or  the  PCO,  as  appropri¬ 
ate. 

b.  If  DCAA  initiated  the  audit,  address 
the  report  to  the  PCO  with  an  informa¬ 
tion  copy  to  the  plant  representa- 
tive/ACO,  unless  the  plant  representa- 
tive/ACO  has  negotiation  authority.  In 
that  event,  address  the  report  to  the  plant 
representative/ACO  with  a  copy  to  the 
PCO.  The  contract  will  identify  negotia¬ 
tion  authority  for  orders  issued  under 
basic  ordering  agreements. 

c.  The  pnme  contract  auditor  will 
incorporate  positive  subcontract  audit 
report  findings  and  make  distribution  of 
a  combined  report  (see  10-604.2).  When 
the  prime  contract  auditor  is  unable  to 
complete  the  prime  contract  audit  and 
issue  a  combined  report  within  30  days  of 
receiving  a  subcontract  audit  report  with 
positive  findings,  he  or  she  will,  as  an 
interim  measure,  issue  and  distribute  an 
audit  repprt  which  includes  the  subcon¬ 
tract  findings  and  the  prime  contractor’s 
add-ons.  Sm  14-1 19.4b  for  tbe  proper 
application  of  prime  contractor  add-ons. 

d.  If  the  prime  contract  is  flexibly 
priced  and  the  subcontract  audit  report 
recommends  disallowance  or  nonrecoipii- 
tion  of  incurred  costs  (see  14-1 19.4),  the 
prime  auditor  will  immediately  advise 
the  PCO.  Timely  action  (1)  allows  the 
PCO  to  notify  the  prime  contractor  that 
the  increased  costs  may  be  disallowed  or 
not  recognized  on  the  prime  contract  and 
(2)  enables  the  prime  contractor  to  exer¬ 
cise  the  price  r^uction  clauses  it  should 
have  in  its  contract  with  the  subcontrac¬ 
tor.  Delays  in  reporting  subcontractor 
defective  pricing  may  prevent  the  prime 
contractor  from  obtaining  a  subcontract 
price  reduction,  thus  precluding  the 
pnme  »  legitimate  recovery  of  its  costs. 

c  Distnbute  one  copy  of  each  report 
with  apparent  defective  pricing  on  Army 
contracts,  certain  Air  Force  contracts. 
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and  contracts  issued  by  any  contracting 
activity  of  the  Defense  Logistics  Agency 
as  shown  in  supplement  10-6S1. 

f.  Furnish  the  appropriate  NASA  Re¬ 
gional  Audit  Office  (IS-lSt)  one  copy  of 
any  report  n^arding  apparent  defective 
pricing  on  NASA  prime  contracts. 

AddicssiBg  and  Distribotfa^ 
SabooatiBct  aad  latiacoivaay  Audit 
Reporti 

a.  For  a  subcontract  or  intracompany 
audit  that  was  performed  in  response  to  a 
request  by  a  contracting  officer  or  other 
authorized  person  or  activity,  address  the 
report  to  the  requester  with  a  copy  to  the 
prime  contract  auditor. 

b.  For  a  subcontract  or  intracompany 
audit  report  on  a  DCAA-initiated  audit, 
address  the  report  to  the  prime  contract 
auditor.  Do  not  distribute  copies  of  these 
reports  outside  DCAA,  since  the  prime 
contract  auditor  will  make  distribution  of 
the  combined  report,  if  appr^riate.  The 
prime  contract  auditor  will  distribute  the 
combined  report  as  provided  in  l(Mi04.1. 

c.  Follow  procedures  similar  to  the 
above  when  dealing  with  lower-tier  sub¬ 
contracts.  The  prime  contract  auditor  is 
responsible  for  obtaining  intermediate- 
tier  subcontractor  add-ons  when  there  are 
positive  findings  below  the  first  tier  of 
subcontracts. 

10-605  Narrative 

The  body  of  the  report  will  contain  the 
following  captioned  paragraphs  as  apirii- 
cable.  Sw  10-209  for  pan^aiA  format. 

10-605.1  Parpow  aai  Scape  of  Aadh 

a.  The  first  portion  of  this  section 
should  identify  the  pricing  action  audited 
and  the  purpose  of  the  audit.  It  should 
also  include  information  about  the  con¬ 
tract  such  as  contract  trae,  incentive 
provisions,  total  value  or  tiie  pricing 
action  covered  by  the  audit,  items  pur¬ 
chased,  and  other  appropriate  informa¬ 
tion.  Opening  statements  for  five  com- 
mcm  situations  could  read  as  fellows: 

Example  1  (Prime  contract  auclit  re- 
quested  by  contracting  officer): 

As  requested  by  (requestina  office]  in 

[memoranduin/letter]  ueference] 


dated _ ,  we  have  audited  con¬ 

tractor  cost  or  pricing  data  related  to 
initial  pricing  of  the  subject  ccHitract. 
The  purpose  of  the  audit  was  to  test 
whether  the  price,  including  profit, 
n^tiated  in  that  pricing  action  was 
incieased  by  a  significant  amount 
because  the  contractor  furnished  cost 
or  pricing  data  that  was  not  accurate, 
complete,  and  current  as  required  by 
10  U.S.C.  2306a.  In  its  Certificate  of 
Current  Cost  or  Pricing  Data  dated 

_ ,  the  contractor  certified  the 

data  as  of _ ,  the  date  of  agree¬ 

ment  on  price.  The  contract,  initially 

priced  at  $  _  ,  is  fim-fixe<f- 

price  type  and  provides  for  produc¬ 
tion  and  delivery  of _ _ 

The  cost  and  pricing  data  are  the 
responsibility  of  the  contractor.  Our 
responsibility  is  to  express  an  opin¬ 
ion  on  the  cost  and  pricing  data 
based  on  our  audit 

Example  2  (DCAA-initiated  audit): 

We  have  audited  contractor  cost  or 
ricing  data  related  to  the  pricing  of 
upplemental  Agreement  No.  4  to 
the  subject  contract,  as  part  of  our 
continuing  program  of  evaluating 
contractor  compliance  with  10 
U.S.C.  2306a  and  implementing  reg¬ 
ulations.  The  purpose  of  the  audit 
was  to  test  whether  the  price,  indud- 
ing  profit,  negotiated  in  that  pricing 
action  was  increased  by  a  sigmficant 
amount  because  the  contractor  fur¬ 
nished  cost  or  pricing  data  that  was 
not  accurate,  complete,  and  current 
as  requited  by  the  cited  statute.  In  its 
Certificate  of  Current  Cost  or  Pric¬ 
ing  Data  dated _ ,  the  contrac¬ 
tor  certified  the  data  as  of _ , 

the  date  of  agreement  on  price.  The 
fixedi>rioe-incentive  contract  pro¬ 
vides  for  devekqnnent,  test,  and 

evaluation  of _ The  net  target 

price  added  to  the  contract  by  the 
pricing  action  was  $ _ _ 

The  cost  and  pricing  data  are  the 
responsibility  of  the  contractor.  Our 
reqionsilMlity  is  to  omreis  an  onn- 
km  on  the  coat  and  pricing  data 
based  on  our  audit. 
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Example  3  (Subcontract  or  intracom- 
pany  audit  requested  by  contracting  offi¬ 
cer  or  is  DCAA-initiated): 

Modify  Examples  1  and  2  by  substitut¬ 
ing  “subcontract”  or  “intracompany  or¬ 
der”  for  “contract”  wherever  applicable. 

Example  4  (Cost-reimbursment  type 
contraa): 

For  cost-reimbursement  type  contracts, 
the  statement  on  purpose  of  the  audit 
should  not  refer  to  “the  price,  including 
profit.”  Instead,  use  the  following  word¬ 
ing: 

The  purpose  of  the  audit  was  to  test 
whether  the  estimated  cost  or  fee 
negotiated  in  that  pricing  action,  or 
any  cost  reimbursable  under  this 
contract,  was  increased  . . . 

Example  5  (Lack  of  Certificate  of  Cur- 
rent  C(»t  or  Pricing  Data): 

If  the  contractor  did  not  execute  a 
Certificate  of  Current  Cost  or  Pricing 
Data  in  connection  with  the  pric^  ac- 
tion(s)  being  reported  on,  modify  the 
appropriate  sentence  in  Examples  1  and 
2.  It  may  state,  for  example: 

In  the  absence  of  the  contractor’s 
(Certificate  of  Current  (Cost  or  Pric¬ 
ing  Data  for  this  pricing  action,  we 
have  treated  [the  date  that  price 
agreement  was  reached  or  the  date 
the  contract  (or  modification)  was 
executed]  as  the  effective  date  of  the 
contractor’s  responsibility  for  the 
cost  or  pricing  data  submitted. 

b.  Next,  include  an  aroropriate  scope 
of  audit  statement,  modified  for  circum¬ 
stances  that  significantly  affected  the 
audit  scope.  Tailor  the  scope  statement  to 
accurately  reflect  the  extent  of  audit  work 
performs,  especially  when  we  have  not 
performed  a  fiill  audit.  (Note:  the  audi¬ 
tor’s  decision  to  use  “desk  evaluation” 
procedures  is  not  a  scr^  impairment.) 
Use  the  following  scope  statements,  as 
appropriate: 

Exainirie  1  (Unqualified  report): 

The  criteria  used  to  evaluate  the  coM 
or  pricing  data  included  the  public 
law  contained  in  FAR  Subpart  15.8 
and  [the  advance  a^t^ents  and 
other  pertinent  provisions  of  the 
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contract  as  referenced  in  Appendix 

_ ].  We  conducted  our  audit  in 

accordance  with  urcrally  accepted 
government  auditing  standards. 
Those  standards  require  that  we  plan 
and  perform  the  audit  to  obtain 
reasonable  assurance  about  whether 
the  data  and  records  evaluated  are 
flee  of  material  misstatement.  An 
audit  includes  examining,  on  a  test 
basis,  evidence  supporting  the 
amounts  and  disclosures  in  the  data 
and  records  evaluated.  An  audit  also 
includes  assessing  the  accountii^ 
principles  used  and  significant  esti¬ 
mates  made  by  the  contractor,  as 
well  as  evaluating  the  overall  data 
and  records  presentation.  We  believe 
that  our  audit  provides  a  reasonable 
basis  for  our  opinion. 

Example  2  ((Qualified  report): 

Frecede  the  words  “We  conducted  our 
audit”  in  the  second  sentence  of  Example 
1  by  the  phrase  “Except  as  discussed  in 
paragraph  2.” 

Example  3  (Explanatory  modification 
useo  when  the  auditor  limited  audit 
s««pe  to  that  requested  by  the  contracting 
officer  and  the  audit  conclusions  are  not 
qualified): 

The  criteria  used  ...  as  referenced 

in  Aj^ndix _ To  satisfy  your 

specific  request,  we  limited  this  cur¬ 
rent  audit  to  the  following  aspc^: 

_ _  Except  for  this  limitation, 

we  conducted  our  audit  in  accor¬ 
dance  with  ^erally  accepted  gov¬ 
ernment  aumting  standards.  Those 
standards  require  that  we  plan  and 
perform  the  audit  to  obtain  reason¬ 
able  assurance  about  whether  the 
data  and  records  evaluated  are  free 
of  material  misstatement.  An  audit 
includes  examining,  on  a  test  basis, 
evidence  supporting  the  amounts 
and  disclosuies  in  the  data  and  rec¬ 
ords  evaluated.  An  audit  also  in¬ 
cludes  assessing  the  accounting  prin¬ 
ciples  used  and  significant  estimates 
made  by  the  contractor,  as  well  as 
evaluating  the  overall  data  and  rec- 
orrb  presentation.  We  believe  that 
our  audit  provides  a  reastmable  basis 
for  our  opinion. 
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We  may  continue  to  audit  other 
aspects  of  the  subject  contract  and 
may  issue  a  separate  report  on  such 
other  aspects. 

10-<05.2  OicninstaiKes  Affecdag  the 
Audit 

a.  Include  the  paragrai)h  on  circum¬ 
stances  affecting  the  audit  only  if  the 
audit  results  must  be  qualified  because 
the  stated  purpose  and  scope  could  not  be 
accomplished.  In  such  a  case,  both  the 
“scope”  statement  and  the  “summary  of 
audit  results”  paragraph  must  specifit^y 
refer  to  this  paragraph.  Do  not  refer  to 
any  unqualified  audit  conclusions  and 
recommendations  in  this  section.  Proper¬ 
ly  explain  them  in  the  other  portions  of 
the  report. 

b.  Oearly  explain  the  nature  and  po¬ 
tential  impact  of  each  circumstance  that 
prevents  an  unqualified  conclusion,  as 
well  as  any  steps  taken  to  overcome  or 
mitigate  the  problem.  If  applicable,  also 
explain  any  further  action  the  auditor 
will  take  after  issuing  the  report. 

c.  For  situations  involving  more  than 
one  qualification,  use  subcaptions  to 
highlight  the  specific  circumstances  re¬ 
quiring  a  report  qualification.  For  exam¬ 
ple,  the  subcaptions  might  read  “a.  Con¬ 
tractor’s  Denial  of  Access  to  Records” 
and  “b.  Inadequate  Contractor  Cost  Rec¬ 
ords.” 

10-4053  SmuMry  of  Awlit  Results 
a.  The  results  of  audit  (qualified,  if 
appropriate)  should  be  summarized  in 
the  narrative  portion  of  the  report.  If  the 
audit  does  not  result  in  a  recommended 
price  adjustment,  use  wording  similar  to 
Example  1 .  If  the  results  of  audit  r^ect  a 
recommended  price  adjustment,  the  basis 
of  that  adjustment  should  be  briefly 
explained  following  the  opening  state¬ 
ment  (Example  2).  Refer  to  applicable 
exhibits,  schedules,  and  appendixes 
which  contain  the  detailed  audit  results. 
On  flexibly  priced  prime  contracts,  sepa¬ 
rately  present  findings  in  the  prime  audit 
report  for  (1)  recommended  price  adjust¬ 
ments  and  (2)  recommended  disaUo- 
wance  or  nonrecomition  of  incurred 
costs  (14>119.4b).  It  the  audit  is  quali¬ 
fied,  inake  reference  to  paragraph  2  (cir¬ 
cumstances  affecting  the  audit). 
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Example  1  (Unqualified  conclusion 
with  no  audit  exceptions): 

Our  audit,  summarized  as  follows, 
disclosed  no  evidence  that  the  price 
[cost  and  fee  for  cost-type  contracts] 
was  increased  because  the  contractor 
furnished  cost  or  pricing  data  that 
was  not  current,  accurate,  and  com¬ 
plete. 

Audit  baseline  $ _ 

Recommended  price  adjustment  None 

Example  2  (Unqualified  conclusion 
witn  audit  exceptions): 

Our  audit  disclosed  that  the  cost  or 
pricing  data  submitted  by  the  con¬ 
tractor  was  not  accurate,  complete, 
and  current  as  of  the  date  of  agree¬ 
ment  on  price.  [Briefly  discuss  the 
major  recommended  price  adjust¬ 
ments,  including  a  reference  to  any 
CAS  reports  issued  per  14-120.2] 
Exhibit  A  [and  the  enclosures  refer¬ 
enced  therein]  presents  the  detailed 
conclusions  and  recommendations 
resulting  from  our  audit,  which  are 
summarized  as  follows: 

Audit  baseline  $ _ 

Recommended  price  adjustment  S _ 

Example  3  (Qualified  conclusion  with 
possible  aooed  exceptions): 

Insert  any  needed  qualifying  wordi^ 
at  the  beginning  of  the  first  sentence  in 
Example  1  or  the  second  sentence  in 
Example  2.  Refer  specifically  to  the  pos¬ 
sible  effects,  not  merely  to  the  circum¬ 
stances,  that  led  to  the  qualification.  If 
access  was  denied  to  historical  cost  rec¬ 
ords,  Example  2  might  include  the  fol¬ 
lowing  qualification: 

Except  for  additional  recommended 
price  adjustments,  if  any,  that  mi^t 
result  from  access  to  the  historical 
cost  records  of  previously  manufac¬ 
tured  items  as  discussed  above.  Ex¬ 
hibit  A . . . 

b.  Paragraphs  10-606  and  14-123  list 
minimum  data  required  for  exhibits  and 
schedules.  Place  the  data  here  rather  than 
in  the  exhibits  and  sdiedules  if  this  will 
provide  a  useful  presentation  fw  the 


DCAA  Ctwtnct  AadR  Mwinl 


January  1995 


report  readers.  However,  auditors  should 
use  an  Exhibit  A  for  even  the  simplest 
situation,  when  it  expedites  the  FAO’s 
report  production  procedures.  As  dis¬ 
cussed  in  14-123,  each  audit  report  with  a 
recommended  price  adjustment  must 
specifically  address  the  flve  points  for 
establishing  defective  pricing  in  the  ex¬ 
planatory  notes  (14- 102b). 

c.  Clei^y  identify  details  on  significant 
offsets  alleged  by  the  contractor.  Do  this 
in  a  fashion  similar  to  that  used  for  the 
explanatory  notes  to  Exhibit  A.  If  appro¬ 
priate,  auditors  can  merely  make  refer¬ 
ence  to  them  here  and  cover  the  details  in 
a  separate  exhibit.  If  the  contractor  h^ 
not  submitted  appropriate  offset  certifi¬ 
cations  for  contracts  entered  into  on  or 
after  IS  February  1987  (14-1 18b),  in¬ 
clude  in  the  report  an  additional  state¬ 
ment  that  the  contractor  refused  to  pro¬ 
vide  a  certification  and,  for  this  reason, 
we  have  not  included  the  claimed  offsets 
in  our  computation  of  the  recommended 
price  adjustment  and  do  not  express  an 
opinion  on  the  claimed  offsets. 

d.  When  postaward  audits  disclose 
ove^yments  resulting  from  defective 
pricing  on  (1)  DoD  contracts  or  modifi¬ 
cations  awarded  after  7  November  1985 
or  (2)  other  government  contracts  or 
modifications  awarded  after  22  January 
1991,  include  the  following  statement  as 
part  of  this  portion  for  prime  contract 
audit  reports  (see  14-124): 

The  government  sustained  a  loss  in 
the  form  of  interest  on  overpayment 
which  resulted  from  the  contractor’s 
failure  to  comply  with  the  Truth  in 
Negotiations  Act  (10  U.S.C.  2306a). 

As  provided  by  the  statute  (applica¬ 
ble  to  DoD  contracts)  and/or  FAR 
IS.804-7(b)(7)  (applicable  to  con¬ 
tracts  of  all  government  agencies), 
this  interest  amount  is  computed  at 
the  current  rate  prescribes  by  the 
Secretary  of  the  Treasury  under  Sec¬ 
tion  6621  of  the  1986  Internal  Reve¬ 
nue  Code,  from  the  time  of  the 
overpayment  to  the  date  the  govern¬ 
ment  is  repaid. 

e.  When  postaward  audits  at  subcon¬ 
tractors  disclose  overpaymmts  resulting 
from  defective  pricing  on  subcontracts 
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meeting  the  conditions  in  d.  above,  the 
subcontract  auditor  should  include  in 
this  portion  of  the  report  a  statement  that 
any  recommendations  on  interest  due  as 
a  result  of  government  overpayments  will 
be  made  by  the  prime  contract  auditor. 

f.  If  the  expected  prime  interest 
amount  will  likely  be  S10,000  or  more, 
add  the  following  sentence  to  the  above 
statement: 

See  Exhibit  _  for  details  the 

responsible  procuring  official  will 

ne^  for  making  the  computation. 

If  the  interest  amount  will  likely  be 
under  $10,000,  provide  exhibit  informa¬ 
tion  only  if  requested  by  the  contracting 
officer.  See  14-124  and  Figure  14-1-1  for 
an  explanation  of  the  information  to  be 
included  in  the  exhibit. 

g.  Use  this  paragraph  to  confirm  that 
factual  matters  relati^  to  any  aiq>arent 
defective  cost  or  pricing  data  were  coor¬ 
dinated  with  the  procuring  contracting 
officer  (PCO)  or  the  POO’S  representa¬ 
tive  dun^  the  course  of  the  audit.  (Pro¬ 
vide  auditor’s  name  and  title  and  Pto’s 
name  and  title.)  In  addition,  include  a 
statement  that  a  copy  of  the  draft  rmrt 
exhibits  and  explankory  notes  describing 
the  recommended  price  adjustments 
were  provided  to  the  PCO  (provide  PCO 
name  and  date)  in  order  to  ensure  that  a 
mutual  understandiim  of  the  facts  and 
issues  was  reached  (CAM  14-122).  Also 
see  10-209.3  for  other  elements  required 
in  this  portion  of  the  narrative. 

10-605.4  Cmtractor’s  Reactioa 

State  in  this  paragraph  the  name  and 
title  of  the  contractor’s  principd  repre¬ 
sentatives  with  whom  the  auditor  dis¬ 
cussed  the  results  of  audit  (see  10-209.3e 
and  4-304.3).  Include  the  date  that  the 
draft  exhibit  and  notes  explaining  the 
findi^  were  provided  to  Uk  contractor. 
Also  iimude  in  this  pan^nqrii  a  summary 
of  the  contractor’s  reaction  comments  on 
the  mmor  recommended  price  adjust¬ 
ments.  Note,  however,  that  comments  on 
offsets  alleg^  bjr  the  contractor  are  part 
of  an  earlier  portion  of  the  iqioit  (see  10- 
60S.3C).  When  appropriate,  state  that  the 
reimt  includes  uw  contractor’s  complete 
written  response  as  an  attadiment  In  a 
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brief  auditor  r^inder  following  the  sum¬ 
mary  of  the  contractor’s  reacti<m,  discuss 
the  validity  of  the  contractor’s  response. 

10-6053  Unaadafactory  CimditioM 
and/or  Other  Audit  Remaiawdatloua 

a.  Use  this  para^raidi  to  report  any 
unsatisfactory  conditions  or  questionable 
practices  concerning  the  contractor’s  op~ 
erations  and  the  contract  under  audit  If  a 
previously  issued  estimating  sj^em  sur¬ 
vey  rqmit  describes  the  amdition  that 
caused  the  defective  pricing,  refer  to  that 
report.  If  an  estimating  system  survey 
report  has  not  cited  the  condition, 
present  the  condition  here  alom  with  the 
related  recommendations.  Whether  or 
not  to  include  a  particular  condition  or 
practice  in  this  paragraph  depends  on  the 
seriousness  of  tne  matter  and  how  often  it 
has  been  reported  in  the  past. 

b.  To  promote  consistent  in  resolving 
cases  where  the  cited  condition  is  system¬ 
ic  or  other  reports  present  the  same 
condition,  include  the  following  state¬ 
ment: 

In  our  opinion  the  condition  result¬ 
ing  from  submission  of  the  inaccu¬ 
rate,  iiKXimplete,  or  noncurrent  data 

identified  in  Ediibit _ ,  Note 

_ ,  is  ^temic.  We  have  issued 

similar  audit  reports  <m  other  affect¬ 
ed  contracts.  To  assist  in  the  timdy 
and  consistent  resolution  of  the  re¬ 
ported  findings,  a  current  list  of 
these  reports  and  the  affected  PCOs 
is  included  in  ^rpendix _ _ 

c.  When  there  is  reasonable  basis  to 
suspect  that  the  contractor  knowingly 
sulmitted  inaccurate,  incompl^,  or 
noncurrent  cost  or  pricing  data,  issue  a 
referral  of  suspected  irr^ular  conduct 
using  DCAA  Form  2000.0.  Following  the 
procedures  in  4-702.3,  transnit  a  copv  of 
the  form  to  the  contnuriiiy  officer  only  if 
the  reqponsible  investigative  agency  does 
not  object  (see  DCAAI  76^16).  For 
DoD  contracts  or  modifications  awarded 
after  7  November  1983,  include  the  fd- 
lowing  statement  in  the  transmittal: 

Notwithstanding  any  potential  civil 
or  criminal  mnid  vioiatkms,  10 
U.S.C.  2306a,  as  amended  by 
tion  932(a)  of  the  1987  Defaiae 
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Authorization  Act,  states  that  a  ctm- 
tractor  who  knowingly  submits  inac¬ 
curate,  incom^ete,  or  noncurrent 
cost  or  pricing  data  most  pay  a 
penalty  in  an  amount  e^ual  to  the 
overpayment.  In  our  opinion,  there 
is  a  reasonable  basis  to  conclude  that 
[contractor  name]  made  a  knowing 
submission  as  contemidated  under 
the  statute  and,  therefore,  is  liable  to 
the  government  for  $  [amount]. 

d.  When  a  pattern  of  deficiencies  or 
discrepancies  suggests  fraud,  other  un¬ 
lawful  activity,  or  the  existence  of  unsat¬ 
isfactory  conditions,  refer  or  report  the 
matter  using  the  guidance  in  4-700  or  4- 
800. 

10-6053  Dispodthm  of  Audit  Scsrils 

a.  If  the  auditor  recommends  a  price 
adjustment,  inform  the  contracting  offi¬ 
cer  that  further  advice  and  assistance  to 
reach  a  settlement  on  the  recommended 
a^ustment  can  be  obtained  (1)  from  the 
office  issuing  the  report  (include  the  FAO 
telephone  and  fax  numbers)  or  (2) 
through  the  on-site  procurement  liaison 
auditor  (include  the  PLA’s  name,  tele¬ 
phone  number,  and  office  location,  as 
shown  in  13-3S1). 

b.  For  ^parent  defective  pricing  cases 
with  positive  findings,  request  that  the 
auditor  be  provided  the  opportunity  to 
review  and  comment  on  any  data  re¬ 
ceived  after  rqx>rt  issuance  that  pertains 
to  report  recommendations.  Also  request 
that  the  contiacti^  office  advise  the 
audit  office  of  the  disposition  of  the  audit 
recommendations  (FAR  13.804-7(d)). 

c.  See  10-209.4  for  other  requirements 
related  to  this  portion  of  the  report 
narrative. 

d.  Wlvm  there  is  no  evidence  of  defec¬ 
tive  cost  or  pricing  data,  as  a  minimum 
offer  to  provide  an;r  assistaiice  necessary. 
Also  provide  a  pomt  of  contact  and  the 
FAO  telephone  and  fax  numbers. 

10306  ExUMts  and  ScheAdes 

10306.1  Exhibit  A 

a.  Except  u4ien  the  auditor  can  conve¬ 
niently  present  all  data  and  explanations 
in  the  rqxMt  body  (see  10-603.3),  use 
Exhibit  A  to  summarize  the  audit  base- 
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line  and  the  results  of  the  audit  (see  14- 
116).  Minimum  data  required  are: 

Audit  baseline  (see  14-1 16.2). 

Recommended  price  adjustment  (En¬ 
ter  the  t<Mal  recommended  price  ad¬ 
justment  or  “none”  if  the  amount  is 
zero.) 

b.  Figure  10-6-1  illustrates  an  Exhibit 
A  presentation. 

10«I6J  AdiMoBal  Exhibits  and 

a.  Additional  exhibits  and/or  schedules 
may  be  needed  for  effective  presentation 
if  there  are  significant  recommended 
price  adjustments.  Adequate^  explain 
each  price  adjustment  in  the  notes  to  the 
exhibits  and  schedules.  Indude  the  rea¬ 
son  the  item  is  defective  by  establishing 
that  eadi  of  the  five  elements  required 
for  defedive  pricinjg  have  been  met  (see 
14-102b).  In  addition,  include  the  rele¬ 
vant  date  for  eadi  recommended  price 
adjustment  when  apprcqmate. 

b.  When  the  pmculars  related  to 
contractor  allied  of&ets  are  extensive, 
and  the  auditor  cannot  convenientiy 
present  them  in  the  rei^  body  (see  1(K 
60S.3c),  refer  to  them  in  the  “Sumnuuy 
of  Audit  Results.”  Present  the  details  in  a 
separate  exhibit. 

c.  All  exhibits,  schedules,  and  ai^ien- 
dixes  should  be  property  cross-rner- 
enced. 


10-607  Appendixes 

Use  an  appendix  only  for  required 
sun^ementary  or  supporting  informa¬ 
tion,  as  explamed  in  10-214.  The  report 
body  or  an  exhibit  or  schedule  will  i^er 
to  any  appendix  included  as  part  of  the 
r^rt.  llie  frdlowiiw  subparagrai^is  pro¬ 
vide  a  checklist  of  potential  appendix 
requirements  for  a  report  on  apparent 
defective  pricing. 

10-607.1  Chronology  of  l^gnificaat 
Events 

Use  this  appendix  to  rtiow  the  signifi¬ 
cant  events  concemii^  the  postaward 
audit  of  cost  or  pricing  data.  Include 
important  dates  for  significant  items  re¬ 
ported  in  the  exhibit  to  provide  a  clearer 
presentation. 

10-607.2  Advance  Agreements  and 
Special  Contract  Proviaiana 

Use  this  appendix  to  describe  any 
advance  agreements  and  special  contract 
provisions  viiicb  influenced  the  auditor’s 
decision  to  recommend  or  not  recom¬ 
mend  a  price  adjustment.  If  brief,  include 
this  information  within  the  “scope”  por¬ 
tion  of  the  report  (10-605. lb). 

10-606  Attachawnta 

If  received,  include  as  an  attadunent  a 
copy  of  the  contractor’s  written  com¬ 
ments  resulting  from  the  exit  conference 
(see  10-60S.4). 
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Audit  Report  on  Postaward  Audit  of  Cost  or  Pridng  Data 


Audit  Report  No _  EXHIBIT  A 

Page  1  of  XX 

XYZ  Corporation 
Los  Angeles,  California 

RECOMMENDED  COmT^^CT  PRICE  ADJUSTMENT 
CONTRACT  NO _ (FFP) 


Audit 
Baseline 
(Note  1) 

Recommended 

Price 

Adjustment 

Reference 

Material 

Material  Overhead 

Direct  Labor 

Labor  Overhead 

Other  Direct  Costs  _ 

$  200,000 
20,000 
120,000 
240,000 
50.000 

$  80,000 
8,000 
15,000 
30,000 

Note  2 
Note  3 
Note  4 
Note  5 
Note  6 

Subtotal 

$630,000 

$133,000 

G&A  Expense  _ 

Total  Cost 

75.600 

*$705,600 

15.960 
- S148;960 

Note  7 

Profit*  _ 

70.560 

14.896 

Note  8 

Total  Price 

$776,160 

Total  Recommended  Price 
Adjustment 

$163,856 

'For  an  FPI  contract,  use  the  descriptive  titles  Target  Cost  and  Target  Profit;  for  CPIF,  use 
Target  Cost  and  Target  Fee,  and  for  CPFF,  use  Estimated  Cost  and  Fixed  Fee. 

Explanatory  Notes 


1.  Audit  Baseline 

The  audit  baseline  represents  the  last  SF  1411  dated  IS  February  19XX  submitted  by  the 
contractor  plus  any  additiorul  cost  or  pricing  data  submitted  before  the  price  agreement  date  of  24 
March  1 9XX.  Refer  to  the  Appendix  for  the  chronology  of  significant  events. 

2.  Material 

The  contractor  certified  this  item  as  containing  4,000  electric  alternators  at  $50.00  per  unit  for  a 
total  of  $200,000.  Support  for  the  unit  price  was  a  quotation  from  A.C.  Shock,  Inc.,  s^ch  was  the 
lower  of  two  responsive  quotations.  Our  audit  revealed  that  on  IS  March  19XX,  which  was  nine 
days  before  agreement  on  price  and  six  days  before  the  negotiations,  the  contractor  received  a  third 
quotation  from  the  Jones  Electric  Supply  Company  to  supply  the  alternators  at  $30  each.  The 
contractor  subsequently  issued  a  purchase  order  for  the  4,000  electric  alternators  at  $30  each  to 
Jones  Electric  on  17  March  19XX. 

Our  review  of  the  government  Price  Negotiation  Memorandum  (PNM)  and  discussions  with  the 
contractor  and  procuring  contracting  offi^  found  that  the  contractor  did  not  disclose  the  Jones 
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Electric  quotation  and  puichaae  order  to  the  government  prior  to  the  price  agreement  date.  The 
Jones  Electric  quotation  and  purchase  order  are  factual  cost  or  pricing  data  which  the  contractor 
had  in  their  current  purdiasing  files  and  should  ^ve  been  provided  to  the  government  prior  to 
the  price  agreement  The  PNM  and  the  procuring  omtraming  officer  in  to  22  August  19XX 
memorandum  stated  that  reliance  was  placed  on  the  drfective  A.C.  Siodc,  Inc.  quotation  in 
reaching  agreement  on  price.  As  a  result  of  the  government  reliance  on  the  defective  quotation, 
the  price  negotiated  for  material  was  increased  $80,000.  The  recommended  price  adjustment 
is  computed  as  follows: 


A.C.  Shock  Quotation  S  SO 

Jones  Electric  Quotation  _ 30 


Difftrence  S  20 

Requited  Units  4,000 

Recommended  Pi  Adjustment  $80,000 


As  shown  in  the  attached  contractor  resptmse  letter,  the  contractor  agrees  with  the 
reconunended  price  adjustment. 

3.  Material  Oveiliead 

The  proposed  and  nego^ted  material  overhead  rate  was  10  percent.  Our  review  of  this  rate 
did  not  disdose  any  defective  cost  or  pricii^  data.  The  recommended  price  adjustment  of  $8,000 
results  from  mplying  the  negotiate  rate  to  the  recommended  material  price  adjustment 
($80,000  X  10%  —  $8,000).  As  discussed  in  the  attached  contractor  response  letter,  the 
contractor  agrees  with  the  recommended  price  adjustment. 

4.  Direct  Labor 

The  proposed  direct  labor  costs  were  estimated  by  applying  10,000  manufacturing  hours  to  the 
averan^irect  labor  rate  of  $12  for  the  proposed  penod  of  perfonnance  (10,000  X  $12  = 
$120,000).  We  did  not  find  nay  defective  cost  or  pricing  data  relating  to  the  propo^  labor 
hours.  However,  our  audit  did  find  that  an  error  was  made  in  computing  the  average  direct  rate 
resulting  in  an  overstated  prrmosed  rate  of  $I.S0. 

Our  review  of  government  PNM  and  discussions  with  the  procuring  contracting  officer  found 
that  the  government  was  not  aware  of  the  error  and  relied  on  the  defective  direct  labor  rate  when 
agreement  was  nuule  on  price.  The  contractor  made  the  error  utoi  devdoping  the  supporting 
schedules  to  calculate  the  average  rate.  These  schedules  were  available  in  the  contractor’s  current 
pricing  files  but  were  not  provided  to  the  government  durir^  negotiations.  As  a  result  of  the 
government  relianoe  oa  the  defective  direct  labor  rate,  the  price  negotiated  for  direct  labor  was 
mcreased  by  $13,000.  The  recommended  price  adjustment  is  computed  as  follows: 


Proposed  Average  Labor  Rate  $  12.00 

Ctoect  Average  Labor  Rate  10.50 

Difference  l.SO 

Proposed  Hours  10,000 

Recommended  Price  Adjustment  $15,000 


As  shown  in  the  attadied  contractor  response  letter,  the  crmtractor  agrees  with  the 
recommended  price  adjustment. 

5.  Labor  Overhead 

The  proposed  and  negotiated  labm  overhead  rate  was  200  percent.  Our  review  of  this  rate  did 
I  not  disdose  any  defective  cost  or  pricing  data.  The  recommended  ptiee  adjustment  of  $30,000 
results  fiom  amyiim  the  negotiated  nit  to  the  recommended  direct  labor  price  adjustment 
($I5,(X)0  X  200%  —  $30,000).  As  shown  in  the  attached  contractor  leqxHise  letter,  the  contractor 
agrees  with  the  reoominenaed  price  adjustment. 

6.  Other  Direct  Costs 

Our  review  of  the  otto  direct  costs  did  not  disclose  any  defective  cost  or  pricing  data. 
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7.  G&A  Expense 

Hm  ptoposed  and  negotiated  GAA  expense  rate  was  12  percent.  Our  review  of  the  rate  did  not 
disclose  any  defective  cost  or  p^ng  data.  Hie  recommended  price  adjustment  of  $13,960 
results  from  applying  the  negotiated  rate  to  the  recommended  G&A  price  adjustment 
($133,000  X  1 2%  »  $13,960).  As  shown  in  the  attached  contractor  response  letter,  the  contractor 
agrees  with  the  recommended  price  adjustment. 

8.  Profit 

The  negotiated  profit  rate  was  10  percent  The  recommended  price  adjustment  of  $14,896  was 
computed  by  applying  the  negotiated  rate  to  the  recommended  total  cost  price  adjustment 
($148,960  X  10%  =  $14,896).  As  shown  in  the  attached  contractor  response  letter,  the  contractor 
agrees  with  the  recommended  price  adjustment. 
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lO-OSl  SnnOeoMiit  —  Distribation  of  Reports  on  Postawnrd  Review  for 
Certain  DoD  Contracts 


Army 

In  those  cases  where  the  U.S.  Army 
Missile  Command  (MICOM)  is  not  the 
requesting  office,  distribute  a  copy  of 
each  report  on  apparent  defective  pacing 
on  MICOM  prime  contracts  to: 

Commander,  U.S.  Army  Missile 
Command 

ATTN:  AMSMI-AC-MAR 
Redstone  Arsenal,  AL  3S898 

Air  Force  Materiel  Command  (AFMQ 
Distribute  one  additional  copy  of  each 
report  on  apparent  defective  pricing  on 
pnme  contracts  issued  by  AFMC  pro¬ 
curement  offices,  identifiM  by  AF  or  F 
station  codes  as  listed  below,  to  the 
reUted  pricing  function  as  follows: 
Codes  Procurement  Office 
336 IS  Aeronautical  Systems  Center 
336S7  Attn:  Directorate  of  Pricing, 
PKF 

Wright-Patterson  AFB  OH 
4S433-6S03 

33600  Hqtrs  27S0th  Air  Base  Wing 
(AFMC) 

Attn:  2750  ABW/PMT 
Wright-Patterson  AFB  OH 
4543^503 

19628  Air  Force  Hectronic  Systems 
Center  (ESQ 
Attn:  PKF 
104  Barksdale  Street 
Hanscom  AFB,  MA  01731- 
1806 

04701  Space  and  Missile  Systems 
C^ter 

04693  Attn:  SMC/PKOF 

155  Discoverer  Blvd,  Suite 
1213 

Los  Angeles  AFB,  CA  90245- 
4692 

08635  Munitions  Systems  Center 
Attn:  Pricing  Office,  PMF 
Eglin  AFB  FL  32542-5000 


34601  Oklahoma  City  Air  Logistics 

34608  Center 

34650 

Attn:  Pricing  Division 
OC-ALC/PKF 

3001  Staff  Dr,  Suite  2AI84A 
Tinker  AFB,  OK  73145-3015 
42600  Ogden  Air  Logistics  Center 
42610  Attn:  Pricing  Division 
42620  OO-ALC/PKF 
42630  6028  Aspen  Ave 

42650  HiU  AFB,  UT  84056-5206 
41608  San  Antonio  Air  Logistics 
Center 

Attn:  (Contracts  Committee 
SA-ALC/PKC 
143  Billy  MitcheU  Rd 
KeUy  AFB,  TX  78241-6014 
04606  Sacramento  Air  Logistics  Cen¬ 
ter 

Attn:  PKPF 

3237  Peacekeeper  Way,  Suite 
17 

McQeUan  AFB,  CA  95652- 
1060 

09603  Warner  Robins  Air  Logistics 
Qnter 
Attn:  PKP 
235  Byron  Street 
Robins  AFB  GA  31098-1611 
(Example:  Contract  F09603-C-82-0093 
or  AF  09(603)-001  would  have  been 
issued  by  the  Warner  Robins  Air  Logis¬ 
tics  Center,  AFLC,  Cbde  09603.) 

Defense  Logistics  Agency  (DLA) 

Distribute  one  additional  ctqiy  of  iq>- 
parent  defective  pricing  reports  for  con¬ 
tracting  actions  issued  b/ the  Defense 
Supiriy  Centers  and  other  DLA  contract¬ 
ing  offices  only  (not  DCMAOs  or 
DPROs)  to  the  fcrilowing  address: 

HQ  Defense  Log^ics  Agency 
Attn:  DLA-PPR 
Cameron  Station 
Alexandria,  VA  22304-6100 
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10-700  Section  7  —  Audit  Reports  on  Temtination  Settlenwnt  Proposals 


10-701  Introdnction 

a.  This  section  provides  guidance  for 
preparing  and  distributing  audit  reports 
on  contractors’  termination  settlement 
proposals.  As  used  here,  the  term  con¬ 
tractor  includes  subcontractor.  Do  not 
use  the  term  offeror  in  audit  reports 
related  to  termination  settlements. 

b.  These  r^rts  furnish  termination 
contracti^  officers  (TCOs)  information 
and  audit  recommendations  to  assist 
them  in  n^tiating  termination  settle¬ 
ments  with  contractors.  For  reports  cov¬ 
ering  a  subcontractor’s  termination  set¬ 
tlement  proposal  to  a  higher-tier  contrac¬ 
tor,  the  report  cover  tiieet  must  contain  a 
statement  on  the  subcontractor’s  agree¬ 
ment  or  disagreement  with  the  release  of 
the  report  to  the  hi^er-tier  contractor. 
Follow  the  guidance  in  10-206.3  in  pre¬ 
paring  this  cover  sheet. 

10-702  Ftninat  and  Content  of 
Reports 

а.  nepare  the  report  using  the  format 
given  in  10-200.  Address  the  report  to  the 
TCX3  assigned  responsibility  for  settle¬ 
ment  of  the  contract.  Include  all  perti¬ 
nent  information  needed  by  the  T<^  to 
nrootiate  an  equitable  settlement. 

б.  Use  a  short  form  report  (Figure  10- 
7-1)  for  settlement  prc^xisals  undCT 
$2S0,(X)0  unless  separate  exhibits  and 
schedules  are  needed  for  proper  presenta¬ 
tion.  Also  use  a  short  form  report  when 
the  audit  finds  few,  if  any,  questioned  or 
unresolved  items  (see  10-218). 

c.  Qioept  as  stated  in  b.  above,  the 
report  wiU  consist  of  a  narrative  section, 
accompanyi^  exhibits  and  schedules, 
and  appendixes,  assembled  as  follows: 

Narrative  (10^703) 

1.  Purpose  and  Soc^  of  Audit 
nO-703.1) 

2.  Cireumstanoes  Affecting  the  Audit 
O0-703.2) 

3.  Summary  of  Audit  Results 
(10-703.3) 

4.  Disposition  of  Audit  Results 
(10-703.4) 


5.  Signature  Authentication 
(10^10) 

6.  Distribution  (10-704) 

Table  of  Contents  (10-212) 

Exhibits  and  Schedules  (10-705 
Appendixes  (10-706) 

1.  Other  Matters  to  be  Reported 

2.  Comments  on  Profit  (or  Fee) 

3.  Assist  Audit  Reports 

4.  Government  Technical  Reports 

10-703  Narrative 

10-703.1  Pwpose  and  Scope  of  Aadh 

a.  This  part  of  the  narrative  will  refer 
to  the  audit  request,  state  the  settlement 
propo^  amount  and  whether  it  was 
submitted  on  the  inventory  or  total  cost 
basis.  Also  give  summary  information  on 
the  contract  item,  amount,  and  the  status 
of  comidetion  when  terminated  if  needed 
to  understand  the  audit  results. 

b.  Mention  any  aspects  of  the  proposal 
emi^usized  dunng  the  audit  at  the  ex¬ 
press  request  of  the  contracting  officer 
(12-201. Id). 

c.  Develop  an  appropriate  scope  of 
audit  statement  similm  to  that  shown  in 
10-304. lb.  However,  this  statement  will 
also  include  the  applicable  criteria  of 
FAR  Part  49.  Place  tiie  scope  statement 
as  a  separate  paragraph  after  comments 
made  about  the  purpose. 

10-703.2  Oicnnstaaoes  Alfectiag  the 
Audit 

Identify  any  circumstances  which  ad¬ 
versely  affect  the  audit,  or  its  results,  per 
10-209.2.  For  example,  if  the  auditor 
requested  the  government  technical  eval¬ 
uation  or  inventory  verification  reports 
and  these  reports  were  not  provided,  this 
section  of  the  audit  rerort  would  include 
explanation  on  the  affect  on  the  audit 
scope  and  results  of  not  receiving  this 
information. 

10-7033  Snraary  of  Aadft  Results 
Follow  the  guidance  in  10-209.3  and 
10-304.3  when  preparing  this  part  of  the 
report.  However,  modify  the  language  to 
fit  the  cirvumstances  of  a  termination 
settlement  proposal.  For  example,  add  a 
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reference  to  FAR  Part  49  (contains  the 
criteria  for  terminating  contracts).  If  the 
terminated  contract  is  CAS-covered, 
modify  the  reference  to  Public  Law  91- 
379  as  necessary  to  conform  with  the 
exceptions  noted  in  12-104.  Generally,  a 
reference  to  “the  practices  required  by 
applicable  Cost  Accounting  Standards  ’ 
wiU  suffice. 

10-703.4  DispositioB  of  Audit  Results 

Follow  the  guidance  in  10-209.4  when 
preparing  this  part  of  the  narrative.  Sp^ 
cifically,  offer  to  provide  additional  audit 
service  which  the  TCO  may  r^uire  in 
advance  of  or  during  negotiation.  Also 
indicate  any  subsequent  or  supplemental 
reports  you  expect  to  issue.  Retjuest  a 
copy  of  the  record  of  the  negotiations. 

10-704  Report  Distribntioa 

a.  Send  the  original  and  one  copy  of 
each  audit  report  on  a  prime  contract 
termination  settlement  proposal  to  the 
TCO.  Furnish  a  copy  when  applicable  to 
the  on-site  procurement  liaison  audit 
office  servicing  the  TCO  (refer  to  15- 
3Sf). 

b.  Address  assist  audit  reports  on  sub¬ 
contract  settlement  propo^s  (original 
and  two  copies)  to  the  auditor  who  made 
the  request.  On  receipt,  the  r^uesting 
auditor  will  furnish  the  two  copies  to  the 
TCO.  These  copies  are  either  for  his  or 
her  use,  or  if  appropriate,  for  redistribu¬ 
tion  to  the  prime  contractor  or  higher-tier 
subcontractor. 

c.  Furnish  additional  copies  of  the 
audit  report  as  requested  by  the  TCO. 

10-705  Exhibits  and  Schedules 

a.  Include  in  the  rtmrt  any  exhibits 
and  supporting  schedules  required  for  a 
clear  and  complete  presentation  of  the 
audit  results. 

b.  Furnish  the  TCO  enough  informa¬ 
tion  so  he  or  she  can  clearly  understand 
the  basis  of  the  amount  proptned,  the 
so(^  of  audit,  and  the  audit  recommen¬ 
dations  for  each  cost  element.  Show  the 
contractor’s  reaction  to  the  audit  recom¬ 
mendations,  particularly  for  questioned 
costs. 


c.  Show  the  results  of  audit  in  exhibits 
and  schedules  using  columii^  labeled 
“Questioned  Costs’’  and  “Unresolved 
Costs.’’  Do  not  use  the  category  “unsup¬ 
ported  costs’’  and  do  not  use  a  column 
for  accepted  costs.  Where  several  items 
were  impropeily  classified  in  the  contrac¬ 
tor’s  settlement  proposal  (e.^,  an  item 
proposed  as  “other  cost’’  which  is  more 
properly  an  element  of  settlement  ex¬ 
pense),  insert  a  reclassification  column  in 
Exhibit  A. 

d.  Figure  10-7-2  illustrates  a  typical 
“Exhibit  A’’  format.  Use  supporting 
schedules  rather  than  lengthy  and  com¬ 
plex  footnotes. 

10-705.1  Qnestioiied  Costs 

The  criteria  and  guidance  in  10-308.1 
for  questioned  costs  also  applies  to  termi¬ 
nation  settlement  proposal  audits.  Com¬ 
ments  such  as  “not  necessary  or  incident 
to  contract  performance”  or  “excessive 
to  contract  requirements”  require  further 
explanation  to  adequately  support  a 
questioned  cost. 

10-705.2  Unresolved  Costs 

CAM  10-308.3  states  the  criteria  for 
this  category.  Due  to  the  nature  of  termi¬ 
nation  actions,  this  category  may  include 
items  on  which  the  auditor  cannot  reach 
a  definitive  conclusion.  This  is  because  it 
may  be  some  time  before  the  contractor’s 
net  cost  or  liability  is  firmly  established 
(see  12-313).  Examples  of  these  items  are 
severance  or  dismissal  pay  and  the  cost  of 
unewired  leases.  FAR  49.109-2  requires 
the  TCO  to  include  an  appropriate  reser¬ 
vation  in  the  settlement  agreement  for 
any  items  still  unresolved  at  settlement. 

10-706  Appeadixes 

Use  appendixes  to  provide  information 
and  comments  as  described  in  the  follow¬ 
ing  paragraphs. 

10-706.1  Other  Matters  to  be  Reported 

Use  this  appendix  to  furnish  informa¬ 
tion  which  cannot  be  conveniently  shown 
in  the  exhibits  and  sch«lules. 

10-7063  Coauaents  oa  Pralit  (or  Fee) 

Make  comments  on  the  contractor’s 
proposed  profit  or  fee  using  the  guidance 
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in  12-307  for  fixed-price  contracts,  or  12- 
403  for  cost-type  contracts.  Use  an  exhib¬ 
it  or  schedule  to  show  lengthy  presenta¬ 
tions  or  computations;  e.g.,  calcidating  an 
adjustment  for  loss  contracts  (see  12- 
308).  Two  areas  are  especially  important 
when  developing  comments  on  profit  or 
loss  for  terminated  contracts.  First,  no 
profit  is  allowable  if  the  contractor  would 
have  incurred  a  loss  had  the  contract 
been  completed.  The  other  is  termination 
claims  are  reduced  by  an  amount  equal  to 


the  pro  rata  portion  of  any  loss  applicable 
had  the  contract  been  completed. 

10-706 J  Assist  Audit  Reports 

For  this  appendix,  follow  the  guidance 
given  in  10-214. 

10-706.4  Incorporation  of  Government 
Technical  Reports 

Follow  the  guidance  in  10-307.9  in 
preparing  this  appendix. 
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Figm  10-7-1 

Short  Form  Tenniiutioa  Audit  Report  (Total  Cost  Basis,  CAS  Covered  Contract) 


Audit  Report  No _  Date 

SUBJECT:  Audit  Report  on  Termination 
Settlement  Proposal 
FFP  Contract  NAl-101 
ABC  Company 
Philadelphia,  Pennsylvania 

TO:  Termination  Contracting  Officer 

Defense  Contract  Management  District,  Mid-Atlantic 
PhiladelpUa,  Pennsylvania 


1.  Purpose  and  Scope  rrf  Audit 

a.  As  requested  by  your  2  August  1987  letter  (reference  Case  No.  A-1 11),  we  have 
audited  the  subject  termination  settlement  prop(^.  The  contract  was  terminated  for 
the  convenience  of  the  government  with  an  effective  termination  date  of  3  April  1 987. 
This  proposal  for  $234,000  was  submitted  on  a  total  cost  basis. 

b.  The  termination  settlement  proposal  and  related  supporting  data  are  the 
responsibility  of  the  contractor.  Our  responsibility  is  to  express  an  opinion  on  the 
termination  settlement  proposal  based  on  our  audit. 

c.  Except  as  discussed  in  Paragraph  2,  we  conducted  our  audit  in  accordance  with 
generally  accepted  government  auditing  standards.  Those  standards  require  that  we 
plan  and  perform  the  audit  to  obtain  reasonable  assurance  about  whether  the 
termination  propo^  is  free  of  material  misstatement.  An  audit  includes  examining, 
on  a  test  basis,  evidence  supporting  the  amounts  and  disclosures  in  the  termination 
proposal.  An  audit  also  includes  assessing  the  accounting  principles  used  and 
signiHcant  estimates  made  by  the  contractor,  as  well  as  evaluating  the  overall 
termination  proposal  presentation.  The  cost  principles  in  FAR  Part  31  and  the  E>oD 
Supplement  (DEARS),  the  cost  or  pricing  data  requirements  contained  in  FAR  Part 
49,  and  the  practices  required  by  applicable  Cost  Accounting  Standards  were  used  as 
criteria  in  the  audit  of  the  termination  settlement  proposal.  We  believe  that  our  audit 
provides  a  reasonable  basis  for  our  opinion. 

2.  Circnmstaaces  Affecting  the  Aadit 

We  made  our  recommendations  without  benefit  of  the  inventory  verification 
report,  vrtiich  was  not  available  as  of  the  date  of  this  report.  Therefore,  the  audit  report 
is  qualified  accordingly. 

3.  S«— Muy  €i  Aadit  Rwlts 

a.  In  our  opinion,  the  contractor  has  submitted  adequate  cost  or  pricing  data.  The 
settlement  pnqiosd  has  been  prepi^  in  accordance  with  FAR  Parts  31  and  49  and 
the  practices  muiied  by  the  ai^licable  (^ost  Accounting  Standards.  Therefore,  we 
consider  the  settlement  proposal  to  be  acceptable  for  negotiating  a  fair  and  reasonable 
price.  This  statement  should  not  be  interpreted  to  mean  that  the  data  are  necessarily 
accurate,  complete  and  current  in  accordance  with  10  U.S.C.  2306a,  since  a  postaward 
review  may  disclose  evidence  not  now  discernible. 
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b.  The  contractor's  settlement  proposal  and  our  recommendations  are  summarized  below. 


Results  of  Audit 

Contractor  s  - 

Settlement  Questioned  Unresolved 

Cost  Elements  Proposal  Costs  (Note  1)  Costs  (Note  2) 


Direct  material 

$83,000 

$3,000 

— 

Direct  labor 

45,000 

1,200 

— 

Factory  overhead 

67,500 

1,800 

— 

Other  costs 

4,500 

— 

— 

G&A  expense 

10.100 

300 

— 

Subtotal 

212,100 

6,300 

— 

Profit 

18,900 

Settlement  expense 

1,500 

— 

— 

Settlement  with  subcontractor 

2.500 

— 

$2,500 

Gross  proposed  settlement 

235,000 

6,300 

2,500 

Disposal  credits 

1.000 

— 

1,000 

Net  proposed  settlement 

$234,000 

$6,300 

$1,500 

Explanatory  Notes 

( I )  Questioned  Costs 

The  total  cost  of  fabricated  parts  (PN  461-7829,  woilc  order  4606)  was  diverted  to  commercial 
production  but  not  credited  to  the  contract  or  deducted  in  the  settlement  proposal.  The  contractor 
concurs. 


Direct  material  charges  $3,000 

Direct  labor  charges  1 ,200 

Factory  overhead  at  1 30%  of  D/L  1 ,800 

G&A  expense  at  5%  X  $6,000  300 

Total  (Questioned  Cost  $6.300 


(2)  Unresolved  Costs 

(a)  Settlement  of  the  subcontractor  XYZ  Company  proposal  for  $2,300  was  not  concluded  as  of 
the  date  of  this  leport.  We  do  not  plan  to  further  report  on  this  item  unless  specifically  requested. 

(b)  Disposal  credits  in  schedule  G  of  the  settlement  proposal  for  $1,000  represent  the  contrac¬ 
tor’s  estimate  of  the  salvage  value  of  the  applicable  items.  Responses  to  requests  for  bid  recently 
sent  out  have  not  been  received. 

c.  We  discussed  questions  about  the  contractor’s  proposal  with  Mr.  Bob  Smith,  (Controller,  to 
obtain  a  ftil'  i  ieratanding  of  each  item.  Mr.  &nith  concurred  in  the  findings  shown  in  this  report. 
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d.  The  information  contained  in  this  report  should  not  be  used  for  any  purpose  other  than  that 
immediately  intended  without  first  consulting  us. 

4.  PispositioB  of  Audit  Resahs 

a.  For  accounting  counsel  or  addititmal  audit  services  which  the  contracting  officer  may 
require  in  advance  of  or  during  the  negotiation  of  this  proposal,  please  contact  Jim  Jones, 
Supervisory  Auditor,  at  telephone  number  (SSS)  274-7314  or  fax  number  (SSS)  274-7S67. 

b.  Please  furnish  us  a  record  of  the  n^otiations  (FAR  49. 1 10)  as  prompUy  as  possible.  We  also 
invite  your  comments  and  suggestions  on  this  report  and  relat^  audit  support. 


DEFENSE  CONTRACT  AUDIT  AGENCY 


Joe  Doe,  Branch  Manager 
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Explanatory  Notes 

1.  We  made  our  recommendations  without  benefit  of  the  inventory  verification  and  technical 
evaluation  reports,  which  were  not  available  to  us. 

2. Metals 

The  questioned  costs  represent  the  cost  of  steel  bars  (Item  6  on  Inventory  Schedule  A)  which 
were  diverted  to  commercial  use  after  preparing  the  settlement  proposal.  The  contractor  concurs. 
We  traced  a  statistical  sample  of  all  items  on  the  schedule  to  the  related  purchase  orders.  No 
discrepancies  in  unit  costs  were  noted. 

3.  Raw  materials  -  other  than  metals 

The  questioned  costs  represent  the  cost  of  plastic  sheets  (Item  2)  and  bulk  insulation  material 
(Item  4).  The  contractor  regularly  stocks  these  items  and  Aey  are  reasonably  usable  within  six 
months.  As  such,  they  are  not  proper  termination  inventory  items.  The  contractor  does  not  concur, 
stating  it  does  not  wish  to  increase  inventory  of  these  items  due  to  possible  market  declines. 

4.  Purchased  parts 

We  qualify  our  acceptance  of 900  switches.  No.  14B  at  SS.OO  each  ($4,S00).  The  purchase  order 
specific  delivery  dates  which  appear  to  unreasonably  accelerate  production  schedules  compared 
to  related  items.  The  contractor  stated  that  early  delivery  dates  were  specified  for  this  critical  part 
to  avoid  possible  production  stoppages.  We  refer  final  disposition  of  this  item  to  the  TCO.  You 
may  want  to  ask  for  the  assistance  of  technical  personnd  to  determine  whether  procurement  was 
unreasonably  accelerated.  We  found  no  discrepancies  in  unit  costs  when  tracing  a  statistical  sample 
of  the  schediile  items  to  related  purchase  orders. 

5.  Finished  components 

Subject  to  the  TCO’s  determining  completeness  and  allocability,  we  consider  direct  labor,  direct 
material,  and  applied  indirect  expense  of  the  finished  components  listed  in  schedule  B  as  accept¬ 
able  costs. 

6.  Work  in  process 

We  audited  direct  labor,  direct  material,  and  factory  overhead  costs  included  in  the  work-in- 
process  costs  submitted  by  the  contractor  (Schedule  C).  We  consider  them  acceptable,  except  for 
the  following: 

a.  Starting  load  costs  were  disproportionately  assigned  to  'erminated  units.  Details  are  shown 
below  (the  contractor  does  not  concur): 

Per  Per 


Contractor 

Auditor 

a. 

Total  units  to  be  produced 

64 

64 

b. 

Total  units  produced  to  date  of  termination 

32 

32 

c. 

Average  experienced  hourly  labor  rate 

$3.(X) 

$3.00 

d. 

Projected  labor  hours  for  entire  contract  quantity 

1 1.S8S 

12.919 

e. 

Labor  costs  incurred  to  date 

$23,778 

$23,778 

f. 

Projected  labor  costs  for  terminated  units 

10.977 

14.979 

g- 

Total  estimated  labor  cost  to  complete  contract 
(line  c  X  line  d) 

$34,755 

$38,757 

h. 

Normalized  cost  for  32  units  produced 
(1/2  of  line  g) 

$17,378 

$19,378 

i. 

Unrecovered  starting  load  cost  (line  e  -  line  b) 

$6,400 

$4,400 
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j.  Unrecovered  starting  load  cost  per  auditor 

k.  Amount  questioned 

The  contractor  could  not  support  its  labor  cost  projection  on  the  terminated  units  (Line  0- 
developed  our  projection  by  appl^g  an  80  percent  unit  curve  to  the  incurred  cost  on  the 
completed  units.  This  is  the  same  improvement  rate  used  in  the  past  by  the  contractor  and  the 
government  on  cost  projections  for  sii^ar  work. 

b.  Reviewing  labor  distribution  records  and  time  tickets  disclosed  $661  in  direct  facto^  labor 
charged  on  work  order  3201  after  receiving  the  termination  notice.  The  labor  consisted  of 
operation  12,  performed  on  Items  2,  4,  and  6  of  Schedule  C.  The  contractor  claiins  it  was 
impossible  to  stop  operation  12  immediately  after  receiving  the  termination  notice.  Therefore,  we 
qualify  our  acceptance  of  the  direct  labor  ($66 1 )  plus  factory  overhead  at  1 27%  ($839)  and  refer 
them  to  the  TCO  for  final  disposition. 

7.  Dies,  jigs,  fixtures,  and  special  tools 

The  contractor  assigned  $12,000  to  the  terminated  portion  of  the  contract.  This  amount 
represented  one-half  of  the  special  tooling  purchased  for  the  contract  to  the  termination  date.  We 
found  that  some  tooling  items  had  already  been  fully  consumed  on  the  completed  portion  (SO 
percent)  of  the  contract.  The  government  technical  inspector  estimates  that  if  the  contract  had 
continued  to  completion,  it  would  have  taken  $6,000  in  additional  toolirtg  purchases  to  replace 
consumed  items;  and  total  special  toolirrg  costs  for  the  contract  would  have  amounted  to  $30,000. 
We  therefore  computed  questioned  costs  as  follows; 

Amount  proposed  by  contractor 
Amount  computed  by  auditor. 

Estimated  amount  of  tooling  required  for  total 
contract 

Amount  not  yet  purchased 
Tooling  purchas^  to  date 
Purchas^  tooling  applicable  to  completed  portion 
(1/2)  of  $30,000) 

Purcha^  tooling  applicable  to  terminated  portion 
Amount  (Questioned 

The  contractor’s  representative,  Mr.  Thomas  Brown,  Vice  President  in  charge  of  Finance,  did 
not  agree.  Mr.  Brown  maintained  that  since  one-half  of  the  contract  quantity  was  terminated,  they 
should  assign  one-half  of  the  tooling  to  the  terminated  portion.  However,  with  help  from  the 
government  technical  inspector,  we  determined  that  most  of  the  tooling  on  hand  was  essentially 
worn  out  and  would  have  required  replacement  to  complete  the  contract  quantity. 

8.  Other  costs 

We  audited  other  costs,  as  listed  in  Schedule  B  of  the  settlement  proposal.  We  consider  them  to 
be  acceptable  except  for  $2,0(X)  in  severance  pay.  The  contractor’s  liability  for  this  item  was  not 
firmly  established  as  of  the  date  of  this  report. 

9.  General  and  administrative  expense 

The  contractor  based  its  G&A  rate  on  actual  costs  adjusted  for  unallowable  costs  and  for  costs 
charged  directly  as  settlement  expenses.  We  computed  questioned  and  unresolved  amounts  using 
the  S  percent  rate  proposed  by  the  contractor  and  considered  acceptable  by  us. 

10.  Settlement  expenses 

We  audited  the  contractor’s  expenses  and  verified  the  individual  items  of  expense  listed  in 
schedule  E  of  the  proposal.  Labor  costs  are  considered  reasotuMe.  However,  we  believe  the  amount 
claimed  for  overhead  on  settlement  labor  is  unreasonable,  since  the  contractor  applied  the  full  1 27 
percent  factory  overhead  rate.  We  have  developed  an  acceptable  4S  percent  rate  using  only  payroll 


$12,000 


$30,000 

6.000 

24,000 

15,000 

9.000 

$3.000 


4.400 

$2.000 


DCAA  CsMract  AmtH  MnMd 


Jaanary  1995 


10115 
Flgare  10-7-2 


taxes,  fringe  benefits,  occupancy,  and  immediate  supervision.  The  difierence  in  the  fates  applied  to 
settlement  labor  results  in  questioned  settlement  expense  of  $2,000.  The  contractor  does  not 
concur. 

1 1 .  Settlements  with  subcontractors 

The  unresolved  cOsts  represent  a  requested  but  not  yet  completed  assist  audit  on  a  subcontrac¬ 
tor’s  termination  settlement  proposal.  If  the  contractor’s  proposal  has  not  been  settled  when  the 
assist  audit  is  received,  we  will  issue  a  supplemental  report  incorporating  the  assist  audit  report. 
We  anticipate  receipt  of  the  assist  audit  report  about  1 S  July  1 9XX. 

12.  Acceptable  finished  product 

The  questioned  costs  represent  a  i»ice  adjustment  for  freight  on  finished  units  not  shipped.  The 
contractor  did  not  deduct  these  costs  from  the  contract  price,  although  the  contract  price  included 
shipment  costs  to  destination.  The  contractor  concurs. 

1 3.  Disposal  and  other  credits 

We  qualify  our  acceptance  of  the  contractor’s  offer  of  $  1 ,300  to  retain  ^fecified  metals  inventory 
items  costing  $S,000.  The  specified  metals  are  not  common  items.  Responses  to  requests  for  bids 
on  these  items  have  not  been  received.  The  contractor  stated  it  based  the  offer  on  consuming  the 
items  in  commercial  production  instead  of  less  expensive  material  normaUy  used.  Disposal  credits 
for  $16,700  accurately  reflect  the  proceeds  from  sales  of  termination  inventory  items  at  prices 
approved  by  the  plant  clearance  officer. 
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10-800  Section  8  —  Andit  Reports  on  Cbst  Acoonntii^  Standards  Matters 
10-801  introdnetion 


This  section  provides  guidance  for  pre¬ 
paring  and  distributing  audit  reports  re¬ 
lated  to  Cost  Accounting  Standards 
(CAS).  These  reports  furnish  administra¬ 
tive  contracting  officers  with  information 
and  audit  recommendations  to  assist 
them  in  making  CAS  determirutions. 

10-802  Natare  of  Reports 

There  are  five  basic  types  of  CAS 
related  reports.  Th^  are  (1)  reports  on 
the  adequacy  of  initial  disclosure  state¬ 
ments,  (2)  reports  on  CAS  compliance 
audits,  (3)  reports  on  CAS  noncompli¬ 
ances,  (4)  reports  concerning  ad«iuacy 
and  compUance  of  disclosure  statement 
revisions,  and  (S)  reports  on  cost  impact 
prcqwsals.  Exc^  for  reports  on  noncom¬ 
pliances  and  CAS  compliance  audits, 
CAS  reports  are  usually  prepared  in  re¬ 
sponse  to  an  audit  request  received  from 
the  administrative  contracting  officer 
(ACO). 

10-803  Fonnat  aad  Coatent  of 
Reports 

a.  Address  the  reports  to  the  ennizant 
ACO.  They  should  contain  sufficient 
information  for  the  ACO  to  determine,  as 
appropriate,  (1)  disclosure  statmnent  ade¬ 
quacy  or  irudequacy,  (2)  noncompliance 
of  the  disclosure  statement  with  CAS  or 
FAR,  (3)  CAS  noncompliance  during 
contract  performance  or  proposal  sulv 
mission,  and  (4)  any  necessary  contract 
price  adjustments.  The  report  formats 
included  in  this  section  are  intended  to 
reduce  report  writing  effort  and  increase 
uniformity  in  report  presentation  among 
FAOs. 

b.  Assemble  reports  on  CAS  matters  as 
follows: 

1.  SUBJECT  (report  title) 

2.  TO  (addressed 

3.  Purpose  and  of  Audit 

4.  Circumstances  Affecting  the  Audit 

5.  Statemmit  of  Qumges  (disclosure 
statement  revisions  or  changes  in 
established  practice  only) 


6.  Background  Infornution 

7.  Summary  of  Audit  Results 

8.  Statement  of  Conditions  and  Rec¬ 
ommendations 

9.  Ctost  Impact  (disclosure  statement 
revisions  only) 

10.  Ehsposition  of  Audit  Results 

11.  Signature  Authentication  per  10- 
210 

12.  Exhibits,  Schedules,  and  Appen¬ 
dixes  (as  necessary) 

The  fonnat  and  content  for  each  of  the 
five  basic  types  of  CAS  r^ted  reports 
are  discussed  in  the  firilowing  paragriqrhs. 

10-804  Aadit  R^orts  —  initial 
Adeqaacy  of  Dbdomnte  StatenieBt 

These  reports  are  intended  to  inform 
the  administrative  contracts  officer 
whether  the  contractor’s  initial  submis¬ 
sion  of  its  disclosure  statement  adequate¬ 
ly  describes  the  contractor’s  cost  account¬ 
ing  system.  As  such,  the  title  of  this  type 
of  report  should  be  “Audit  Report  on  the 
Adequacy  of  ENsclosure  Statement.’’ 

10«M.l  Piipose  and  Scope  of  AndH 

a.  Include  the  fidlowing  statement  in 
this  paragraph: 

“The  purpose  of  our  audit  was  to 
evaluate  whether  the  subject  disclo¬ 
sure  statement  adequately  describes 
the  cost  accounting  practices  which 
the  contractor  pn^wses  to  use  in  the 
performance  of  government  con¬ 
tracts  coveriMl  by  41  U.S.C.  422.” 

“The  disclosure  statement  and  rdat- 
ed  data  are  the  responsibili^  of  the 
contractor.  Our  responsibility  is  to 
express  an  opinion  on  the  adequacy 
of  the  disdosuie  statement  bas^  on 
our  audit.” 

b.  Include  the  following  scope  state¬ 
ment  in  this  paragnqih: 

“We  conducted  our  audit  in  accor¬ 
dance  with  generally  accepted^v- 
ernment  auditing  standards.  Those 
standards  require  that  we  plan  and 
perform  the  audit  to  obtain  reason- 
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able  assurance  about  whether  the 
disclosure  statement  is  current,  accu* 
rate,  and  complete.  An  audit  in* 
eludes  examining  on  a  test  basis, 
evidence  supporting  the  adequacy  of 
the  disclosure  statement.  We  beheve 
that  our  audit  provides  a  reasonable 
basis  for  our  opinion.” 

10404J  OrcoMtaKcs  AfEeding  the 
Andit 

S^iarately  identify  and  describe  any 
special  circumstances  or  conditions  ad¬ 
versely  affecting  the  audit  or  its  result. 

1M043  BiidinMiid  lirfbnmtion 

Provide  any  supidementary  data  on  the 
contractor’s  operations  necosaty  to  per¬ 
mit  a  better  understanding  of  the  circum¬ 
stances  surrounding  any  reported  condi¬ 
tion  and  recommendation. 

lO-flOM  Sonaiy  dr  Audit  KesuHs 

a.  This  section  of  the  report  presents  an 
opinion  regarding  the  adequacy  of  the 
disclosure  statement.  Examides  of  op¬ 
tional  statements  are  provided  below: 

(1)  ”In  our  opinion,  the  subject  dis¬ 
closure  statement  adequately  de¬ 
scribes  the  contractor’s  cost  account¬ 
ing  practices.” 

(2)  *Tn  our  opinion,  the  subject  dis¬ 
closure  statement,  amended  by  pages 
dated ,  adequately  describe  the  con¬ 
tractor’s  cost  accounting  practices.” 

(3)  *Tn  our  opinion,  the  subject  dis¬ 
closure  statement  does  not  adequate¬ 
ly  describe  the  contractor’s  cost  ac¬ 
counting  practices.  Accordingly,  we 
recommend  the  contractor  be  re¬ 
quested  to  submit  a  revised  disclo¬ 
sure  statement.” 

b.  The  section  will  also  iiKlude  the 
following  rqiort  disclaimer 

“This  audit  was  limited  to  evaluating 
the  adequacy  of  aooountii^  practice 
desmiptions  in  the  subject  disclosure 
statement  Accordingly,  we  express 
no  oinnion  on  whether  the  discioM^ 
practices  are  imper,  approved,  or 
agreed  to  fw  pricing  proposals,  accu- 
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mulating  costs,  or  reportii^  contract 
performance  data.” 

c.  State  the  name  and  title  of  the 
contractor’s  designated  representative 
with  whom  audit  matters  were  discussed. 

d.  Include  a  cautionary  note  that  infor¬ 
mation  in  the  audit  report  should  not  be 
u^  for  other  purposes  without  first 
discussing  its  applicability  with  the  audi¬ 
tor. 

10-0043  Statement  of  CondUioas  and 
Reoommeadatioas 

When  the  disclosure  statement  is  con¬ 
sidered  inadequate,  use  this  paragraph  to 
present  the  statement  shown  below: 

“We  identified  the  following  defi¬ 
ciencies  in  the  contractor’s  disclo¬ 
sure  statement:” 

Eadi  deficiency  should  then  be  iitenti- 
fied  to  the  disclosure  statement  item 
number  and  explained  sufficiently  to 
permit  a  thorough  understand]^  or  the 
problem.  The  report  should  include  a 
recommendation  for  corrective  action 
and  the  contractor’s  comments  about  the 
condition  and  recommendation. 

10-804.6  Disposition  of  Andit  Sssnlts 

a.  Use  this  pararaph  to  provide  the 
field  audit  office  tel^hone  and  fax  num¬ 
bers  and  to  offer  audit  assistance  for 
clarifying  reported  inadequacies  or  im¬ 
plementing  recommendations. 

b.  Include  in  this  section  a  request  for 
feedback.  For  example: 

“As  reouired  by  FAR  30.202-7(a), 
please  furnish  this  office  a  copy  of 
your  determination  regmrding  the  ad¬ 
equacy  of  the  subj^  disclosure 
statement.  We  also  invite  your  com¬ 
ments  and  suggestimis  on  this  report 
and  our  related  audit  support.’*^ 

10-805  Andtt  Reports  —  CAS 
Compliaaco  Aadito 

Use  this  report  format  v^en  no  in¬ 
stances  of  noncompliances  are  found 
during  CAS  complianoe  audits.  If  non- 
oomiwaiices  are  found,  follow  nonernn- 
plianoe  rqwrt  format  (see  10-806). 
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10-805.1  Papoae  aad  Scope  of  AaOh 

a.  Include  the  following  purpose  state¬ 
ment  in  this  paragraph: 

“The  i>urpose  of  the  audit  was  to 
determine  if  the  contractor  has  com- 

[>lied  with  the  requirements  of  CAS 
number  and  title  of  standards].  The 
contractor  is  responsible  for  compli¬ 
ance  with  the  requirements  of  this 
standard. '  Our  responsibility  is  to 
express  an  opinion  on  compliance 
with  those  requirements  based  on 
our  audit.” 

b.  Include  the  following  scope  state¬ 
ment  in  this  paragnqrh: 

“We  conducted  the  audit  in  accor¬ 
dance  with  ^erally  aocepted^v- 
errunent  auditing  standards.  Tm»e 
standards  require  that  we  plan  and 
perform  the  audit  to  obtain  reason¬ 
able  assurance  about  whether  the 
contractor’s  accounting  practices 
comply  with  the  requirements  re¬ 
ferred  to  above.  An  audit  includes 
examining,  on  a  test  basis,  evidence 
about  the  contractor’s  compliance 
with  those  requirements.  We  believe 
that  our  audit  provides  a  reasonable 
basis  for  our  opinion. 

10-805.2  dicaistaaoes  Affecthii  die 
Aadit 

Separately  identify  and  describe  any 
special  circumstances  or  conditions  ad¬ 
versely  affecting  the  audit  or  its  result. 

10-805 J  Ssnunry  of  Aadit  Rcsalts 

a.  Include  the  following  qualified  opin¬ 
ion  in  this  paragraph: 

“Our  audit  procedures  disclosed  no 
instances  of  noncompliance  with 
CAS  [insert  numbers].  However,  in¬ 
stances  of  noncompliance  not  detect¬ 
ed  during  this  audit  may  be  discov¬ 
ered  during  our  continuous  audit  of 
the  contractor’s  cost  accounting 
practices  during  performance  of  con¬ 
tracts.” 

b.  State  the  ruune  and  tide  of  the 
contractor’s  designated  repiemtative 
with  adiom  audit  matters  were  discussed. 


c.  Include  a  cautionary  note  that  infor¬ 
mation  in  the  audit  report  should  not  be 
used  for  other  purposes  without  first 
discussing  its  an^caibility  with  the  audi¬ 
tor. 

Ifr805.4  Disporithm  id  Audit  Reaaito 

This  paragraph  should  provide  the 
field  audit  office  (FAO)  telephone  and 
fax  numbers  and  offer  any  audit  assis¬ 
tance  deemed  necessary  by  the  contract¬ 
ing  officer.  Also  include  in  this  section  a 
request  for  feedback  on  the  report 

10-806  Andh  Reports  — 
Noacoapliaiioe  with  Disdosed  w 
Established  Practices,  CAS,  or  FAR 

These  r^rts  are  intended  to  explain 
noncompliwces  disclosed  either  in  the 
initial  disclosure  statement  compliance 
audit  or  in  contract  performance  or  pro¬ 
posal  evaluation. 

10-806.1  Parpose  aad  Scope  of  Audit 
Examples  of  statements  applicable  to 
noncompliances  found  are  provided  be¬ 
low: 

a.  The  following  is  an  example  of 
paragrairiis  to  use  when  a  noncompliance 
IS  found  during  an  audit  of  the  disclosure 
statement: 

(1)  “We  audited  the  subject  disclo¬ 
sure  statement  to  evaluate  viiether 
the  disclosed  cost  accountiim  prac¬ 
tices  complv  with  the  CAS  Board’s 
rules,  r^ulations,  and  standards, 
and  FAR  Part  31.  The  contractor  is 
responsible  for  compliance  with 
tbcM  requirements.  Om  responsibil- 
iw  is  to  express  an  opinion  on  com- 
puance  with  those  requirements 
based  on  our  audit.” 

(2)  “The  audit  was  conducted  in 
accordance  with  merally  accepted 
government  aumting  standards. 
Those  standards  require  that  we  plan 
and  perform  the  audit  to  obtain 
reaso^le  assurance  about  adiether 
the  contractor  has  complied  with  the 
icquirements  rdTerred  to  above.  An 
audit  includes  examining  on  a  test 
basis,  evidence  about  the  omitiac- 
tor’s  compliance  with  those  require- 
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ments.  We  believe  that  our  audit  c.  The  following  is  an  example  of 
provides  a  reasonable  basis  for  our  paragraphs  to  use  when  noncompliance  is 

opinion.”  found  during  a  proposal  evaluation: 


b.  The  following  is  an  example  of 
paragraphs  to  use  when  noncompliance  is 
found  durii^  contract  performance  (use 

(1)  &  (3)  if  noncompliance  is  found 
during  CAS  compliance  audits,  use  (2)  &. 
(3)  for  noncompliance  found  during  oth¬ 
er  audits): 

(1)  “Our  continuous  audit  of  the 
contractor’s  cost  accounting  prac¬ 
tices  during  performance  of  con¬ 
tracts  includes  evaluating  whether 
the  contractor  has  comply  with  the 
CAS  Board’s  rules,  recitations,  and 
standards,  and  FAR  Part  31.  The 
purpoM  of  the  audit  was  to  deter¬ 
mine  if  the  contractor  has  complied 
with  the  requirements  of  CAS  [num¬ 
ber  and  title  of  standard].  The  con¬ 
tractor  is  responsible  for  compliance 
with  the  requirements  of  this  stan¬ 
dard.  Our  responsibility  is  to  express 
an  opinion  on  compliance  with  Uiose 
requirements  based  on  our  audit.” 


(2)  “Our  continuous  audit  of  the 
contractor’s  cost  accounting  prac¬ 
tices  during  performance  of  con¬ 
tracts  includes  evaluati^  whether 
the  contractor  has  compli^  with  the 
CAS  Board’s  rules,  reCilations,  and 
standards,  and  FAR  Part  31.  The 
contractor  is  responsible  for  conmli- 
ance  with  those  requirements.  Our 
responsibility  is  to  express  an  opin¬ 
ion  on  compliance  with  those  re¬ 
quirements  based  on  our  audit.” 


I 
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(3)  ’The  audit  was  conducted  in 
accordance  with  generally  aco^ed 
government  auditing  standards. 
Those  standards  require  that  we  plan 
and  perform  the  audit  to  obtain 
reasonable  assurance  about  ndiether 
the  contractor’s  accounting  practices 
comply  with  the  requirements  re- 
ferrM  to  above.  An  audit  includes 
examining,  on  a  test  basis,  evidence 
about  the  contractor’s  compliance 
with  those  n^uirements.  We  believe 
tint  our  audit  provides  a  reasonable 
basis  for  our  opinion.” 


(1)  “Our  audit  of  the  contractor’s 
cost  accounting  practices  during  pm- 
posal  evaluations  includes  evaluating 
whether  the  contractor  has  complied 
with  the  CAS  Board’s  rules,  r^ula- 
tions,  and  standards,  and  FAR  Part 
31.  The  contractor  is  responsible  for 
compliance  with  those  requirements. 
Our  responsibility  is  to  express  an 
opinion  on  compliance  with  those 
requirements  ba^  on  our  audit.” 

(2)  “The  audit  was  conducted  in 
accordance  with  ^erally  accepted 
[mvernment  auditi^  standards. 
Those  standards  require  that  we  plan 
and  perform  the  audit  to  obtain 
reasonable  assurance  about  whether 
the  proposal  complies  with  the  re¬ 
quirements  referr^  to  above.  An 
audit  includes  examining,  on  a  test 
basis,  evidence  about  the  contrac¬ 
tor’s  compliance  with  those  require¬ 
ments.  We  believe  that  our  audit 
provides  a  reasonable  basis  for  our 
opinion.” 

10-806.2  OrauMtaMct  the 

Aadit 

Separately  identify  and  describe  any 
specud  circumstances  or  conditiocs  ad¬ 
versely  affecting  the  audit  or  its  result. 

10-806J  HadvOTiid  lirfmMliaa 

Provide  any  supiriementary  data  on  the 
contractor’s  operations  necessary  for  a 
better  underManding  of  the  circum¬ 
stances  surrounding  any  reported  ncm- 
compliance  and  the  auditor’s  recommen- 
dation(s).  Such  data  should  not  duplicate 
information  already  submitted  in  earlier 
reports. 

10-806.4  Saanaary  af  Aniit  Rcsnits 

a.  This  pan^ldi  presents  a  summ^ 
statement  of  the  nonocMnpliancefs)  being 
reported.  An  example  follows: 

“In  our  opinion,  the  contractor  is  in 
noncomiNiance  with  CAS  401,  CAS 
412,  and  FAR  31.20S-6(j).” 
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b.  The  paragraph  will  include  the  fol¬ 
lowing  report  qualification: 

“This  report  is  limited  to  the  cited 
instanoe(s)  of  noncompliance.  Ac¬ 
cordingly,  we  express  no  opinion  on 
whether  other  practices  are  prop^, 
approved,  or  agreed  to  for  pricing 
proposals,  accumulating  costs,  or  re¬ 
porting  contractor  performance 
data.” 

c.  State  the  name  and  title  of  the 
contractor’s  designated  representative 
with  whom  audit  matters  were  discussed. 

d.  Include  a  cautionary  note  that  infor¬ 
mation  in  the  audit  report  should  not  be 
used  for  other  purposes  without  first 
discussii^  its  applicability  with  the  audi- 

Itor. 

e.  See  10-209.4  for  other  requirements 
related  to  this  portion  fo  the  report 
narrative. 

10-806 J  Statement  of  C^ondithms  and 
Rccommendationa 

a.  The  para^ph  should  begin  with  one 
of  the  following  statements: 

(1)  “Our  audit  identified  a  disclosed 
(or  established)  contractor  practice 
which  we  believe  is  in  noncompli¬ 
ance  with  the  cost  accounting  stan¬ 
dards  and/or  FAR  Part  31,  as  fol¬ 
lows:”,  or 

(2)  “Our  audit  disclosed  that  the 
contractor’s  failure  to  comply  with  a 
cost  accoimting  standard  and/or  fail¬ 
ure  to  follow  consistently  a  disclosed 
cost  accounting  practice,  has  resulted 
or  may  result  in  increased  cost  paid 
by  the  government.  The  areas  of 
noncompliance  and/or  failure  to  fol¬ 
low  disclosed  practices  are  stated 
below.” 

b.  Separately  list  each  nonoompliance 
item,  with  the  foUowii^  information: 

(1)  A  sufficient  identification  and  de- 
scrii^ion  of  the  noncompliance  to  permit 
a  thorough  undentanduu  of  the  situa¬ 
tion.  Cite  the  specific  CAS  or  FAR  provi- 
sioa  violated. 

(2)  An  explanation  of  the  significance 
of  the  problem. 


(3)  A  specific  recommendation  for  cor¬ 
rective  action  with  a  statement  about  any 
acceptable  alternative  solutions  propowd 
by  the  contractor. 

(4)  The  contractor’s  reaction  to  the 
issue. 

(5)  Auditor  comments  on  the  contrac¬ 
tor’s  reaction  and/or  response. 

10-806iS  DbpoahiM  of  Aadit  ResaHs 

a.  This  panpraph  should  provide  the 
field  audit  offm  (P^O)  telephone  and 
fax  numbers  and  oner  audit  assistance  in 
clarifying  reported  noncompliance(s)  or 
implementing  recommendations.  It 
should  also  mclude  a  cross-reference  to 
the  related  r^n  on  disclosure  statement 
adequacy,  if  iq^Iicable. 

b.  Include  in  this  section  a  request  for 
feedback  on  the  report.  For  example: 

“As  required  by  FAR  30.602-2, 
please  furnish  us  a  copy  of  your 
determination  mgarding  the  ratt¬ 
ed  noncomidiance(s).  We  also  invite 
your  comments  and  suggestions  on 
this  report  and  our  rmted  audit 
support.” 

c.  In  cases  where  a  DCAA  Summary 
Sheet  is  required  (see  15-605),  include 
the  following  statement: 

“We  have  attached  to  the  original 
copy  of  this  rqport  a  Contract  Audit 
Folhm-up  Summary  Sheet  in  accor¬ 
dance  with  reissued  DoD  Directive 
7640.2  dated  12  Fdiruary  1988.” 

10-807  Audit  Report  —  CoMormt 
Adevno  aad  Compliance  Andtts  of 
Rmriaed  Dbdoomc  SOrtemeats 

Use  the  report  format  described  below 
for  reporting  on  accounting  practice 
changes  adiere  a  disdonue  statement 
revision  was  submit^  ot  s^ierc  no 
disclosure  statement  is  required.  In  the 
latter  instance  the  proposed  estabfiahed 
uxountiim  practice  raai^  diould  be 
referenced  instead  of  refenmces  to  diack>- 
sure  statement  revisioas  in  10-807.1a, 
10-807.3a,  10^7.5a,  and  10^7.7a. 

10007.1  Paapose  nd  Seope  of  Audit 

a.  Examrdm  of  purpose  statements  are 
provided  bdow  (use  1  ft  2  for  audits 


DCAA  CooinKt  Audit  Muuual 


Jaanary  1995 


requested  by  the  contracting  officer;  use 
only  2  for  self-initiated  audits): 

(1)  “In  response  to  your  (date)  re¬ 
quest,  Case  No _ _  we  audited 

the  subject  revised  disclosure  state¬ 
ment. 

(2)  “The  purpose  of  our  audit  was  to 
determine  whether  the  revised  dis¬ 
closure  statement  ad^uately  de¬ 
scribes  the  cost  accounting  practices 
which  the  contractor  proposes  to  use 
in  performing  government  contra^'^s 
covered  by  41  U.S.C.  422.  We  also 
audited  the  revised  practices  to  eval¬ 
uate  whether  they  comply  with  appli¬ 
cable  Cost  Acraunting  Standards 
and  FAR  Part  31. 

“The  contractor  is  responsible  for 
the  disclosure  statement  and  com^- 
ance  of  the  disclosed  accounting 
practices  with  applicable  Cbst  Ac¬ 
counting  Standards  and  FAR  Part 
31.  Our  responsibility  is  to  express 
an  opinion  on  the  adequacy  of  the 
disclosure  statement  and  whether  the 
disclosed  accounting  practices  com¬ 
ply  with  those  requirements  based 
on  our  audit.” 

b.  Insert  the  following  paragraph  in 
both  contracting  officer  r^uested  and 
self-initiated  audits: 

“We  conducted  our  audit  in  accor¬ 
dance  with  generally  aocepted^v- 
emment  audfiting  standards.  Those 
standards  require  that  we  i^an  and 
perform  the  audit  to  obtain  reason¬ 
able  assurance  about  whether  the 
contractor  has  complied  with  the 
requirements  referred  to  above.  An 
audit  indudes  examining  on  a  test 
basis,  evidence  about  me  contrac¬ 
tor’s  compliance  with  those  require¬ 
ments.  We  believe  that  our  audit 
provides  a  reasonable  basis  for  our 
opinion.” 

10-W7.2  Qmiastances  AfiKting  die 
Audit 

Sqwrately  identify  and  describe  any 
qieciai  circumstances  or  conditions  ad- 
versdy  affecting  the  audit  or  its  result. 
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10-007  J  Statement  of  Changes 

a.  Use  this  paragraph  to  state  the 
change,  along  with  the  effective  date  of 
the  change,  on  which  the  revision  to  the 
contractor’s  disclosure  statement  is 
based.  For  example,  the  paragraph  may 
read: 

“The  subject  disclosure  statement 
revision  reflects  the  foUowii^  change 
to  the  contractor’s  accountii^  prac¬ 
tices  (or  operations,  organization, 
etc.),  and  is  effective  on  (or  on  the 
dates  noted  below:).” 

b.  The  paragraph  should  also  contain 
an  appropriate  reference  to  the  proce¬ 
dures  prescribed  in  the  FAR  clause  for 
disclosure  statement  revisions.  Biamples 
of  statements  are  provided  below: 

(1)  “The  change(s)  results  from  im¬ 
plementing  a  new  Cost  Accounting 
Standard  and  is  therefore  subject  to 
n^otiation  with  the  ACO  for  an 
equitable  adjustment  under  FAR 
52.230-2(aX4Xi).” 

(2)  “The  voluntary  change(s)  has  not 
bran  agreed  to  by  the  contracting 
parties.  Terms  and  conditions  are 
therefore  subject  to  negotiation  with 
the  ACO  under  FAR  S2.230- 
2(aX4Xii).” 

(3)  “The  change(s)  agreed  to  by  the 
contracting  parties  is  subject  to  n^o- 
tiation  wim  the  ACO  for  an  equita¬ 
ble  adjustment  under  FAR  S2.230- 
2(aX4Xiii).” 

(4)  “The  change(s)  results  from  the 
contractor’s  agreement  with,  and 
correction  of,  a  previously  deter¬ 
mined  noncompliant  condition,  and 
is,  therefore,  subject  to  government 
recovery  of  inerMsed  costs  together 
with  interest  under  FAR  52.230- 
2(aX5).” 

104074  BacIvoMd  Idbnmthm 
Provide  supplementary  data  on  the 
contractor’s  operations  as  necessary  for  a 
better  understanding  of  the  circum¬ 
stances  surrounding  any  repented  disdo- 
sure  statement  inadequacy  or  instance  of 
noncompliance  and  the  auditor’s  recom- 


DCAA  CMrtract  Aadit  Maawd 


10122 

110-807.4 

mendation.  Such  data  sh.juld  not  dupli¬ 
cate  infoimation  already  submitted  in 
earlier  reports. 

10-807.5  Summary  of  Audit  Results 

a.  This  paragraph  presents  an  opinion 
on  the  adequacy  and  compliance  of  the 
disclosure  statement  revision.  Examples 
of  optional  statements  are  provided  be¬ 
low: 

(1)  “In  our  opinion,  the  subject  revi¬ 
sion  adequately  describes  the  con¬ 
tractor’s  revised  cost  accountii^ 
practices.  We  noted  no  instances  of 
noncompliance  with  applicable  Cost 
Accounting  Standards  or  FAR  Part 
31.” 

(2)  “Although  we  noted  no  instances 
of  noncompliance  with  applicable 
Cost  Accounting  Standards  or  FAR 
Part  31,  in  our  opinion  the  subject 
disclosure  statement  revision  does 
not  adequately  describe  the  contrac¬ 
tor’s  revised  cost  accounting  prac¬ 
tices.  Accordingly,  we  recommend 
the  contractor  be  requested  to  sub¬ 
mit  a  revised  disclosure  statement.” 

(3)  “In  our  opinion,  the  subject  revi¬ 
sion  adequately  describes  the  con¬ 
tractor’s  revised  cost  accounting 
practices.  However,  during  our  audit 
we  identifled  certain  of  the  contrac¬ 
tor’s  disclosed  practices  which  we 
believe  are  in  noncompliance  with 
linsert  CAS  numberfs)  and/or  specif¬ 
ic  FAR  Part  31  reference].  The  de¬ 
tails  of  the  noncompliancc<s)  have 
been  reported  separately  in  audit 
report  number  [insert  report  num¬ 
ber].” 

(4)  “In  our  opinion,  the  subject  dis¬ 
closure  statement  revision  (amend¬ 
ment)  does  not  ad^uately  describe 
the  contractor’s  reviski  cost  account¬ 
ing  practices.  Accordindy,  we  rec¬ 
ommend  the  contractc  be  requested 
to  submit  a  revised  disclosure  state¬ 
ment.  Also,  durina  our  audit  we 
identified  certain  of  the  contractor’s 
revised  practices  which  we  believe 
ate  in  noncompliance  with  [insert 
CAS  numberfs)  and/or  specific  FAR 
Part  31  reference].  The  details  of  the 
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noncompliance(s)  have  been  report¬ 
ed  separately  in  audit  report  number 
[insert  report  number].” 

b.  State  the  name  and  title  of  the 
contractor’s  designated  representati'  ^ 
with  whom  audit  matters  were  discussed. 

c.  Include  a  cautionary  note  that  infor¬ 
mation  in  the  audit  report  should  not  be 
used  for  other  purposes  without  first 
discussing  its  applicability  with  the  audi¬ 
tor. 

10-807.6  Statement  <4  Conditions  and 
Recommendations 

a.  This  paragraph,  applicable  whenever 
inadequacies  were  found,  should  begin 
with  the  following  statement. 

“We  identified  the  following  inade¬ 
quacies  in  the  contractor’s  revised 
disclosure  statement:” 

b.  List  each  inadequacy  item  separately 
with  the  type  of  information  cited  in  1(>- 
804.5. 

10-807.7  Cost  Impact 

a.  The  paragraph  should  contain  an 
estimate  of  the  cost  impact,  if  available, 
and  a  reminder  to  the  ACO  to  obtain  a 
cost  impact  statement.  To  do  this,  start 
this  paragraph  with  the  following  state¬ 
ment: 

“The  contractor  is  responsible  for 
submitting  cost  impact  proposals 
and  for  engaging  in  n^otiations  of 
adjustments  resulting  from  changes 
to  disclosed  accounting  practices.  A 
cost  impact  proposal  should  contain 
suflicient  detail  to  permit  evaluation 
and  negotiation  of  the  effect  upon 
each  contract  and  subcontract  con¬ 
taining  the  CAS  clause.  It  shall  con¬ 
tain  as  a  minimum  the  following 
information: 

“(a)  identification  of  all  contracts 
and  subcontracts  containing  the  CAS 
clause;  and” 

“(b)  the  effect  (including  cost,  prof- 
it/fee,  price/amount)  on  each  con¬ 
tract  and  subcontract  from  the  effec¬ 
tive  date  of  the  change  until  comple¬ 
tion  of  the  contract  or  subcontract.” 
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“It  is  not  practical  to  estimate  the 
magnitude  of  the  total  cost  impact 
for  the  changes)  in  the  revision  prior 
to  your  obtaining  this  information 
from  the  contractor.  However,  in  the 
way  of  a  p^ial  estimate. . . .”  (In¬ 
clude  an  estimate  of  the  cost  impact 
or  delete  the  last  sentence  if  the 
auditor  is  unable  to  provide  a  partial 
estimate  and  instead  explain  why  an 
estimate  could  not  be  provided.) 

b.  When  there  is  increased  cost  to  the 
government  because  of  a  discretionary 
change,  which  is  subject  to  the  provisions 
of  FAR  52.230-2(aX4Kii),  the  foUowing 
should  be  included: 

“We  estimate  the  increased  cost  to 
the  government  because  of  the 

change  to  be  $ _ However,  any 

agreement  which  would  result  in  net 
increased  cost  to  the  government 
would  be  contrary  to  the  provisions 
of  FAR  52.230-2(aX4Kii).” 

10-807 J  Dispositioa  of  Audit  Results 

I  a.  Use  this  paragraph  to  provide  the 
Field  Audit  Office  (FAO)  telephone  and 
fax  numbers  and  offer  audit  assistance 
for  clarifying  reported  inadequacies  or 
implementing  recommendations.  Also  in¬ 
clude  in  this  section  a  request  for  feed¬ 
back.  For  example: 

“As  required  by  FAR  30.202-7(a), 
please  fymish  this  office  a  copy  of 
your  determination  regarding  the  ad¬ 
equacy  of  the  subject  disclosure 
statement.  We  also  invite  your  com¬ 
ments  and  suggestions  on  this  report 
and  our  related  audit  support.” 

b.  See  10-209.4  for  other  requirements 
related  to  this  portion  of  the  report 
narrative. 

10-808  AodU  Reports  —  Cost  Impact 
StateBMnts 

This  section  describes  the  format  for 
audit  reports  on  evaluations  of  cost  im¬ 
pact  statements. 
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10-808.1  Purpose  and  Scope  of  Audit 

a.  This  paragraph  should  reference  the 
audit  request,  other  related  audit  reports 
(e.g.,  noncompliance  reports),  and  any 
other  documents  which  contain  pertinent 
information  about  the  contractor’s  cost 
impact  submission.  The  information  con¬ 
tained  in  the  referenced  documents 
should  not  be  duplicated  in  the  cost 
impact  evaluation  report.  Also  reference 
the  date  of  the  contractor’s  cost  impact 
statement  and  the  effective  date  of  the 
changed  accounting  practice  which  re¬ 
sulted  in  the  cost  increases  or  decreases. 
The  chafed  accounting  practice  should 
be  describe  and  categorized  as  either  a: 

(1)  Change  resulting  from  the  imple¬ 
mentation  of  a  new  standard  (equitable 
adjustment). 

(2)  Discretionary  change  which  is  not 
agreed  to  by  the  contracting  parties  (no 
increased  costs  to  the  government). 

(3)  Sanctioned  cb^e  other  than  one 
resulting  from  the  implementation  of  a 
new  standard  (equitable  adjustment). 

(4)  ChaMe  resulting  from  the  correc¬ 
tion  of  a  (IAS  noncompliance. 

b.  An  example  of  an  acceptable  state¬ 
ment  follows: 

“As  requested  by  your  30  September 
19XX  letter,  we  audited  the  XYZ 
corporation  31  Aumist  19XX  cost 
impact  proposal  reflecting  the  con¬ 
tractor’s  discretionary  accounting 
change  to  combine  the  enraneering 
and  logistics  overhead  pods,  effec¬ 
tive  1  November  19XX.  Since  the 
accountiiw  change  has  not  been 
agreed  to  by  the  ACX),  it  is  subject  to 
the  provisions  of  FAR  52.230-2 
(aX4Xii). 

“The  cost  impact  proposal  and  relat¬ 
ed  supporting  data  are  the  responsi¬ 
bility  of  the  contractor.  Our  respon¬ 
sibility  is  to  express  an  opinion  on 
the  cost  impact  proposal  based  on 
our  audit.” 

c.  Insert  the  following  paragraph: 

“We  conducted  our  audit  in  accor¬ 
dance  with  ^erally  accepted  gov¬ 
ernment  auditing  standards.  Those 
standards  require  that  we  plan  and 
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peifonn  the  audit  to  obtain  reason¬ 
able  assurance  about  whether  the 
cost  impact  proposal  is  free  of  mate¬ 
rial  misstatement.  An  audit  includes 
examin^  on  a  test  basis,  evidence 
supporting  the  amounts  and  disclo¬ 
sures  in  the  cost  impact  proposal.  An 
audit  also  includes  assessing  the  ac¬ 
counting  principles  used  and  signifi¬ 
cant  estimates  made  by  the  contrac¬ 
tor,  as  well  as  evaluating  the  overall 
cost  impiKt  proposal  presentation. 
The  requirements  set  forth  in  FAR 
30.6  were  used  as  criteria  in  evaluat¬ 
ing  the  cost  impact  proposal.  We 
beueve  that  our  audit  provides  a 
reasonable  basis  for  our  opinion.” 

d.  Add  any  qualification  as  to  the 
completeness  and  accuracy  of  the  uni¬ 
verse  of  CASk»vered  contracts. 

10-8M.2  Ore— stances  Affiretiag  the 
Andit 

Separately  identify  and  describe  any 
speaal  circumstances  adversely  affecting 
the  audit  or  its  result. 

10-M8J  Badcgronad  lafomatioa 
Provide  any  supplementary  data  on  the 
contractor’s  operations  to  improve  un¬ 
derstanding  of  the  circumstances  sur¬ 
rounding  any  reported  condition  or  the 
auditor’s  recommendation. 

10-8084  Saaunry  of  Aadit  Rcsalts 

a.  Begin  this  paragraph  with  an  opinion 
statement  on  the  adequacy  of  the  data 
submitted  by  the  contractor.  As  an  exam¬ 
ple,  the  report  could  read: 

“Although  not  adequate  in  all  re¬ 
spects  (see  comments  in  Exhibit  A), 
in  our  opinion,  the  contractor  has 
submitted  data  which  are  acceptable 
for  n^tiating  the  cost  impact  due 
to  the  discretionary  change.” 

The  paragr^h  should  comment  on 
udiether  increased  costs  to  the  govern¬ 
ment  resulted  and  refer  to  the  rnxirt 
exhibit  for  details.  (See  Figure  10-^1.) 

b.  State  the  name  and  title  of  the 
contra^'tor’s  designated  representatives 
with  adwm  audit  matters  were  discussed. 

c.  Include  a  cautionary  ncKe  that  infor¬ 
mation  in  the  audit  report  diould  not  be 


used  for  other  purposes  without  first 
discussing  its  applicability  with  the  audi¬ 
tor. 

10B08.5  Disposition  cX  Aadit  Resalts 

a.  This  paragraph  should  be  used  to 
provide  the  field  audit  office  telephone 
and  fax  numbers  and  offer  audit  assis¬ 
tance  in  implementing  the  recommenda¬ 
tion.  If  ^propriate,  recommend  that  an 
auditor  attend  the  n^otiations  and  offer 
to  make  available  the  detailed  computa¬ 
tions  contained  in  the  audit  working 
papers. 

0.  Include  in  this  section  a  request  for 
feedback  on  the  report.  For  example: 

“As  required  by  FAR  30.602- 
UcKlKu):  please  furnish  us  a  copy  of 
the  ne^tiation  memorandum  at  the 
conclusion  of  n^otiations.  We  also 
invite  your  comments  and  sugges¬ 
tions  on  this  report  and  our  reuded 
audit  support.” 

10-808.6  Exhibits  and  Sdiedales 

The  report  should  contain  exhibits  and 
supporting  schedules  required  for  a  clear 
and  complete  presentation  of  the  audit 
results  and  recommendations  on  all  items 
in  the  propo^  cost  impact  statement. 
They  should  include  as  a  minimum  the 
following  information: 

a.  A  schedule  of  contracts  by  type, 
showing  proposed  impact  on  cost,  prof¬ 
it/fee,  and  price/amount. 

b.  An  audit  recommendatitm  on  cost 
impact  for  each  contract.  If  totals  are 
shown,  indicate  that  they  are  for  general 
information  only  and  do  ncd  rmresent  a 
recommendation  r^arding  omets  or 
profit/fee  adjustments. 

c.  Separate  schedules  showing  detail 
for  cost  impact  computations. 

d.  Comments  on  profit  and  offsets  but 
not  roecific  recommendations. 

e.  Contractor  comments. 

18-809  Dislribatioa  of  R^jioits 

a.  Furnish  copies  of  CAS  audit  reports 
to  non-DoD  agmcies  as  noted  in  1S-1S7. 

b.  Ftimish^  CAC/CHOA/GAC  cop¬ 
ies  of  all  CAS  audit  rqports  as  provided  m 
15-200. 
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c.  Furnish  the  region  copies  of  CAS 
audit  reports  following  the  procedures 
established  by  the  region. 
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STATEMENT  OF  CONTRACTOR’S  PROPOSED  CONTRACT  PRICE  ADJUSTMENT 

FOR 

(a)  THE  IMPLEMENTATION  OF  CAS _ 

(b)  A  VOLUNTARY  CHANGE  IN  DISCLOSED  ACCOUNTING  PRACTICE 

(c)  NONCOMPLIANCE  WITH  CAS _ 

(d)  NONCOMPLIANCE  WITH  DISCLOSED  ACCOUNTING  PRACTICE 

(e)  NONCOMPLIANCE  WITH  CAS AND  DISCLOSED  ACCOUNTING  PRACTICE 

AND  RESULTS  OF  AUDIT 


CONTRACTOR’S  PROPOSAL 


CONTRACT/SUBCONTRACT 

CPFF 

Net  Increase  (Decrease) 

CPIF 

Net  Increase  (Decrease) 

FFP 

Net  Increase  (Decrease) 

FPI 

Net  Increase  (Decrease) 

Total  Net  Increase 
(Decrease) 


PRICE/ 

COST  FEE/PROm  AMOUNT 


$ _  5 _  $ 

s _  $ _  $ 

$ _  $ _  $ 

I _  s _  $ 

$ _  $ _  $ 


RESULTS  OF  AUDIT 

RECOM¬ 

MENDED 

COST  REFERENCE 

$ _ 

s _ 

$ _ 

$ _ 

$ _ 


—  The  report  notes  will  be  consistent  with  those  used  for  all  pricing  proposal  audit 
reports.  Separate  notes  or  schedules  will  show  detail  of  cost  impact  computations. 

—  Include  separate  schedules  (or  exhibits)  for  price  adjustments  subject  to  cost  or 
pricing  data  certification.  In  these  instances,  present  data  in  same  format  as  in¬ 
cluded  on  the  SFI41 1  submission. 

—  Comments  relating  to  profit  and  potential  offsets  may  be  made  as  an  explanatory 
note  or  included  in  a  report  appendix.  However,  specific  recommendations  on 
profit  and  offsets  should  not  be  made. 
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10400  ScctkHi  9  —  Flaal  Aadit  Reports  on  Cost-Reiiiibars»i»t  and  Tfane 
and  Material  Type  Cbntracts  and  Subcontracts 


10-901  Intiodnction 

This  sectkm  provides  guidance  for  the 
prooessiiig  of  completion  vouchers  and 
prmanlioii  and  distributimi  of  contract 
aucut  closing  strtements  on  completed  or 
terminated  cost-reimbursement  and  time 
and  material  type  contracts  and  subcon¬ 
tracts.  Contract  audit  closing  statements 
for  non-DoD  agencies  and  time  and 
material  type  contracts  are  normally  per¬ 
formed  cm  a  request  basis  (see  alro  IS- 
103).  Guidance  cm  assist  reports  to  other 
ccmtract  auditcHS  is  in  mOO.  Further 
guidance  concerning  processing  comple¬ 
tion  vouchers  is  in  ^1000. 

10-902  Receipt  of  CompletioD 
Voucha' 

a.  When  a  completion  voucher  and 
accompanying  documents  are  received 
from  a  contractor,  the  auditor  should 
verify  that  the  completion  voudier  is 
marked  as  such  and  related  closing  docu¬ 
ments  ate  included.  If  the  completion 
vcMicher  or  closing  documents  must  be 
returned  to  the  contractor  because  of 
incomplete  documents,  incorrect 
amounts,  etc.,  a  copy  of  the  transmittal 
letter  should  be  sent  to  the  cognizant 
administrative  contracting  officer  (AGO) 
or  termination  oontrwting  officer  (TCO). 

b.  If  the  completion  voucher  and  ac¬ 
companying  documents  are  in  order,  the 
auditor  shomd  prompth^bmit  advance 
copies  to  the  ACO  or  TCX).  A  transmittal 
letter  will  be  used  to  forward  the  follow¬ 
ing  documents,  if  applicable.  Any  cir¬ 
cumstances  requiring  contracting  officer 
assistance  (e.g.,  incentive  fee  based  on 
perfmmance)  nuy  be  requested  in  the 
transmittal. 

(1)  Contractor’s  Release  of  Claims. 

(2)  Assignee’s  Release  of  Claim,  if 
applicable. 

(3)  Contractor’s  Assignment  of  Re¬ 
funds,  Rebates,  Credits  and  Other 
Amounts,  if  applicable. 

(4)  Ass^neea  Assknmmit  Refunds, 
Rebates,  Credits  and  Other  Amounts,  if 
apiriicaMe. 


c.  The  above  procedures  do  not  pertain 
to  completion  vouchers  received  with 
requests  for  audit. 

10-903  Processing  Com^tion 
Vouchers 

a.  The  auditor’s  processing  of  a  com¬ 
pletion  voucher  for  the  issuance  of  a 
contract  audit  closii^  statement  usually 
constitutes  final  audit  action  on  the  con¬ 
tract.  Before  this  flnal  audit  action,  the 
auditor  should: 

(1)  Complete  the  audit  of  the  contrac¬ 
tors  operations  and  costs  related  to  the 
contract. 

(2)  Reach  a  final  audit  determination 
on  the  allowabUity  of  aU  amounts 
claimed  under  the  contract.  Use  cumula¬ 
tive  allowable  cost  worksheets  when 
available.  Otherwise,  identify  allowable 
direct  costs  by  year  from  annual  audit 
files  and  apply  the  lesser  of  final  indirect 
rates  or  contract  ceiling  rates  to  appropri¬ 
ate  bases.  For  time  and  matenal  con¬ 
tracts,  determine  the  allowable  hours 
incur^  by  direct  labor  eatery.  Apply 
the  contract  rates  to  the  hours  incunW. 

(3)  Determine  the  amount  of  fixed  or 
incentive  fee  payable  under  the  terms  trf* 
the  contract.  In  cases  where  the  contract 
provides  for  an  incentive  fee  based  in 
part  upon  performance  or  quality  obj^ 
fives,  coor&nate  with  the  admimstrative 
contractmg  officer  to  obtain  the  informa¬ 
tion  necessary  to  determine  the  contract 
fee. 

(4)  See  6-1008.2  for  further  actions  that 
sh^d  be  taken. 

b.  The  auditor’s  signature  will  not  be 
shown  on  the  con^etion  voudier.  Only 
the  contracting  officer  is  authorized  to 
sign  the  final  voucher.  The  contract  audit 
closing  statement  is  used  to  express  the 
auditor’s  opinion  on  the  contract  as  a 
ulKile. 

10-904  Coirtiact  Audit  ChMiiv 
Staterocata  oa  Cost-Ptas-FIxed-Fce 
Level-oO-Effort  Coutnets 

The  teim  form  of  a  oost-^u8-fixed4iee 
contract,  per  FAR  16.306(dx2),  requires 
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the  contractor  to  provide  a  specific  level 
of  effort  within  a  definite  penod  of  time. 
The  contract  audit  closing  statement  will 
state  the  level  of  effort  expended  by  the 
contractor  so  the  contracting  officer  may 
determine  whether  an  adjustment  should 
be  made  in  the  fixed  fee  payable  under 
the  contract. 

10-905  Preparatioii  of  Ctmtract  Audit 
Closing  Statements 

a.  The  contract  audit  closing  statement 
is  usually  the  final  audit  report  to  be 
submitted  upon  completion  or  termina¬ 
tion  of  a  cost-reimbursement,  or  time  and 
nuterial  type  contract  or  subcontract.  A 
contract  audit  closing  statement  normally 
will  be  submitted  upon  completion  or 
termination  of  each  task  oid»  under  a 
task  order  type  contract  or  each  line  item, 
subfine  item,  or  portion  of  a  multi|rie 
fimded  contract  for  which  separate  fund¬ 
ing  is  provided  in  the  contract. 

b.  Some  contracts  have  numerous  task 
orders,  subfine  items,  or  other  separate 
portions  that  ate  separately  funded.  List¬ 
ing  cost  data  for  separate  tasks  or  line 
items  of  a  contract  in  a  single  audit  report 
is  a  mote  efficient  way  of  presenting 
closing  information.  Therefore,  with  the 
agreement  of  the  customer,  issuing  a 
contract  audit  closing  statement  with  a 
listing  of  cost  data  by  separate  task  orders 
or  line  items  under  the  contract  is  an 
accqjtable  alternative  to  issuing  a  sepa¬ 
rate  audit  report  for  each  task  order  or 
line  item  number.  Such  a  consolidated 
report  must  provide  all  pertinent  infor¬ 
mation  for  each  task  order  or  line  item 
number  being  closed. 

c.  The  contract  audit  closii^  statement 
shall  include  the  auditor’s  (pinion  on  the 
allowability  of  the  costs  claimed  by  the 
contractor  and  present  comments  on  the 
contrwtor’s  (operations  which  are  perti¬ 
nent  to  the  final  settlement  of  the  con¬ 
tract. 

d.  The  format  of  a  contract  audit 
closi^  statement  is  shown  in  Figure  10- 
9-1.  The  type  of  informatkm  shown  in 
“circumstances  affecting  the  audit”  para- 
graphs  2c.  through  2h.  of  Figure  10-9-1 
should  be  included  when  significant  and 
appropriate.  Additkmal  pCTtinent  cmn- 
ments  on  other  items  sb^d  be  added. 


10^906  Quick  Qoseont  Prooedves 

When  requested  by  the  contracting 
officer,  in  conjunction  with  contracts 
which  have  been  identified  for  adminis¬ 
trative  closeout  under  FAR  42.708,  the 
auditor  ^uld  issue  a  contract  audit 
closing  statement  for  idiysically  com¬ 
pleted  cost  reimbursement  or  time  and 
material  type  ccmtracts  nfiere  final  pay¬ 
ment  has  b^  requested  by  the  contrac¬ 
tor.  (See  6-1009) 

When  prepming  the  closing  statement 
in  this  situation,  the  report  will  clemty 
indicate  what  costs  and  fiscal  periods 
have  been  audited  and  afiich  have  not 
been  audited.  Suggested  wording  and 
format  are  given  m  Figure  10-9-1. 

10-907  DistrihuliM  oi  Contnct 
Audit  CkMing  Statements 

a.  Contract  audit  closing  statement 
(original  and  three  copies  or  original  and 
two  (x^ies  for  AID  contracts)  shall  be 
distributed  as  follows; 

(1)  Qosing  statements  other  than  in  (2) 
through  (6)  below  will  be  submitted  to 
the  administrative  contracting  officer. 

(2)  Closing  statements  for  terminated 
(xmtracts  (see  10-902)  will  be  submitted 
to  the  termination  contracting  (rfficer. 
The  closing  statement  should  be  issued 
no  later  than  the  submissicm  date  of  the 
advisory  audit  rqiort  on  the  crmtractor’s 
terminatum  s^ement  prrqxisal. 

(3)  Closing  statements  related  to  NASA 
ccmtracts  will  be  sent  to  the  cognizant 
contractira  officer,  with  a  copy  to  the 
NASA  Office  (rf^  Inspector  Gen^  cogni¬ 
zant  of  the  geographical  area  in  which  the 
contractor  is  located.  (See  Siqiplement 
IS-lSl.) 

(4)  For  the  Department  of  Health  and 
Human  Services  (DHHS),  closing  state¬ 
ments  will  be  submitted  to  the  DHHS 
Inspector  General  office  which  requested 
the  audit. 

(5)  Audit  r^rts  issued  on  AID  con¬ 
tracts  should  be  addressed  to  the  Office 
of  Rmonal  Innector  Gener- 
al/Audit/washington,  Rocnn  514  RPE, 
Agency  for  Intematwaal  Devekmment, 
Hi^shington,  DC  20523  (see  13-W). 

(6)  Repents  related  to  National  Giiard 
Bureau  ccmtracts  will  be  issued  to  the 
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United  States  Property  &  Fiscal  Officer  six  copies)  have  not  been  previously 
.  (USP&FO)  designated  as  the  contracting  submitted  to  the  ACX)/TCO,  t^  should 
I  officer  (14-903).  be  forwarded  as  enclosures  to  the  dosing 

b.  Where  the  completion  voucher  and  statement, 
related  closing  documents  (ori^nal  and 
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REPORT  FORMAT 


Juuary  1995 


Audit  Report  No. _ 

SUBJECT:  Contract  Audit  Closing  Statement 

Contract  No.  _ _ _ 

(Contractor) _ 

(Location)  _ _ 

[For  final  audits  of  subcontracts,  the  following  should  be  used:] 

SUBJECT:  Clontract  Audit  Closing  Statement 

Subcontract  No.  _ _ 

Under  Prime  Contract  No. _ 

Subcontractor  to  (Prime’s  Name) _ 

(Subcontractor’s  Name) _ 

(Subcontractor’s  Location) _ 

TO:  Administrative  Contracting  Officer 

(Name  and  Address  of  the  Military  Department  or  Agency  that 
administers  the  Contract) 

1.  Pwrpoae  and  Scope  of  Audit 

a.  We  audited  final  voucher  no. - - under  contract  no - (subcontract  no _ 

issued  under  prime  contract  no.  . — _ ).  The  purpose  of  the  audit  was  to  deteimine  the 

allowable  cost  (and  fee)  under  the  contract  (subwntract). 

a.  We  audited  final  voucher  no. _ under  contract  no. 

[The  following  paragraph  should  be  used  when  the  auditor  has  received  a  request  for  audit.] 

a.  As  requested  by  your  letter  dated _ ,  reference  no _ _  we  audited  final  voucher 

no - under  contract  no - (subcontract  no _ issued  under  prime  contract 

no. - ).  The  purpose  of  the  audit  was  to  determine  the  allowable  cost  (and  fee)  under  the 

contract  (subcontract). 

b.  ThU  (CPFF,  CPAF,  CPIF,  CS,  CR,  CPFF-LOE,  FPI,  TAM)  contract  (task  or  deUvery 

order),  provided  for  (provide  a  bnef  statement  of  the  nature  and  scope  of  work).  Work 
oommenoed _ and  was  completed _ _ 

c.  We  have  audited  the  contractor’s  accounting  records  and  financial  operating  procedures  for 
the  purpose  of  determining  whether  the  amounts  claimed  for  reimbursement  by  the  contractor, 
as  represented  by  public  vouchers  submitted,  constitute  allowable  costs  under  the  terms  of  the 
contract  We  conducted  our  audit  in  accordimce  with  generally  accepted  government  auditing 
standards.  Those  standards  require  that  we  plan  and  perform  the  audit  to  obtain  reasonable 
assurance  about  whether  the  data  and  records  reviewed  are  free  of  material  misstatement  An 
audit  includes  examining,  on  a  test  basis,  evidence  supporting  the  amounts  and  disdosuies  in  the 
(teta  and  records  reviewed.  An  audit  also  includes  assessing  the  accounting  principles  used  and 
significant  estimates  made  by  the  contractor,  as  well  as  evfiuating  the  ovou  data  and  records 
presentation.  We  believe  that  our  audit  provides  a  reasonable  basis  for  our  opinion. 

[If  the  contract  audit  dosi^  statement  is  being  issued  to  close  out  a  contract  under  quick  close 
out  Moceduies  (6-1009  and  FAR  42.708),  the  “purpose  and  sccqie  of  audit”  paragraph  must  be 
modified  as  shown  below.  The  exception  statement  should  state  the  period  of  time  for  which  the 
indirect  costs  are  unaudited.] 

c.  Otcept  as  noted  below,  we  have  audited  the  contractor’s  accounting  records  and  financial 
oixrating  procedures  for  the  purpose  of  determining  whether  the  amounts  daimed  for 
reimbuiaonent  by  the  contractor,  as  represented  by  public  vouchers  submitted,  constitute 
allowable  costs  under  the  terms  df  the  contract.  We  conducted  our  audit  in  accordance  with 
generally  aocqrted  government  auditing  standards.  Those  standards  require  that  we  plan  and 
perform  the  audit  to  obtain  reasonable  assurance  about  edietber  the  data  and  records  reviewed 
are  fiee  of  material  misstatement.  An  audit  indudes  examining,  on  a  test  basis,  evidence 


1 


DCAA  OMdBct  Aunt  MmmI 


Jaanry  1995 


10131 
FigBC  10-9-1 


supporting  the  amounts  and  disdosuies  in  the  data  and  records  reviewed.  An  audit  also  includes 
assessing  the  accounting  principles  used  and  significant  estimates  made  by  the  contractor,  as  well 
I  as  evaluating  the  overul  data  and  records  presentation.  We  believe  that  our  audit  provides  a 
reasoiuible  tois  for  our  opinion. 

2.  Cii*««iMceg  Aflecdt  the  Aadh  (The  following  circumstances  will  be  included  in 
the  audit  report  as  required.; 

a.  A  brief  statement  should  be  made  of  any  deficiencies  in  the  contractor’s  accounting 
procedures,  with  Uie  auditor’s  recommendations  for  corrective  actions.  This  is  necessary  only 
where  the  contractor  has  (Mher  continuing  auditable  contracts  or  is  expected  to  be  awarded  sudi 
contracts  in  the  near  future. 

b.  When  9uick  closeout  procedures  are  beingused,  make  a  brief  statement  that  the  review  was 
performed  m  response  to  the  contract^  onicer’s  request  for  assistance  in  closing  out  the 
contract  (subcontract)  using  administrative  quick  closeout  procedures  under  FAR  42.7W.  This 
should  be  followed  by  statements  on  uhat  fiscal  years  have  been  audited  and  which  have  not 
been  audited. 

c.  Comments  should  be  made  regarding  any  unclaimed  wages,  unclaimed  deposits,  unpresent¬ 
ed  checks,  and  potential  credits  and  reHwds. 

d.  Provide  a  brief  statement  of  any  unresolved  General  Accounting  Office  informal  inquiries 
or  any  outstanding  notices  of  exceptions  referred  to  the  auditor.  If  available  audit  information 
indicates  that  any  unresolved  informal  inquiries  are  likely  to  result  in  notices  of  exception,  this 
should  be  stated. 

e.  If  government  funds  were  advanced  to  finance  the  contractor’s  operations,  a  statement 
should  be  made  of  the  unliquidated  balance  of  the  advance,  after  all  adjustments  and  any  unpaid 
interest  charges  on  such  funds  or  contractor’s  failure  to  replace  funds  expended  for  disapproved 
expenditures. 

f.  Provide  a  statement  of  status  of  any  unsettled  disapprovals,  outstandi^  subcontract  legal 
actions,  open  insurance  claims,  or  other  unresolved  items  of  which  the  auditor  has  knowledge. 

g.  When  the  work  contempjated  by  the  contract  has  not  been  physically  completed,  the  auditor 
shmiM  comment  upon  this  situation  so  that  the  contracting  onk^  may  detennine  whether  an 
adjustment  should  be  made  in  the  fixed  fee  payable  undm  the  contract. 

h.  When  government  furnished  material  or  equipment  is  furnished  to  the  contractor  in 
amounts  greatm  than  contemplated  by  the  terms  of  the  contract,  therchy  relieving  the  contractor 
of  the  responsibiliw  of  furnishing  the  items,  the  matter  should  be  commented  on  in  order  that 
the  contracting  officer  may  determine  whether  the  contractor  is  entitled  to  the  stipulated  fee. 
Additionally,  if  the  contract  providm  for  cost-diaring  or  participation  by  the  contractor  in  cost 
savings,  the  auditor  should  indicate  that  part  of  the  cost  savings  resulting  from  this  factor. 

3.  S— My  of  Reaulta 

■  In  our  npininn,  g  icjnesents  costs  considered  allowable  under  the  contract 

(task/delivery  order)  and  therefore  reimbursable. 

[The  following  summary  paragrajA  ^ould  be  used  for  a  time  and  material  type  contract.] 

a.  In  our  opinion,  $ _ is  the  total  amount  considered  allowable  under  the  contract 

(task/delivery  order)  and  therefore  reimbursable. 

[The  following  will  be  used  if  the  final  voucher  costs  are  in  excess  of  the  contract  limitation.] 

a.  In  our  opinion,  S  _  represents  costs  considered  allowable  under  the  ccmtract 

(task/delivery  order)  and  therefore  reimbursable.  However,  the  contractor’s  final  voucher 

included  costs  in  excess  of  contract  limitations.  We  have  deternmied  that  $ _ (insert 

amount  of  excess  considered  allowable  or  a  statement  that  none  of  this  excess  is  allowable) 
represents  costs  which  are  otherwise  allowabie  but  are  in  excess  of  contract  limitations. 

[The  following  will  be  used  if  quick  closeout  procedures  are  being  applied.] 

a.  In  our  opinion,  S _ represents  audited  costs  considered  allowable  through  (insert  last 

fiscal  year  reviewed)  under  the  contract  (task/deiivety  order)  and  therefore  reimbursable.  The 

daimra  direct  costs  of  $ _ and  indirect  costs  of  $ _ for  (insert  period)  have  not 

been  audited  by  us  and  are  subject  to  your  negotiation. 

As  you  requested,  we  are  providing  indirect  cost  rates  for  your  consideration  in  settling  the 
unaudited  indirect  costs.  Our  recommended  rates  are  baaed  on  (billing  rates,  prior  year’s 
settlement  of  indirect  rates,  most  recent  year’s  certified  final  rate  submission,  FPRA,  etc.). 
Details  regarding  these  recommended  rates  are  provided  in  (exhibit,  schedule,  note).  Unaudited 
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direct  costs  have  been  verified  to  the  contractOT’s  siinunaiy  records  maintained  for  accumulating 
costs  under  this  contract. 

[Additional  Sumnuuy  of  Audit  Results  paragr^hs  may  be  needed.  Some  examples  of  these 
paragraphs  follow.] 

b.  In  cases  where  the  ACO  has  sustained,  in  whtrie  or  in  part,  any  appeals  by  the  ccmtractor 
from  amounts  disapproved  by  the  auditor,  the  report  should  so  indiaUe.  For  example: 

This  amount  includes  $ _ which  was  initially  disapproved  by  the  auditor.  Upon  qqreal 

by  the  contractor,  the  ACX)  subMquratly  determined  th^  costs  to  be  allowable. 

The  amount  of  contractor’s  claim  disapproved  under  the  contract  is  $ _ (exclusive  of  $ 

_ initially  disan>roved  but  subsequently  determined  allowable  by  the  contracting  ofiScer). 

c.  If  the  actual  allowable  cost  of  contract  performance  is  substantially  bdow  the  contract 
estimated  cost  on  which  the  fixed  fee  was  based,  the  reasons  for  the  undetiim  should  be  stated. 
Possible  reasons  may  be  an  unrealistic  initial  cost  estimate  or  the  subsequent  discovery  of 
scientific  pheiumieiM  by  the  government  or  others  sriiich  reduced  the  effort  required  by  the 
contractor  to  perform  the  contract.  This  will  provide  the  contracting  ofiRcer  with  i^ormation  to 
determine  whether  the  fixed  fee  stated  in  the  contract  is  equitable. 

d.  When  the  completion  vouchers  are  submitted  directly  to  the  ACO,  the  rqwrt  should  so 

state.  For  example,  “The  contractor  has  submitted  Completion  Voucto  No. _ and 

related  closing  dociments  directly  to  your  office;  therefore,  they  are  not  attached  to  this  report” 

e.  Additional  conunents  nuy  be  required  to  show  how  the  allowable  costs  under  a  cost-sharing 
contract  were  determined. 

f.  The  total  fixed-fee  (or  incentive  fee)  payable  to  the  contractor  as  determined  under  the  (fee 

adjustment)  provision  of  the  contract  is  S _ _ 

g.  Contract  audit  closing  statements  cm  level  of  effort  contracts  will  include  the  following 
comments  rqarding  direct  labor  hotus  worked. 

The  contract  provision  requires  that _ direct  hours  be  incurred  in  the  performance  of 

contract  requirements.  The  actual  direct  hours  incurred  are _  .  TIm  fee  (does  not 

require/requires)  adjustment.  (If  the  fee  requires  adjustment,  the  audit  report  shmild  provide 
sufficient  data  to  allow  the  administrative  contracting  officer  to  determiiK  the  allowable  fee.) 

h.  The  infornution  contained  in  thb  report  pertains  to  the  subject  contract  (subctmtract)  and 
should  not  be  used  for  other  purposes  without  first  consulting  us. 

4.  Dfaporition  of  Andh  Results 

a.  Any  questions  concerning  this  report  may  be  directed  to  (insert  name  and  title  of  individual 

to  be  contacted)  at  telephone  number _ or  fax  number _ _ 

b.  Please  provide  any  conunents  or  suggestions  you  may  have  on  this  report  and  on  the  rdated 
audit  support. 

DEFENSE  CONTRACT  AUDIT  AGENCY 
(signed)  John  T.  Smith 

I  (typed)  John  T.  Smith,  Brandi  Manager* 

Enclosures: 

1.  nnal  Voucher  No. 

2.  Rdated  Closiiig  Documents  (as  api^icable) 

I  3.  (Contractor) 


*The  title  should  be  revised  as  appropriate  to  reflect  the  position  of  the  individual 
signing  the  report. 
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10-1000  Section  10  —  Reserved 
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10-1100  Sectioo  11  —  Andh  Repmls  on  Claims 


10-1101  Introdnction 

a.  This  section  provides  guidance  for 
preparing  reiMrts  on  equitable  adjust¬ 
ment  submissions  (propo^  and  claims) 
to  be  resolved  using  the  Contract  Dis¬ 
putes  Act  of  1978  (41  U.S.C.  601). 

b.  A  claim  is  a  written  demand  submit¬ 
ted  under  the  disputes  clause  of  the 
contract  (FAR  52.233-1).  Requested  re¬ 
lief  may  include  the  payinent  of  money, 
adjustment  or  interpretation  of  contract 
terms,  or  other  relief.  The  standard 
changes  clause  (FAR  52.243)  provides  for 
a  contract  price  adjustment  because  of  a 
government-caused  delay. 

10-1102  Proper  Terms  for  ReptMts  on 
Claims 

a.  For  initial  claims  submitted  to  the 
contracting  ofTicer,  incorporate  in  the 
resulting  audit  report  the  terms  “negotia¬ 
tion”  and  “Truth  in  N^otiations  Act”  as 
if  the  claim  were  a  price  proposal  (a 
pricing  action).  A  denied  claim  appealed 
to  the  ASBCA,  the  U.S.  Court  of  Appeal 
for  the  Federal  Circuit,  or  the  U.S. 
Claims  Court  is  no  longer  considered  a 
pricii^  action.  The  appropriate  terms 
cited  in  these  cases  are  “adjudication”  or 
“settlement”  versus  “n^otiation.” 

b.  Some  pro  forma  comments  used  in 
price  propr^  reports  are  not  suitable  for 
claim  reports.  Vliien  the  audit  concerns  a 
claim  being  appealed  to  the  ASBCA  or 
courts,  do  not  refer  to  pricing  terms  that 
apply  to  expected  n^tiations.  In  partic¬ 
ular,  question  costs  for  lack  of  support 
rather  than  classi^ing  them  as  unsup¬ 
ported,  because  claim  reviews  deal  with 
after-the-fact  costs.  Also,  do  not  refer  to 
10  U.S.C.  2306a  on  claims  ^uired  to  be 
certified  by  the  Contract  Disputes  Act  of 
1978  (use  41  U.S.C.  601). 

lB-1103  Content  and  Fonnat  of 
Reports 

a.  Since  claims  often  involve  Imal 
issues  and  frequently  are  complex,  the 
audit  report  must  be  suftlciently  clear. 


complete,  and  accurate  to  withstand  the 
rigors  of  the  appeal  process. 

b.  The  nature  and  extent  of  detail  in 
the  report  depends  on  (1)  the  complexity 
of  the  claim,  (2)  the  signiftcance  of  errors 
or  omissions,  (3)  the  materiality  of  the 
auditor’s  recommended  adjustments,  (4) 
results  of  discussions  with  the  contractor, 
and  (5)  the  contracting  officer’s  specific 
requests. 

c.  The  minimum  data  requirements 
stated  in  10-1105.1  apply,  even  if  the 
review  did  not  result  in  questions  r^ard- 
ing  the  contractor’s  claimed  costs  or 
other  qualitative  or  quantitative  aspects. 
Also  include  in  the  report  the  informa¬ 
tion  stated  in  10-1 104,  regardless  of  the 
audit  findings. 

10-1103.1  General  Format 

Prepare  the  report  following  the  guid¬ 
ance  in  10-100  and  10-200,  as  supple¬ 
mented  by  this  section.  The  gener^  ar¬ 
rangement  of  report  contents  follows: 

Audit  report  cover,  if  applicable  (10- 
205). 

Cover  sheet  (10-206). 

Letterhead  sheet  for  page  1,  starting 
with  audit  report  number  (10-203.1). 

“Subject”  element  (10-207). 

“To’^  element  (10-208). 

“Thru”  element  (10-208.4). 

Narrative  (10-1 1()4). 

Signature  block  (10-210). 

Distribution  list  (10-211). 

Table  of  contents,  if  applicable  (10- 

212) 

Exhibits  and  schedules,  if  applicable 
(10-1105). 

Appendixes,  if  applicable  (10-1106). 

Attachments,  if  applicable  (10-1107) 

Following  the  general  format  in  10- 
207,  include  the  title  “Report  on  Equita¬ 
ble  Adjustment  Proposal”  or  “Report  on 
Equitable  Adjustment  Qaim.”  Also  in¬ 
clude  the  pnme  contract  number,  the 
subject  identification,  if  applicable;  and 
the  contractor’s  name,  city,  and  state. 

10-1103.2  AMicsaiag  and  DbtribMiag 
Reports 

The  graeral  policy  for  addressing  audit 
reports  is  stated  in  10-208;  for  report 
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distribution,  in  10-211.  For  all  reports 
covered  by  this  section,  include  the  on¬ 
site  PLA  (refer  to  1 S-3S1)  in  the  distribu¬ 
tion. 

10-1104  Narrative 

The  body  of  the  report  will  contain  the 
following  paragr^>hs,  as  applicable.  (See 
10-209  for  paragraph  format.) 

10-1104.1  Pupoae  and  Scope  irf  Aadh 

I  a.  The  first  paragraph  under  this  head¬ 
ing  should  identify  the  type  of  submis¬ 
sion  reviewed  and  purpose  of  the  audit.  It 
should  state  the  contract  type,  incentive 
provisions,  total  value  of  the  submission, 
and  whether  the  submission  represents 
an  equitable  adjustment  (>ropo^  or  a 
claim  under  the  Contract  Elisputes  Act  of 
1978.  Also  include  a  statement  that  the 
submission  is  the  responsibility  of  the 
contractor  and  that  the  auditor’s  respon¬ 
sibility  is  to  express  an  opinion  based  on 
the  audit  (see  10-209.1b  (1)).  Add  other 
appropriate  information  as  necessary. 

b.  Include  the  following  scope  of  audit 
statement  as  a  separate  paragraph,  modi¬ 
fied  as  shown  where  appropriate: 

“We  conducted  our  audit  in  accor¬ 
dance  with  generally  acceptedrav- 
ernment  auditing  standards.  Those 
standards  require  that  we  plan  and 
perform  the  audit  to  obtain  reason- 

Iable  assurance  about  whether  the 
equitable  adjustment  proposal 
(claim)  is  free  of  material  misstate¬ 
ment.  An  audit  includes  examining, 
on  a  test  basis,  evidence  supporting 

I  the  amounts  and  disclosures  in  the 

equitable  adjustment  proposal 
(claim).  An  audit  also  includes  as¬ 
sessing  the  accounting  principles 
used  and  significant  estimates  made 
by  the  contractor,  as  well  as  evaluat¬ 
ing  the  overall  equitable  adjustment 
I  pn^wsal  (claim^iesentation.  The 

cost  principles  in  FAR,  Subpart  (in¬ 
sert  applicable  number)  and  the 
practices  required  by  Ckist  Account¬ 
ing  Standards  (omit  on  prcnjosals  or 
dums  applicable  to  non-CAS-cov- 

Iered  contracts)  were  used  as  critma 
in  evaluatii^  proposed  (claimed) 
costs.  We  believe  that  our  audit 
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provides  a  reasonable  basis  for  our 

opinion.” 

10-1104.2  Cirmstanoes  Affecting  the 
AwUt 

a.  Include  this  section  only  if  qualifying 
the  audit  conclusions  due  to  limitations 
related  to  the  stated  purpose  and  scope  of 
review.  In  SMch  a  case,  both  the  “scope” 
statement  and  the  “summary  of  audit 
results”  mus’  specifically  refer  to  this 
section.  (Properly  explain  any  unquali¬ 
fied  audit  conclusions  and  recommenda¬ 
tions  in  other  portions  of  the  report.  Do 
not  refer  to  them  in  this  part  of  the 
report.) 

b.  This  section  must  cleariy  explain  the 
nature  and  potential  impact  of  each  cir¬ 
cumstance  that  prevents  an  unqualified 
conclusion,  and  any  steps  taken  to  over¬ 
come  or  mitimte  the  problem.  If  an>lica- 
ble,  also  explain  any  further  action  that 
the  auditor  will  take  after  issuing  the 
report. 

c.  For  situations  involving  several  cir¬ 
cumstances,  use  separately  captioned 
subparagraphs  for  each  circumstance. 
For  example,  the  subheadings  might 
read: 

“a.  Ckintractor’s  Denial  of  Access  to 
Records” 

“b.  Inadequate  Contractor  Cost  Rec¬ 
ords” 

d.  Try  to  segiegote  issues  requiring  a 
qualiHed  report.  If  limitations  affect  o^y 
TOrtions  of  the  review,  issue  an  unquali- 
ned  opinion  on  those  areas  unaffect^  by 
the  limitation.  Follow  appropriate  proce¬ 
dures  such  as  those  in  1-304,  “Access  to 
Contractor  Records^,”  or  1-SOS,  “Records 
Destroyed  or  Not  in  Condition  for  Au¬ 
dit,”  for  areas  affected  by  the  limitation. 

e.  If  the  nature  of  Uie  audit  sccq;>e 
limitation  makes  it  impractical  to  seg¬ 
ment  the  review,  issue  a  qualified  report. 
(For  example,  a  denial  of  access  affecting 
most  or  all  cost  areas  or  inadequate  cost 
records  usually  caimot  be  segmraited.) 
However,  the  auditor  will  continue  trying 
to  resolve  the  limitation,  following  the 
procedures  outlined  in  1-304  or  1-303. 

10-1104J  Sammy  of  Anitt  Rsaalts 

a.  This  section  should  summarize  the 
audit  ctmcluskms  (qualified,  if  ^>propri- 
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ate)  and  refer  to  applicable  exbibits, 
schedules,  and  appendixes. 

b.  Reporting  standards  (see  Chapter  2) 
require  an  opinion  on  the  adequacy  of 
submitted  cost  or  pricing  data  and  ttieir 
conmliance  with  FAR  and  Cost  Account¬ 
ing  Standards  where  such  regulations  and 
standards  apply.  If  the  contractor  or  the 
subject  contract  is  exempt  from  CAS  for 
any  of  the  reasons  identifled  in  48  CFR 
9903.201-1,  state  this  fact  in  the  report. 
For  example: 

Contract  number  is  not  covered  by 
Cost  Accounting  Standards  Board 
rules  and  regulations  because  it  is  a 
sealed  bid  contract  and  is  therefore 
exempt  from  all  CAS  requirements 
under  48  CFR  9903.201-l(bKl). 

c.  (Claims  or  proposals  that  include 
significant  unsupported  and/or  ques¬ 
tioned  costs  may  warrant  an  adverse 

I  audit  opinion  (see  10-304.3c(10)).  Ex¬ 
press  an  adverse  opinion  when  the  con¬ 
tractor  should  take  some  specific  correc¬ 
tive  action  before  the  government  can 
consider  the  claim  or  proposal  and  relat¬ 
ed  material  as  an  adequate  basis  for 
adjudication,  settlement  or  negotiation  of 
a  price  adjustment  (see  9-2(19.3). 

10-1104^4  UnsatisfiKlory  CoodHioas  or 
Other  Audit  Recomioeiidations 

Use  this  section  to  report  any  unsatis¬ 
factory  conditions  or  questionable  prac¬ 
tices  relating  to  the  contractor’s  opera¬ 
tions  and  uie  contract  under  review. 
Whether  the  auditor  should  include  a 
particular  condition  or  practice  in  this 
section  depends  on  its  significance  and 
the  frequency  of  previous  reportings. 
When  the  audit  of  a  contractor’s  or 
subcontractor’s  records  or  information 
from  other  sources  sugmt  fraud,  other 
criminal  activity,  or  me  existence  of 
unsatiilactory  conditions,  send  a  referral 
as  provided  by  4-700  or  4-800  (whichever 
is  more  appnqiniate  in  the  circum¬ 
stances). 

16-llMil  Cdaliactor’s  Reactioa 

State  in  this  section  the  name  and  the 
title  of  the  contractor’s  representative 
with  adiom  the  audits  discussed  factual 
matters  (see  4-304.3).  Summarize  the 


representative’s  formal  comments  (if 
any)  and  reference  any  contractor  written 
response.  Include  the  complete  written 
response  as  an  attachment.  Put  any  re¬ 
buttals  in  a  brief  “Auditor’s  Comments” 
section. 

10-11044>  DispositioB  oi  Andit  ResaUs 

a.  If  the  auditor  recommends  a  cost  I 
adjustment,  inform  the  contracting  ofli- 
cer  that  filler  advice  and  assistance  to 
reach  an  agreement  on  the  recommended 
adjustment  can  be  obtained  by  (1)  tele- 
phonii^  or  submitting  a  request  to  the 
office  issuing  the  report,  or,  when  appli¬ 
cable,  by  (2)  contacting  the  on-site  pro¬ 
curement  liaison  auditor  (include  the 
PLA’s  name,  telephone  number,  and  of¬ 
fice  location  as  shown  in  1 S-3S1).  Include 
in  this  section  the  FAO’s  telephone  and 
FAX  numbers  and  a  request  that  the 
contracting  officer  advise  the  audit  office 
of  the  disposition  of  the  audit  recommen¬ 
dations. 

b.  See  10-209.4  for  other  requirements 
related  to  this  portion  of  the  report 
narrative. 

10-1105  Exhibits  and  Schedules 

10-1105.1  ExhibH  (S^  Figue  10-11-1) 

If  the  auditor  caimot  conveniently 
present  all  data  and  explanations  in  the 
report  body  (see  10-1  KM),  use  an  exhibit 
to  summarize  the  proposal  or  claim  along 
with  the  results  of  the  audit.  Include 
sufficient  narrative  information  to  give 
the  reader  a  comprdiensive  understand¬ 
ing  of  the  basis  of  the  proposal  or  claim 
and;  if  applicable,  the  reasons  for  the 
auditor’s  use  of  a  different  method  to 
determine  an  equitable  adjustment. 

10-1105J  Addhioul  Exhibits  and 
Schedales 

When  using  exhibits,  include  all  re- 

auired  explanations  in  a  single  exhibit  if 
le  audit  results  are  brief  and  surnghtfor- 
ward.  In  most  cases  the  auditor  wiO  need 
additional  exhibits  and/or  schedules  to 
effectively  present  significant  recom¬ 
mended  cost  adjustments.  Adequatdy 
explain  each  questioned  dement  of  cost 
in  the  ruUes  to  the  exhibits  and  schedules. 
Present  important  dates  in  an  appendix 
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titled  “Chronology  of  Significant  Events” 
(10-1106.1). 

10-1106  Appendixes 

Use  an  appendix  only  for  required 
supplementary  or  supporting  informa¬ 
tion,  as  explained  in  10*214.  The  report 
body,  exhibit,  or  schedule  should  refer  to 
any  appendix  included  as  part  of  the 
report.  The  following  subpara^phs  are  a 
checklist  of  potential  appendix  require¬ 
ments  for  a  report  on  an  equitable  adjust¬ 
ment  proposal  or  claim. 

10-1106.1  ChronoloBy  of  Significant 
Events  (See  Figure  10-1 1-lc) 

a.  This  appendix  lists  the  significant 
events  leading  up  to  or  having  a  bearing 
on  the  propo^  or  claim.  Its  purpose  is  to 
ensure  that  the  report’s  recipient  and 
potential  users  (such  as  the  ASBCA  judge 
and  attorneys)  have  an  understanding  of 
the  1^  issues  and  events. 

b.  The  chronology  should  show  wheth¬ 
er  the  contractor  certified  the  submission 


under  the  Contract  Disputes  Act  or  other 
regulatory  provision,  the  certification 
date,  whether  the  contracting  officer  has 
made  a  decision  on  entitlement,  the  date 
and  amount  of  the  initial  price  propo^, 
the  basic  contract  plus  modification 
amounts,  key  events  regarding  contract 
performance  issues,  the  dates  of  alleged 
delays  or  disruptions,  performance  dates 
anticipated  at  award  date,  and  actual 
performance  dates. 

10-1106.2  Advance  AgrMments  and 
Special  Contract  Provisions 

Use  this  appendix  when  information 
regarding  advance  agreements  and  spe¬ 
cie  contract  provisions  having  a  beanng 
on  the  propo^  or  claim  is  too  detailed  to 
include  within  the  “scope”  portion  of  the 
report  (10-1104.1). 

10-1107  Attachments 

Include  as  an  attachment  a  copy  of  the 
contractor’s  written  comments  submitted 
in  response  to  the  exit  conference  (see  10- 
1 104.5). 
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Fi^  10-11-la  (Ref  lO-llOS) 

Evaluation  of  Pnqiosal  for  Equitable  Adjustment 

Audit  Report  No.  _  EXHIBIT  A 

Page  1  of  4 


XYZ  Company 
Boston,  Massachusetts 

STATEMENT  OF  CONTRACTOR’S  PROPOSAL  FOR  EQUITABLE  ADJUSTMENT  AND 

RESULTS  OF  AUDIT 
CONTRACT  NO _ 


Results  of  Audit 


Cost 

Element 

Contractor 

Proposal 

Questioned 

Costs 

Reference 

Subcontract 

$  102,100 

S  102,100 

Notel 

Material  Storage 

14,000 

14,000 

Note  2 

Loading  and 

Unloading 

6,000 

6,000 

Note  3 

Transportation 

3,000 

3,000 

Note  3 

Inflation 

13,500 

13,500 

Note  4 

Labor 

3,200 

3,080 

Note  5 

Job  Site  Overhead 

60,000 

19.434 

Note  6 

Subtotal 

$  201,800 

$  161,114 

Profit 

21.860 

21.860 

Note? 

Subtotal 

$  223,660 

$  182,974 

Bond 

2.405 

1.830 

Note  8 

Total  Claim 

S  226.065 

$  184.804 

Explanatory  Notes 
1 .  Subcontracts 


The  contractor  was  unable  to  document  the  proposed  costs  claimed  as  being  owed  to  a  painting 
subcontractor.  Our  audit  disclosed  that  the  subrontractor’s  invoices  were  submitted  and  paid 
before  the  delay  period. 

2.  Material  Storage 

The  proposed  cost  is  an  undocumented  estimate.  Since  the  contractor’s  overhead  expense  pool 
includes  warehouse  cost,  and  there  were  no  instances  of  warehousing  shortage  during  the  alleged 
delay  period,  the  contractor  suffered  no  loss  in  this  cost  element. 

3.  Loading,  Unloading,  and  Transportation 

The  proposed  costs  are  undocumented  estimates.  Since  yard  personnel  handled  the  rruterial  and 
transported  it  in  company  trucks,  the  contractor  charged  these  costs  to  the  materials  overhead  pool. 
The  contractor  handled  these  materials  only  twice  (the  normal  number  of  times)  —  once  when 
stored  at  the  contractor’s  warehouse  and  once  when  released  to  the  work  site.  This  would  have 
occurred  whether  or  not  the  delay  happened. 
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4.  Inflation 

The  labor  rates  incurred  during  the  actual  perfonnance  period  on  the  subject  contract  did  not 
increase.  There  is  no  evidence  that  any  cost  element  increased  during  the  period.  Further,  the 
contractor  has  not  proposed  any  materiid  and  other  direct  costs  price  increase  caused  by  the  alleged 
delay. 

5.  Labor 

The  proposed  labor  costs  and  the  results  of  our  audit  follow. 


ProDOsed 

Questioned 

Superintendent 

$  2,000 

$  2,000 

(a) 

Maintenance  Mechanic 

1.200 

1.080 

(b) 

$  3.200 

$  3.080 

(a)  The  superintendent  did  other  duties  during  the  alleged  delay  period.  The  contractor  has  not 
substantiated  or  even  allied  that  the  superintendent's  efforts  were  not  productive.  On  the 
contrary,  the  superintendent  charged  other  contracts  during  this  period. 

(b)  Our  analysis  of  maintenance  records  indicates  that  about  four  hours  of  mechanic  labor  per 
week  incurred  to  provide  preventive  maintenance  on  the  equipment  used  on  the  subject  contract. 
Subject  to  a  decision  that  the  government  actually  caused  the  delay,  we  developed  the  following  as 
the  maximum  allowable  mechanic  labor  cost  due  to  the  alleged  delay. 

Proposed  Cost  $  1,200 

Acceptable  Cost: 


$  1 ,200/4  weeks  •  S  300  per  week 
$300/40  hours  —  $  7.50  per  hour 
$7.50  X  4  hours  “  $  30.00  per  week 

$30.00  X  4  weeks  alleged  delay  ‘120 

Questioned  Cost  $  1.080 
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6.  Job  Site  Overhead 

The  contractor  calculated  its  claim  for  unabsorbed  overhead  using  a  variation  of  the  Eichleay 
formula.  In  making  its  calculation,  the  contractor  did  not  exclude  unallowable  and  unallocable 
costs  from  the  expense  pool.  We  consider  the  following  overhead  expenses  unallowable  and  related 
to  the  delay,  assuming  the  alleged  delay  and  the  government’s  responsibility  are  established. 


Contractor’s 

Results  of 

Proposal 

Audit 

Contract 

Billings  (a) 

$  5,000,000 

$  5,000,000 

Total  Billings  for 

Contract  Period  (b) 

$23,000,000 

$25,000,000 

Ratio  (a)/(b)=(c) 

20% 

20% 

Total  Overhead  for 

Contract  Period  (d) 

(Schedule  A- 1) 

S  5,475,000 

$3,701,650 

Overhead  Allocable  to 
the  Contract 
(c)X(dHe) 

$  1,095,000 

$  740,330 

Performance  Days  (f) 

365 

365 

Daily  Overhead 

(eV(0=(g) 

$3000.00 

$  2028.30 

Delay  Days  (h) 

20 

20 

Amount  Recoverable 
(h)X(g) 

$  60.000 

$  40.566 

7.  Profit 


Questioned 

Costs 


$  19.434 


The  purpose  of  an  equitable  adjustment  under  a  delay  claim  is  to  pay  contractors  for  additional 
costs  incurred  as  the  result  of  a  delay  caused  by  the  government.  FAR  S2.2I2-1S  speciflcally 
excludes  profit  from  consideration. 

8.  Bond 

Bond  expense  is  a  normal  cost  of  a  construction  contract.  We  do  not  take  exception  to  the 
claimed  bond  rate,  but  we  have  questioned  the  portion  applicable  to  questioned  baM  costs  and 
profit  ($  1 82,974  X  1%  -  $  1 ,830). 
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Evaliuitioii  oi  Proposal  fm’  Equtable  Adjnstmeot 


Audit  Report  No.  _  SCHEDULE  A- 1 

Page  1  of  1 

XYZ  Company 
Boston,  Massachusetts 
SCHEDULE  OF  INDIRECT  COSTS 
PROPOSED  AND  RESULTS  OF  AUDIT 


Element 

Contractor 

ProDosed 

mmm 

Reference 

Auto  &  Truck  Expense 

$  26,724 

$  10,000 

Note  1 

Advertising 

6,724 

6,724 

Note  2 

Employee  Bonuses 

10,S00 

10,500 

Note  1 

Office  Supplies 

8,019 

1,000 

Notel 

Contributions 

10,000 

10,000 

Note  2 

Entertainment 

6,500 

6,500 

Note  2 

Estimating  Cost 

4,674 

1,000 

Notel 

Repairs  &  Maintenance 

19,068 

500 

Note  1 

Payroll  Taxes 

83,830 

83,830 

Note  1 

Telephone 

17,703 

6,969 

Notel 

Officer  Life  Insurance 

1,180 

1,180 

Note  2 

Travel 

11,033 

1,777 

Notel 

Depreciation 

725,000 

23,000 

Note  1 

Equipment  Insurance 

62,500 

4,300 

Note  1 

Se^rity  Patrol 

12,000 

1,000 

Notel 

Utilities 

12,000 

11,000 

Notel 

Indirect  Labor 

4.457.545 

1.594.070 

Note  3 

TOTALS 

S  5.475.000 

S  1.773.350 

1.  Questioned  cost  represents  the  variable  portion  of  each  account.  The  amounts 
allows  in  the  pool  under  the  Eichleay  method  include  only  fixed  costs,  since  the 
variable  portion  of  overhead  ceases  to  exist  during  the  delay  period.  The  contractor 
agreed  to  eliminate  these  variable  components. 

2.  These  items  are  expressly  unallowable  under  FAR  Part  31;  the  contractor  agrees  to 
the  questioned  amounts. 

3.  The  contractor  improperly  included  oif-site  labor  expenses  within  the  on-site  field 
pool,  llie  contractor  agned  to  eliminate  Uiese  costs  from  its  calculation. 
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Figwe  10-11-lc  (Ref  10-1 106.1) 

Evaluation  of  Proposal  or  Claim  for  Equitable  AOjustment 

Audit  Report  No.  _ 


EQUITABLE  ADJUSTMENT  PROPOSAL  OR  CLAIM 

Filed  under  Changes  Gause(  )  or  Disputes  Clause  (x) 
Contract  No.  N00999-82-C-1234 
Board  of  Appeals  Case  No.  33333 

Contractor  Name  XYZ  Company _  Telephone  (7031 274-777S 

Outside  Proposal  or  Gaim  Preparer  Samuel  Jones  Telephone  (TOJl  274-7776 

Trial  Attorney  Name  Portia  Barrister _  Telephone  (2021 5 1 4-0832 

Date  ofinitial  Price  Proposal  21  Aug  82  (compet.  bid!  Amount  $1.000.000 

Date  of  Basic  Contract  30  Sep  82  Amount  $1.000.000 

Contract  Type  Firm  Fixed  Price-Competitive 

Total  Amount  of  All  Modifications  $500.000 

Date(s)  of  Alleged  Abnormal  Condition(s)  1  Oct  82- 15  Jan  84 

Description:  XYZ  Company  alleges  that  the  government  provided  defective 
specifications  and  equipment  which  resulted  in  increased  costs. 

Contract  Specified  Performance  Dates:  From  1  Oct  82  to  30  Sep  83 

Actual  Performance  Dates:  From  29  Jan  84  to  30  Sep  86 


Event 


CHRONOLOGY  OF  SIGNIHCANT  EVENTS 


Contractor  alleges  defective  specifications 
Contractor  submits  site  drawings 

Contracting  officer  rejects  drawings  as  nonconforming  to  contract 
specifications 

Contractor  protests  PCO’s  action,  requests  180-day  delay 
Contracting  officer  rejects  contractor’s  request 
Contractor  submits  revised  drawings 
Contracting  officer  approves  revised  drawings 
Contractor  alleges  defective  GFE 

Contracting  officer  notifies  contractor  of  proposed  termination  for  default 
Performance  begins;  TFD  withdrawn 
Contraaor  submits  equitable  adjustment  proposal 
Gaim  submitted 

Claim  certified  under  Contract  Disputes  Act 
Contracting  officer  determines  contractor  is  not  entitled  to  an  equitable 
adjustment  and  issues  final  decision 
Contractor  files  ASBC A  appeal 
Audit  request 


Appendix  1 
Page  1  of  1 


Date 


1  Oct  82 

15  Mar  83 

16  Mar  83 

17  Mar  83 
27Jun  83 
24  Aug  83 
22  Nov  83 

10  Jan  84 
15  Jan  84 
29  Jan  84 
22  Apr  84 
22  Aug  86 

22  Aug  86 

24  Aug  86 

23  Nov  86 
29  Nov  86 
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10-1200 


10-1200  Sectkm  12  —  Andit  Reports  on  Odicr  Areas 


10-1201  InfrodnctMn 

This  section  provides  guidance  for  pre¬ 
paring  audit  reports  on  contract  audit 
areas  not  covert  in  Sections  3  through 
1 1  of  this  copter.  Audit  reports  on  otl^ 
areas  should  be  adaiMed  to  the  ^>ecific 
audit  performed.  As  examples,  suggested 
formats  for  audit  reports  resulting  from 
reviews  of  progress  payments  and 
cost/schedule  status  reports  are  given  in 
Figures  10-12-1,  10-12-2,  and  10-12-3, 
reqrectively. 

10-1202  Additional  Goidance 
Ai^icable  to  Principal  Types  of 
Reports 

The  princip^  audit  areas  to  which  the 
^idance  in  this  section  is  applicable  are 
listed  below.  Reference  is  made  to  the 
paragraphs  setting  forth  pertinent  infor¬ 
mation  on  data  to  be  repotted  and  report 
distribution. 

(1)  Audit  Reports  Pertaining  to  Sus¬ 
pected  Fraud  and  Unlawful  Activity 
(4-702.5). 

(2)  Voluntary  Disclosure  Pix^ram  (4- 

707.3) . 

(3)  Voluntary  Refunds  (4-802.4). 

(4)  Contractor  Financial  Capability 
Reviews  and  Financial  Jeopardy  Re¬ 
porting  (14-307). 

(5)  Progress  Payments  (14-206). 

(6)  Contract  Funds  Status  Reports  (1 1- 
303.5). 

(7)  Cost  Performance  Reports  (11- 

304.4) . 

(8)  Cost/Schedule  Status  Reports  (11- 

305.4) . 

(9)  Contractor  Cost  Data  Reports  (1 1- 
306.9). 

(10)  Contractor  Records  of  Govern¬ 
ment  Property  (14-408). 

(11)  Military  Dependents  Medical 
Care  Progi^  (14-902.3). 

(12)  Advance  Payments  (14-904.4). 

03)  Special  Reviews  Related  to  Gov¬ 
ernment  Rights  in  Inventions  (14- 

906.4) . 

(14)  SpMial  Information  Reports  for 
NA^  (15-106.4). 


(15)  Specific  information  requirements 
for  reports  under  Agency  for  Interna¬ 
tional  Development  contracts  (15- 
107  and  13-704). 

(16)  Claim  for  Exemption  from  Sub¬ 

mission  of  Certified  Cost  or  Pricing 
Date  (14-907.3).  I 

10-1203  Fonnat  and  Content  of 
Reports 

Prepare  reports  following  the  standard 
aspects  of  report  preparation  in  10-100 
and  10-200  and  the  professional  stan¬ 
dards  for  audit  reporting  in  Chapter  2. 
The  auditor  will  also  be  guided  by  the 
reporting  concepts  contained  in  Sections 
2  throt^  11  of  this  cluq>ter  and  the 
comments  that  follow.  The  report  should 
contain  all  necessary  and  pertinent  infor¬ 
mation  to  be  fiilly  responsive  to  the  needs 
of  the  recipient.  As  a  minimum,  all  audit 
reports  should  include: 

Purpose  and  Scope  of  Audit 
Circumstances  Affecting  the  Audit, 
when  applicable 
Summ^  of  Audit  Results 
Disposition  of  Audit  Results 

Other  paragraphs,  exhibits,  schedules, 
and  appendices  as  provided  by  10-200 
will  be  added  to  the  report  when  appro¬ 
priate. 

10-1204  General  Comments  on 
Content  of  Report  Pangra^ 

Since  this  section  applies  to  a  variety  of 
audit  areas,  it  is  imperative  that  the 
“Purpose  and  Sct^  of  Audit”  and  the 
“Summary  of  Audit  Results”  paragraphs 
be  tailored  to  meet  the  specific  require¬ 
ments  of  the  audit.  Be  sure  the  report 
does  not  imply  acceptance  for  purposes 
other  than  those  intended.  For  example, 
a  progress  payment  audit  report  should 
not  be  misconstrued  as  determining  the 
acceptability  or  allowability  of  costs 
claimed  on  the  contractor’s  progress  pay¬ 
ment  request. 
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10-1204.1  PvpoM  aad  Scope  oi  AoOit 
Paragraph 

This  paragraph  should  define  why  the 
audit  was  periormed  and  set  forth  the 
scope  of  audit.  Most  of  the  audits  cov¬ 
ered  in  this  section  are  performed  in 
response  to  requests.  In  such  cases,  the 
request  should  be  referenced. 

10-1204.2  CfarcBmataaoes  Aliccting  die 
Audit  Paragraph 

This  paragraph  sets  forth  any  factors 
which  have  a  significant  adverse  impact 
on  the  scope  of  audit  and  usually  result  in 
a  qualified  audit  rqmrt.  These  circum¬ 
stances  include  denial  of  access  to  rec¬ 
ords,  nonreceipt  of  a  technical  evaluation 
report,  insufficient  time  to  perform  the 
evaluation,  etc.  The  exhibit,  schedule,  or 
appendix  which  contains  detailed  discus¬ 
sion  of  the  item  involved  should  be 
referenced. 


JuBury  1995 


10-1204J  Sourary  ai  Audit  Results 

Paragnqd> 

This  paragraph  of  the  narrative  tells 
the  recipient  w^t  the  audit  findings  are. 
If  required,  this  paragraidi  should  be 
supported  by  exhibits,  schedules,  and 
iq>pradixes.  This  paragraph  diould  also 
caution  the  reader  to  use  the  report  for 
the  purpose  for  which  it  was  written. 

10-1204.4  Disposition  of  Audit  Results 
Pangra^ 

This  paragraph  should  provide  a  point 
of  contact  and  the  FAO’s  telephone  and 
FAX  numbers.  See  also  10-209.4  for 
other  required  report  comments. 
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Figm  10-12-1  (10-1201) 
af  ■■  Aadit  Beport  oa 
Aadit  M  •  Praocss  PanMat  Raoaast 
(NEGATIVE  ASSlWA^E/IWK^^mNS) 


1.  Parpoae  aa4  Scope  <rf  AaOit 

a.  In  response  to  your  [insert  date]  request,  reference  [insert  numberh  we  have  audited  the 
XYZ  Company  proaiess  payment  truest  submitted  with  Invoice  No.  Tinsert  number]  under 
prime  contract  No.^mert  number].  Ine  purpose  of  the  audit  was  to  verity  the  amount  claimed 
throui^  31  July  19lDC  to  the  contractor’s  books  and  records  as  a  basis  for  approving  contract 
finanang  through  progress  payments  in  accordance  with  the  provisions  of  the  contract  The 
contractus  financial  records  and  related  siipp(»ting  data  are  the  responsibility  of  the  contractor. 
Our  responsibility  is  to  express  an  opinion  on  the  progress  payment  request  baaed  on  our  audit 

b.  We  conducted  our  audit  in  accordance  with  generally  accepted  government  auditing 
standards.  Those  standards  require  that  we  plan  and  perform  the  audit  to  obtain  reasonable 
assurance  about  whether  the  data  and  teccmu  reviewed  ate  free  of  material  misstatement.  An 
audit  includes  examining,  on  a  test  basis,  evidence  supporting  the  amounts  and  disclosures  in  the 
data  and  records  reviewed.  An  audit  aim  includes  awessing  the  accounting  princi|des  used  and 
significant  estimates  made  by  the  contractor,  as  well  as  evaluating  the  overall  data  and  records 
presentation.  We  believe  that  our  audit  provides  a  reasonable  basis  for  our  opinion.  We  did  not 
perform  the  custonu^  auditing  piooedures  to  determine  the  allowability  of  costs  under  FAR 
Part  31  [and  (identify  mecific  agency  sui^lement,  if  any)],  since  such  procedures  will  be 
performed  to  establish  the  final  contract  (nice,  if  required. 

[Notice  that  the  settle  (>aragra(di  states  that  no  tests  were  performed  to  determine  the 
allowability  of  the  costs  daimd. 

c.  Because  no  loss  is  antkiiimed  on  the  contract,  the  risk  that  [name  of  contractor]  will  not  be 
financiaUy  cap^le  of  com{>lrting  the  contrmt  was  sufficiently  low  that  it  was  not  necessary  to 
test  for  financial  capability.  Moreover,  in  connection  with  our  audit  of  the  progress  iMyment 
request,  nothing  came  to  our  attention  that  caused  us  to  believe  that  the  contractor  will  not  be 
financially  capwle  of  completing  the  contract. 

[Notice  the  negative  assurance  relative  to  financial  caimbility.] 

2.  S— aiy  of  A«4it  Besato 

a.  In  our  opinion,  the  contractor’s  progress  [layment  request  of  $25,000,  based  on  costs 
incurred  through  31  July  19XX,  has  bera  oomiwted  in  accordance  with  contract  terms  and  is 
considered  acce|>table  for  progress  payment  The  audit  disclosed  no  weaknesses  in  the 
contractor’s  internal  controi  jnocedures  whidi  would  necessitate  a  restriction  of  contract 
financing  through  progress  payments. 

b.  We  discussed  the  results  of  audit  with  the  contractor’s  representative,  [insert  name  and  title 
of  individual]. 

c.  The  informatitHi  in  this  reiwrt  pertains  only  to  the  subject  audit.  It  should  not  be  used  for 
other  (Muimses  without  first  consulting  us. 

3.  IWngodtioe  of  Andft  Bewto 

a.  We  will  be  jileased  to  (irovide  accounting  counsel  and  any  additional  audit  service  adiich  the 

contracting  officer  may  require  in  omnection  with  this  report  and  the  imidementation  of  our 
recommendations.  Requests  for  assistance  should  be  directed  to  [name],  Su(>ervisory  Auditor,  at 
teleiihone  number _ or  fax  number _ _ 

b.  Please  (irovide  any  comments  or  suggestions  you  may  have  on  this  report  and  on  the  rdated 
audit  su()|XM. 


DCAA  CoMiact  Aaitt  MaaMl 


10146 

Fignic  10-12-2 


January  1995 


Figwe  10-12-2  (10-1201) 


Exam^  of  an  Audit  Report  on 
an  Audit  of  a  Progress  Payment  Request 
(POSITIVE  ASSURANCE/LOSS  CONTRACT) 

1.  Purpose  and  Scope  of  Andit 

a.  In  response  to  your  [insert  date]  request,  reference  [insert  number],  we  have  audited  the 
XYZ  Company  progress  payment  request  submitted  with  Invoice  No.  [insert  number]  under 
prime  contract  No.  [insert  number].  The  purpose  of  the  audit  was  to  verify  the  amount  claimed 
throu^  31  July  19XX  to  the  contractor's  books  and  records  as  a  basis  for  approving  contract 
financing  through  progress  payments  in  accordance  with  the  provisions  of  the  contract.  The 
contractor’s  finaiK^  records  and  related  sun>orting  data  are  the  responsibility  of  the  contractor. 
Our  re^nsibility  is  to  express  an  opinion  on  the  progress  payment  request  based  on  our  audit. 

b.  We  conducted  our  audit  in  accordance  with  generally  accepted  government  auditing 
standards.  Those  standards  require  that  we  idan  and  perform  the  audit  to  obtain  reasonable 
assurance  about  whether  the  data  and  records  reviewed  are  free  of  material  misstatement.  An 
audit  includes  examining,  on  a  test  basis,  evidence  supporting  the  amounts  and  disclosures  in  the 
data  and  records  reviea^.  An  audit  aim  includes  a.ssessing  the  accounting  principles  used  and 
significant  estirrutes  made  by  the  contractor,  as  well  as  evaluating  Uie  over^  data  and  records 
presentation.  We  believe  that  our  audit  provides  a  reasonable  basis  for  our  i^inion.  We  did  not 
perform  the  customary  auditing  procedures  to  determine  the  allowability  of  costs  under  FAR 
Part  31  [and  (identify  specific  agency  supplement,  if  any)],  since  such  procedures  will  be 
performed  to  establish  the  final  contract  price,  if  required. 

[Notice  that  the  secure  puagraph  states  that  no  tests  were  performed  to  determine  the 
allowability  of  the  costs  claim^.] 

2.  S— aiy  off  Agdh  Results 

a.  In  our  opinion,  based  on  cost  incurred  through  31  July  19XX,  the  contractor’s 
requested  progress  payment  amount  of  $380,0(X)  is  overstated  by  $323,840. 

b.  The  contractor’s  fitumcial  condition  is  considered  adequate  for  the  performance  of  the 
cmitract.  The  audit  disclosed  no  weaknesses  in  the  contractor’s  internal  control  procedures 
adiich  would  necessitate  a  restriction  of  contract  financing  through  progress  payments. 

I  [Notice  the  positive  assurance  relative  to  financial  taxability  (See  l4-206b).  This  statement 
can  only  be  nude  if  the  the  audit  procedures  discussed  in  14-3()0  relative  to  financial  capability 
have  bm  performed.] 
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c.  Our  recommended  adjustments  result  in  a  maximum  balance  eligible  for  progress 
payments  of  $36,160,  which  is  based  on  the  application  of  a  loss-ratio  factor  as 
prescribed  in  FAR  32.S03-6(g).  Details  follow: 

Results  of  Audit  Ref. 

Adjustments  to  Contractor’s  Progress  Payment  Request 
SECTION  I 

Item  S:  Contract  Price  $2,600,000 


SECTION  11 

Item  12a:  Total  Costs  Incurred  to  Date 
item  12b:  Estimated  Additional  Cost  to  Complete  (ETC) 
Total  Estimated  Cost  at  Completion  (EAC) 


$1,600,000 
+  1,879,000  (1) 

=  $3,479,000  (1) 


Loss-Ratio  Factor  Calculation: 

Contract  Price  $2,600,000 

EAC  +  3,479,000 

Loss-Ratio  Factor  =  74.7% 


Item  11:  Total  Costs  Eligible  for  Progress  Payment 
Loss-Ratio  Factor 

Recognized  Costs  Eligible  for  Progress  Payments 
Item  6a:  Progress  Payment  Rate 
Item  13:  Item  11  multiplied  by  Item  6a 

Item  18:  Total  Amount  of  Previous  Progress  Payments  Requested 
Item  19:  Maximum  Balance  Higible  for  Progress  Payments 


$1,600,000 
X  74.7% 

=  $1,195,200  (2) 
X  80% 

=  $  956,160  (3) 
-  900,000 

=  $  56,160 


Contractor’s  Requested  Progress  Payment  Amount 


“  $  380,000 


Overstated  Amount 


=  $  323,840 


(1)  The  contractor’s  ETC  represents  the  difference  between  the  latest  EAC  dated  31  July 
19XX  and  the  total  costs  inciirred  through  31  July  19XX.  No  exception  was  taken  to  the 
contractor’s  latest  EAC. 

(2)  The  Recognized  Costs  Eligible  for  Progress  Payments  represent  the  contractor’s  total  costs 
eligible  for  progress  payments  adjusted  to  exclude  the  forecasted  loss  on  the  contract. 

(3)  Represents  the  total  amount  eligible  for  progress  payments  after  the  contractor’s  forecasted 
loss  has  been  excluded. 

d.  We  discussed  the  results  of  audit  with  the  contractor’s  representative,  [insert  name  and  title 
of  individual],  who  concurred  with  our  recommendation. 

e.  The  information  in  this  report  pertains  only  to  the  subject  audit.  It  should  not  be  used  for 
other  purposes  without  first  consulting  us. 


3.  Disposition  of  Aodft  Results 

a.  We  will  he  pleased  to  provide  accounting  counsel  and  any  additional  audit  service  which  the 

contracting  officer  may  require  in  connection  with  this  report  and  the  implementation  of  our 
recommendations.  Request  for  assistance  should  be  directed  to  [luune].  Supervisory  Auditor,  at 
telephone  numher _ or  fax  number _ _ 

b.  Please  provide  any  comments  or  suggestions  you  may  have  on  this  report  and  on  the  related 
audit  support. 
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Figure  10-12-3(10-1201) 


Example  of  an  Audit  Report  on  an  Audit  of 
a  Coutractor’s  Cost/Schedule  Status  Report 


1.  Purpose  and  Scope  of  Audit 

a.  In  response  to  your  [insert  date]  request,  reference  [insert  number],  we  have  audited  [insert  the 
name  of  the  contractor]*s  cost/schedule  status  report  (C/SSR)  to  determine  if  the  contractor  has 
established  adequate  and  effective  policies  and  procedures  for  developing  and  reporting  actual  and 
projected  contract  costs.  The  contractor’s  flnancial  records  and  related  supporting  data  are  the 
responsibility  of  the  contractor.  Our  responsibility  is  to  express  an  opinion  on  the  C/SSR  report 
based  on  our  audit. 

b.  Except  as  discussed  in  paragraph  2  below,  we  conducted  our  audit  in  accordance  with 
generally  accepted  government  auditing  standards.  Those  standards  require  that  we  plan  and 
perform  the  audit  to  obtain  reasonable  assurance  about  whether  the  data  and  records  reviewed  are 
free  of  material  misstatement.  An  audit  includes  examining,  on  a  test  basis,  evidence  supimrting 
the  amounts  and  disclosures  in  the  data  and  records  reviewed.  An  audit  also  includes  assessing  the 
accounting  principles  used  and  significant  estimates  made  by  the  contractor,  as  well  as  evaluating 
the  overall  data  and  records  presentation.  We  believe  that  our  audit  provides  a  reasonable  basis  for 
our  opinion.  We  did  not  perform  any  auditing  procedures  to  determine  the  allowability  of  costs 
under  FAR  Part  3 1  [and  (identify  specific  agency  supplement,  if  any)]. 

[Notice  that  the  scope  paragraph  states  that  no  tests  were  performed  to  determine  the  allowability 
of  the  costs  incurred.] 

2.  Circninstnnra!*  Affectimi  the  Audit 

a.  Our  audit  of  the  contractor’s  cost/schedule  status  report  included  examination  of  the  estimate 
to  complete.  In  order  to  determine  the  reasonableness  of  the  contractor’s  estimate  to  complete,  we 
requested  technical  specialist  assistance  from  [enter  the  organization  of  the  technical  specialist]. 
However,  the  technical  report  was  not  received  in  time  for  incorporation  into  our  report.  Of 
particular  concern  is  the  contractor’s  electrical  engineering  judgmental  estimate  of  labor  hours 
necessary  to  design  and  produce  the  antenna  transmission  unit.  The  estimate  to  complete  the 
antenna  unit  represents  80  percent  of  the  total  estimated  cost  to  complete. 

b.  Our  audit  of  the  contractor  engineer’s  judgmental  estimates  revealed  no  supporting  data  that 
the  auditor  could  test.  Accordingly,  the  assumptions  used  to  develop  these  estimates  need  to  be 
evaluated  by  an  electrical  engineer  knowledgeable  in  the  area.  Therefore,  the  results  of  audit  are 
qualified  to  the  extent  that  the  accuracy  of  the  contractor’s  estimate  to  complete  may  be  questioned 
based  on  foe  results  of  the  technical  evaluation.  Refer  to  [enter  exhibit,  schedule,  or  appendix 
where  details  are  provided].  This  technical  issue  is  considered  significant  enou^  to  materially 
impact  foe  results  of  audit.  We  recommend  that  the  auditor  be  given  an  opportunity  to  review  foe 
results  of  foe  technical  specialist’s  evaluation,  determine  the  impact  upon  the  scope  of  audit  and 
overall  conclusions,  and  provide  a  supplemenUl  report  incorporating  foe  results  of  such  evaluation 


DCAA  Cortract  Aatft  Manwd 


Jannaiy  1995  10149 

Fignre  10-12-3 

for  use  by  government  personnel  relying  on  the  contractor’s  status  reports.  We  anticipate  receipt 
of  the  report  of  technical  evaluation  on  or  about  {insert  date]. 

3.  Smmmury  of  Audit  Results 

a.  In  our  opinion,  subject  to  the  qualification  noted  in  paragraph  2,  the  contractor’s  CYSSR 
policies,  procedures,  and  internal  controls  provide  accurate  actual  and  projected  costs  on 
contracts  covered  by  DoD  Manual  S000.2-M,  Part  20,  Cost  Management  Reports. 

b.  We  discussed  the  audit  results  with  the  contractor’s  representative  [insert  name  and  title  of 
individual]. 

c.  The  information  in  this  report  pertains  only  to  the  subject  audit.  It  should  not  be  used  for 
other  purposes  without  first  consulting  with  us. 

4.  Disposition  of  Audit  Resnlts 

a.  We  will  be  pleased  to  provide  accounti^  counsel  and  any  additional  audit  service  which  the 

contracting  officer  may  require  in  connection  with  this  report  and  the  implementation  of  our 
recommendations.  Requests  for  assistance  should  be  directed  to  (name),  at  telephone  number 
_ or  fax  number _ _ 

b.  Upon  receipt  of  the  technical  report,  we  will  issue  a  supplemental  report,  if  it  will  serve  a 
useful  purpose. 

c.  Please  provide  any  comments  or  suggestions  you  may  have  on  this  report  and  on  the  rdated 
audit  support. 
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NOTICE 

During  the  finalization  of  this  CAM  update,  the  Agency  adopted  the  new  audit 
report  format  described  in  MRD  94-PFIX163,  dated  26  September  1994.  FAOs 
began  using  the  new  format  31  October  1994  and  sample  a^'^it  reports  using  the 
new  guidance  were  added  to  the  DCAA  Bulletin  Board  under  the  file  name 
NUFORMAT.Z1P. 

At  this  printing.  Chapter  10  is  only  partly  revised  to  incorporate  the  new  report 
format  guidance  (i.e.,  10-400).  During  the  transition,  auditors  should  adapt  the 
guidance  in  Chapter  10  to  the  reporting  format  in  MRD  94-PFD-163  and  the 
examples  in  NUFORMAT.ZIP. 

Watch  for  cc:Mail  announcements  of  updates  to  NUFORMAT.ZIP. 


DCAA  Cotttnct  Audit  Maunal 


January  1995 


11(1) 


CHAPTER  11 

Table  of  Contents 

Paragraph  Page 

11-000  REVIEW  OF  CONTRACTOR  COMPLIANCE  WITH 
CONTRACT  FINANCIAL  MANAGEMENT  REQUIREMENTS 

11-001  Scope  of  Chapter  .  1101 

11-100  Section  1  —  Review  of  Contractor  Compliance  with  “Limitation 
of  Cost,”  “Limitation  of  Funds,”  and  “Limitation  on  Payments”  Clauses 

11-101  Introduction  .  1101 

11-102  General  .  1101 

11-103  Scope  of  Review  .  1101 

11-104  Review  Procedures  .  1102 

11-104.1  Determination  of  Reporting  Requirements  .  1102 

11-104.2  Evaluation  of  Reporting  Controls  .  1102 

11-104.3  Audit  Objectives  .  1102 

11-104.4  Audit  Guidelines  .  1102 

11-104.5  CAS  Compliance  .  1104 

11-105  Reports  .  1104 

11-200  Section  2  —  Review  of  Contractor  Compliance  with  Cost/Schedule 

Control  Systems  Criteria  (C/SCSC) 

11-201  Introduction  .  1105 

11-202  Performance  Measurement  .  1105 

11-202.1  Introduction  .  1105 

11-202.2  Evaluation  Reviews  .  1105 

11-202.3  Demonstration  Reviews  .  1106 

11-202.4  Extended  Subsequent  Application  Reviews, 

Subsequent  Application  Reviews,  and  Baseline 

Reviews  .  1106 

11-202.5  Surveillance  Reviews  .  1107 

1 1-203  Audit  Objectives,  Scope,  and  Procedures  during  Evaluation 
Reviews,  Demonstration  Reviews,  ESARs,  SARs,  and 

Baseline  Reviews  (System  Implementation  Reviews)  .  1107 

11-203.1  Audit  Objectives  .  1107 

11-203.2  Scope  of  Audit  .  1107 

11-203.3  Audit  Procedures  .  1108 


DCAA  Contract  Audit  Manual 


11(2) 


January  1995 


Paragraph  Page 

11-204  Audit  Objectives  and  Procedures  for  Surveillance  Reviews  .  1109 

11-205  Verification  of  BCWS,  BCWP,  and  ACWP  .  1110 

11-206  Contract  Changes  .  1110 

11-207  Reconciliation  of  Reported  Data  .  1111 

11-207.1  Variance  Analyses .  1111 

11-207.2  Estimate  to  Complete  .  1112 

11-207.3  Indirect  Expenses  .  1112 

11-208  Surveillance  of  Subcontractors .  1113 

11-209  Audit  Working  Papers  and  Reports  .  1113 

11-209.1  Reporting  Results  of  Audit  —  Demonstration 

Reviews,  ESARs,  SARs,  and  Baseline  Reviews  ....  1113 

11-209.2  Reporting  Results  of  Audit  —  Surveillance 

Reviews  .  1114 

11-210  Cost/Schedule  Control  (C/SC)  Systems .  1114 

11-2S1  Supplement  —  DoD  Instruction  5000.2  Part  11,  Section  B  — 

Contract  Performance  Measurement  .  1115 


11-300  Section  3  —  Review  of  Contractor  Compliance  with  DoD 
Program  Management  Systems  Reporting  Requirements 


‘  11-301  Introduction  .  1125 

11-302  Background  .  1125 

11-303  Contract  Funds  Status  Report  (CFSR)  .  1125 

11-303.1  Introduction  .  1125 

11-303.2  Application  .  1125 

11-303.3  Interrelationship  with  CAS  .  1126 

1  11-303.4  Audit  Objectives  and  Procedures  .  1126 

11-303.5  Reporting  Results  of  Audit  .  1127 

;  11-304  Cost  Performance  Report  (CPR)  .  1127 

j  11-304.3  Audit  Objectives  and  Procedures  .  1127 

j  11-304.4  Reporting  Results  of  Audit  .  1128 

,  11-305  Cost/Schedule  Status  Report  (C/SSR)  .  1128 

i  11-305.1  Introduction  .  1128 

11-305.2  Application  .  r29 

11-305.3  Audit  Objectives  and  Procedures  .  Ii29 

11-305.4  Reporting  R^ults  of  Audit  .  1129 

11-306  Contractor  Cost  Data  Reporting  (CCDR)  .  1129 

11-306.1  Introduction  .  1129 

11-306.2  CCDR  Acquisition  Program  Categories  .  1129 

11-306.3  Category  I  Information  Reporting  Requirements  .  1130 

11-306.4  Category  II  Information  Reporting  Requirements  ....  1130 


DCAA  Contract  Audit  Manual 


January  1995 


11(3) 


Paragraph  Page 

11-306.5  CCDR  Implementing  Procedures  .  1130 

11-306.6  CCDR  Information  Requirements  Forms  .  1130 

11-306.7  Objectives  of  the  Audit  .  1131 

11-306.8  Audit  Procedures  .  1131 

11-306.9  Reporting  Results  of  Audit  .  1132 


DCAA  Contract  Andit  Manual 


January  1995 


1101 

11-000 


CHAPTER  11 

11-000  REVIEW  OF  CONTRACTOR  COMPLIANCE  WITH 
CONTRACT  FINANCIAL  MANAGEMENT  REQUIREMENTS 

11-001  Scope  of  Chapter  quirements.  To  the  extent  appropriate 

under  the  circumstances,  Chapters  3,  4, 
This  chapter  provides  guidance  that  is  5,  and  6  of  this  manual  are  equally 
peculiar  or  special  to  the  accomplishment  applicable  to  the  audit  assignments  dis- 
of  the  review  of  contractor  compliance  cussed  in  this  chapter, 
with  contract  financial  management  re- 

11-100  Section  1  —  Review  of  Contractor  Compliance  with  ‘^Limitation  of 


Cost,”  “Limitation  of  Funds,  ”  and 
11-101  Introduction 

This  section  provides  guidance  for  re¬ 
viewing  contractual  limitations  on  costs, 
funds,  and  payments. 

11-102  General 

Contract  limitation  of  cost  clauses 
(FAR  32.232-20  and  21)  and  limitation 
of  funds  clause  (FAR  32.232-22)  contain 
financial  reportiM  requirements  for  cost- 
type  contracts.  The  contract  limitation 
on  payments  clauses  (FAR  32.216-3,  6, 
16,  and  17)  contain  financial  reporting 
requirements  for  contracts  with  price 
redetermination  provisions  and  fixed- 
price  incentive  contracts.  The  limitation 
of  cost  clause  in  cost-type  contracts  re¬ 
quires  the  contractor  to  advise  the  con¬ 
tracting  officer  when  there  are  indica¬ 
tions  that  the  total  cost  for  the  perfor¬ 
mance  of  a  contract  will  be  substantially 
greater  or  less  than  the  estimated  total 
contract  cost.  The  limitation  on  pay¬ 
ments  clause  in  contracts  with  price  re¬ 
determination  provisions  and  fixed-price 
incentive  contracts  requires  the  contrac¬ 
tor  to  report  to  the  contracting  officer  the 
costs  in  relation  to  billing  prices  on  items 
for  which  final  prices  have  not  been 
established.  The  objective  of  Limitation 
on  Payments  Statement  quarterly  sub¬ 
missions  is  to  keep  billing  rates  during 
contract  performance  in  line  with  expect¬ 
ed  final  prices;  indicated  overpayments 
can  be  recouped  and  excessive  billing 
rates  adjusted  on  a  timel^asis.  This  is  a 
minimum  requirement.  The  contract  or 


“Limitation  on  Payments”  Clauses 

the  procuring  agency  may  require  addi¬ 
tional  reporting,  or  the  contractor  may 
prepare  other  internal  reports  in  addition 
to  those  required  by  the  government. 

11-103  Scope  of  Review 

Knowing  the  management  tools  avail¬ 
able  to  a  contractor  in  controlling,  pro¬ 
jecting  and  monitoring  contract  costs  is 
of  utmost  importance.  Obtaining  this 
knowledge  is  an  integral  part  of  function¬ 
al  reviews  aimed  at  determining  the 
adequacy  of  contractor  financial  manage¬ 
ment  systems.  It  is  important  for  the 
auditor  to  ascertain  that  the  contractor 
has  the  financial  management  tools  nec¬ 
essary  to  adequately  identify  potential 
contract  overruns  or  underruns.  The  au¬ 
ditor  should  promptly  notify  the  contrac¬ 
tor  and  the  AGO  of  any  deficiencies.  In 
reviewing  and  evaluating  the  contractor’s 
financial  management  policies  and  proce¬ 
dures,  the  auditor  should  ascertain: 

a.  The  nature  and  adequacy  of  controls 
which  govern  the  establishment  of  bud¬ 
gets;  the  procedures  for  accumulating 
incurred  costs  by  budget  element;  the 
actual  cost  compared  to  budgeted  costs; 
the  means  provided  for  comparing  in¬ 
curred  costs  to  the  percentage  of  contract 
completion;  and  development  of  esti¬ 
mates  to  complete  (ETCs). 

b.  Whether  the  contractor’s  organiza¬ 
tion  effectively  utilizes  its  financial  man¬ 
agement  tools  to  promptly  report  poten¬ 
tial  cost  overruns  and  underruns  to  con¬ 
tractor  management  and  subsequently  to 
the  government. 
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c.  The  methods  by  which  the  overall 
contract  financial  controls  relate  to  the 
day-to-day  supervisory  controls  main¬ 
tained  at  the  operational  level. 

11-104  Review  Procedures 

The  audit  procedures  suggested  in  this 
section  are  not  intended  to  be  all-inclu¬ 
sive;  the  auditor,  after  considerin|  these 
guidelines,  must  develop  an  audit  pro¬ 
gram  based  on  individual  circumstances. 

11-104.1  Determination  of  Reporting 
Requirements 

When  appropriate,  the  auditor  should: 

a.  Determine,  from  contract  briefing 
files  or  other  available  sources,  those 
contracts  which  require  limitation  of  cost 
reports,  limitation  of  funds  reports,  or 
limitation  on  parents  statements. 

b.  Ascertain  whether  the  contractor  is 
required  to  meet  additional  reporting 
requirements  not  specifically  required  by 
the  contract. 

c.  Ascertain  whether  internal  reports, 
in  addition  to  those  required  by  the 
contract,  are  prepared  to  increase  inter¬ 
nal  financial  management  controls.  If  so, 
they  should  be  compared  with  the  reports 
submitted  under  the  contract  to  deter¬ 
mine  whether  significant  differences  ex¬ 
ist. 

d.  Compare  the  reporting  requirements 
among  various  contracts  and  determine 
whether  there  is  duplication  in  the  re¬ 
ports  required  and  in  the  information 
assembled.  The  auditor  should  consider 
the  possibility  of  the  contractor  using 
reports  required  by  one  military  depart¬ 
ment,  command,  or  Service  to  satisfy  the 
needs  of  all  contracting  otilcers. 

11-104.2  Evaluation  of  Reporting 
Controls 

When  appropriate,  the  auditor  should: 

a.  Review  and  evaluate  the  contractor’s 
procedures  applicable  to  the  budgetary 
controls  of  individual  contracts  and  com¬ 
pare  the  estimated  cost  of  individual 
tasks  and  departments  in  the  cost  esti¬ 
mate  with  the  budgeted  funds. 

b.  Ascertain  and  evaluate  for  each 
division  (or  plant)  the  internal  proce¬ 
dures  for  controlling  the  financial  status 
of  government  contracts  and  determine 


the  source  of  the  reported  incurred  costs 
and  the  basis  for  ETCs.  The  auditor  also 
should  determine  the  extent  and  frequen¬ 
cy  of  supervisory  reviews  of  the  status 
reports  and  whether  explanations  are 
required  when  there  are  significant  devia¬ 
tions  from  the  budget. 

c.  Ascertain  and  evaluate  the  manner 
in  which  revised  ETCs,  in  terms  of  engi¬ 
neering  and  production  man-hours,  relate 
to  the  production  control  schedules  and 
engineering  manpower  schedules  at  spe¬ 
cific  work  centers. 

d.  Evaluate  the  documentation  flow  of 
the  financial  status  reports  from  the 
various  sources  to  the  finance  manager 
responsible  for  preparing  the  overall  fi¬ 
nancial  report  for  the  assigned  project. 

e.  Evaluate  the  controls  exercised  by 
the  finance  manager,  including  (1)  the 
manner  in  which  the  source  data  are 
reviewed  for  reliability,  (2)  the  basis  for 
changes  to  the  source  data,  and  (3)  a 
determination  of  the  extent  to  which 
requests  for  explanations  from  opera¬ 
tions  responsible  for  the  source  data  are 
made  relative  to  causes  of  potential  cost 
overruns  or  underruns. 

11-104.3  Audit  Objectives 

The  audit  objectives  are  (1)  to  deter¬ 
mine  whether  the  contractor  has  com¬ 
plied  with  the  reporting  requirements 
contained  in  the  contract  clause  and  (2) 
whether  the  financial  data  contained  in 
the  contractor’s  reports  and  statements 
are  reasonable  and  consistent  with  the 
data  presented  in  other  required  govern¬ 
ment  reports  and/or  claims. 

11-104.4  Audit  Guidelines 

The  review  guidelines  which  are  appli¬ 
cable  to  the  minimum  reporting  require¬ 
ments  in  1 1-102  are  as  follows: 

a.  Ascertain  whether  the  contractor  is 
submitting  reports  required  by  its  con¬ 
tracts.  Compare  these  reports  with  the 
contractor’s  internal  financial  reports  for 
consistency. 

b.  Review  limitation  of  cost  reports. 
The  limitation  of  cost  clause  requires  the 
contractor  to  provide  the  contracting 
officer  advance  notice  whenever  the  total 
cost  incurred  on  the  contract  will  exceed 
a  specified  percentage  of,  or  will  be 
greater  or  substantially  less  than,  the 
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estimated  cost  specified  in  the  contract. 
The  contractor  must  submit  a  revised 
estimate  of  the  total  cost  of  performing 
the  contract  as  part  of  the  notification. 
Limitation  of  cost  reports  should  be 
evaluated  using  the  following  guidance: 

(1)  Review  the  contractor’s  revised 
I  EAC  using  the  guidance  in  CAM  l4-205f. 

(2)  Ascertain  whether  the  limitation  of 
cost  reports  in  successive  periods  reflect 
significant  cost  underruns  or  overruns. 

(3)  Ascertain  whether  the  contracting 
officer  has  obtained  contractor  explana¬ 
tions  for  overruns  when  continuous  over¬ 
runs  have  occurred  over  an  extended 
period. 

(4)  When  continuous  underruns  are 
projected  over  an  extended  period,  and 
when  the  overall  estimated  contract  price 
has  not  been  reduced,  the  auditor  should 
ask  the  contracting  officer  why. 

(5)  When  individual  contracts  indicate 
continuous  significant  cost  overruns  or 
underruns,  the  auditor  should  evaluate 
this  condition  in  relation  to  the  price 
established  at  the  time  of  award.  If  it  is 
determined  that  consistent  overruns  or 
underruns  resulted  from  defective  initial 
pricing,  the  contracting  officer  should  be 
so  advised. 

c.  Review  limitation  of  funds  reports. 
The  limitation  of  funds  clause  requires 
the  contractor  to  provide  the  contracting 
officer  advance  notice  whenever  the  total 
cost  incurred  on  the  contract  will  exceed 
a  specified  percentage  of  the  funds  cur¬ 
rently  allotted  or,  for  cost  sharing  con¬ 
tracts,  this  amount  plus  the  contractor’s 
corresponding  share.  This  notice  must 
include  an  estimate  of  the  amount  of 
additional  funds  required  to  continue 
performance  for  the  period  specified  in 
the  contract.  Limitation  of  funds  reports 
should  be  evaluated  using  the  guidance  in 
1  l-104.4b  above. 

d.  Review  limitation  on  payments 
statements.  Limitation  on  payments 
(LOP)  statements  must  be  submitted 
quarterly,  in  accordance  with  the  provi¬ 
sions  of  FAR  52.216-5,  6,  16,  or  17.  The 
primary  objectives  of  LOP  statements  are 
to  provide  for  recoupment  of  overpay¬ 
ments  and  to  indicate  a  need  for  a 
reduction  in  billing  prices.  These  condi¬ 
tions  become  apparent  when  the  contrac¬ 
tor  is  underrunning  targets  used  to  estab- 


1103 

111-104.4b. 

lish  billing  prices.  Overruns  are  indicated 
when  estimated  final  prices  exceed  in¬ 
voice  amounts.  This  indicates  possible 
need  for  increased  billing  prices  and/or 
revision  of  liquidation  rates.  The  general 
objective  is  to  keep  billing  prices  in  line 
with  expected  final  prices  during  contract 
performance.  Progress  payments  and 
LOP  statements  should  be  reviewed  at 
the  same  time.  Even  though  a  request  for 
audit  may  specify  a  particular  document, 
auditors  should  try  to  identify  both  sub¬ 
missions  with  comparable  cutoff  dates 
for  direct  comparison  and  reconciliation. 
Evaluate  LOP  statements  and  reconcile 
them  to  progress  payment  requests  using 
the  following  guidance: 

(1)  The  auditor  should  determine  that 
costs  related  to  delivered  items  are  the 
same  as  the  amounts  excluded  from  costs 
shown  as  a  basis  for  unliquidated  prog¬ 
ress  payments  (Item  20a  of  the  progress 
payment  request). 

(2)  The  price  of  items  invoiced  should 
be  the  same  as  Item  21a  on  the  progress 
payment  request  when  both  submissions 
have  the  same  cutoff  date. 

(3)  The  EACs  used  to  prepare  LOP 

statements  and  progress  payment  re¬ 
quests  should  be  the  same.  The  most 
current  estimates  should  always  be  used. 
EACs  should  be  evaluated  using  the 
guidance  in  CAM  14-205f.  I 

(4)  The  auditor  should  assure  the  com¬ 
parability  of  contract  items  used  in  com¬ 
putations  required  by  the  various  subsec¬ 
tions  of  the  Limitation  of  Payments 
Statement.  In  all  instances,  cost  data 
should  relate  to  supplies  and  services 
delivered  and  accepted. 

(5)  The  auditor  should  determine  the 
methods  used  by  the  contractor  to  identi¬ 
fy  actual  costs  of  delivered  and  invoiced 
items.  Understatement  of  this  amount 
usually  results  in  an  overpayment  of 
progress  payments  by  overstating  the 
costs  eligible  for  progress  payments  appli¬ 
cable  to  undelivered  and  uninvoiced 
items. 

(6)  The  auditor  should  ^  >.ertain  wheth¬ 
er  the  contractor  makes  .  rompt  refunds 
or  adjustments  when  cost  underruns  are 
indicated  in  the  performance  of  fixed- 
price  redeterminable  contracts. 
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11-104.S  CAS  Compliance 

The  auditor  should  determine  if  re¬ 
porting  practices  comply  with  CAS  401, 
“Consistency  in  Estimating,  Accumulat¬ 
ing,  and  Reporting”  (See  Chapter  8). 

11-105  Reports 

Reports  will  be  furnished  in  response 
to  spMific  requests  for  evaluations  in  this 


area.  Audit  reports  will  be  prepared  in 
accordance  with  10-400.  When  there  is 
reason  to  recommend  correction  of  a 
substantial  deficiency,  a  special  report 
will  promptly  be  initiated  by  the  auditor 
even  if  there  is  no  request  from  a  con¬ 
tracting  officer.  Other  deficiencies  may 
be  included  in  periodic  reports  on  the 
overall  system  of  accounting  and  internal 
control. 
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11-200  Section  2  —  Review  of  Contractor  Compliance  with  Cost/Schedule 
Control  Systems  Criteria  (C/SCSQ 


11-201  Introduction 

This  section  provides  guidance  for  re¬ 
viewing  contractor  management  systems 
on  selected  weapons  systems  contracts. 
Also,  as  appropriate,  see  the  guidance  in 
9-1300  re^rding  joint  team  reviews.  The 
minimum  criteria  that  must  be  met  by 
the  contractor  are  prescribed  in  DoD 
Instruction  5000.2,  Part  II,  Section  B. 

11-202  Performance  Measurement 

11-202.1  Introduction 

a.  DoD  Instruction  3000.2,  Part  1 1, 
Section  B,  “Contract  Performance  Mea¬ 
surement,”  prescribes  the  minimum  cri¬ 
teria  for  a  contractor’s  management  sys¬ 
tem  to  effectively  manage  selected  weap¬ 
ons  systems  contracts.  Part  1 1,  Section  B, 
of  the  Instruction,  and  its  attachments, 
“Cost/Schedule  Control  Systems  Crite¬ 
ria,”  and  Cost/Schedule  Control  Systems 
Criteria  Definitions,  are  reproduced  in 
1 1-2S1.  The  criteria  represent  the  frame¬ 
work  for  an  integrated  management  sys¬ 
tem  that  provides  for  (1)  planning  the 
timely  performance  of  work,  (2)  budget¬ 
ing  resources,  (3)  accounting  for  costs 
and  measuring  actual  performance 
against  plans,  and  (4)  replanning  re¬ 
sources  needed  to  complete  the  contract 
when  significant  deviations  from  plans 
are  identified.  There  are  35  criteria  that  a 
contractor’s  management  system  must 
meet,  and  they  are  organized  into  the 
following  five  major  categories:  Organi¬ 
zation,  Planning  and  Budgeting,  Ac¬ 
counting,  Analysis,  and  Revisions  and 
Access  to  Data.  Detailed  uniform  guid¬ 
ance  for  implementing  the  criteria  and 
conducting  systems  reviews  is  provided 
in  the  Cost/Schedule  Control  Systems 
Criteria  Joint  Implementation  Guide 
(DCAAP  7641.47). 

b.  The  referenced  DoDI  provisions  are 
applicable  to  contracts  within  programs 
which  have  an  estimated  RDT&E  cost  of 
$60  million  or  more  or  procurement 
contracts  with  a  value  of  $250  million  or 
more  (in  fiscal  year  1990  constant  dol¬ 
lars).  Firm-flxed-price  contracts  (includ¬ 


ing  fixed-price  contracts  with  economic 
pnce  adjustment  provisions),  time-and- 
materials  contracts,  and  contracts  which 
consist  mostly  of  level-of-effort  work  are 
excluded  However,  in  any  event  the 
auditor  must  refer  to  the  specific  terms  of 
the  contract  to  determine  whether  the 
contract  contains  reporting  requirements 
for  cost/schedule  control  (C/SC)  systems 
criteria.  Audit  participation  in  C/SC  sys¬ 
tem  implementation  and  surveillance  re¬ 
views  is  required  by  paragraph  4-b  of 
DoDI  50(X).2,  Part  1 1 ,  Section  B;  general 
responsibilities  of  the  auditor  during  sys¬ 
tem  implementation  (Phase  I)  and  system 
surveillance  (Phase  II)  are  delineated  in 
the  C/SCSC  Joint  Implementation  Guide 
and  the  Cost/Schedule  Control  Systems 
Criteria  Joint  Surveillance  Guide 
(DCAAP  7641.46),  which  supplements 
and  elaborates  on  the  provisions  of  the 
DoD  Instruction. 

11-202.2  Evalmtion  Reviews 

An  evaluation  review,  as  distinguished 
from  a  demonstration  review,  is  a  review 
of  a  contractor’s  description  of  its  inter¬ 
nal  management  control  system.  It  is 
normally  accomplished  prior  to  the 
award  of  a  weapons  system  contract  and 
consists  of  an  analysis  of  the  prospective 
contractor’s  descnption  of  its  perfor¬ 
mance  measurement  system,  as  in  its 
response  to  the  government’s  request  for 
proposal.  If  a  contractor  has  proposed  to 
use  a  previously  accepted  system,  the 
cognizant  auditor  will  provide  comments 
in  the  price  proposal  audit  report  Appen¬ 
dix  on  Other  Matters  on  how  well  the 
contractor’s  C/SC  system  is  meeting  the 
criteria  on  other  contracts  (9-3 16b).  An 
on-site  review  of  the  operation  of  the 
performance  measurement  system  is  not 
ordinarily  required  during  the  evaluation 
review  and,  accordingly,  audit  assistance 
will  not  usually  be  requested.  However, 
when  any  part  of  the  system  is  not  clearly 
understood,  an  on-site  review  may  be 
necessary  to  clarify  that  particular  aspect 
of  the  total  system.  If  an  on-site  review  is 
deemed  necessary,  and  the  assistance  of 
the  auditor  is  desired,  the  procuring 
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service  will  notify  the  cognizant  auditor 
as  soon  as  possible.  The  auditor  will  be 
responsive  to  the  procuring  service  for 
evaluation  of  those  accounting  and/or 
financial  aspects  of  the  contractor’s  sys¬ 
tem. 

11-202.3  Demonstration  Reviews 

a.  Following  contract  award,  the  con¬ 
tractor  is  required  to  demonstrate  that  its 
management  system  operates  as  de¬ 
scribed  in  the  propq^l  and/or  as  required 
by  the  contract.  The  demonstration  re¬ 
view  is  conducted  by  a  DoD  team,  the 
leader  of  which  is  appointed  by  the 
procuring  military  department,  or,  in  the 
case  of  bi-Service  or  tri-Service  reviews, 
by  the  lead  military  department.  The 
team  includes  a  IXTAA  auditor.  Team 
members  should  be  advised  of  the  esti¬ 
mated  review  starting  date  in  advance 
and  furnished  information  about  the  con¬ 
tractor’s  management  system  and  Dem¬ 
onstration  Review  Plan. 

b.  Generally,  the  team  will  conduct  a 
preliminary  implementation  visit  and  a 
readiness  assessment  before  the  full-scale 
demonstration  review.  DCAA  may  or 
may  not  be  invited  to  participate  in  these 
preliminary  reviews.  The  implementa¬ 
tion  visit  is  to  determine  if  the  contrac¬ 
tor’s  plan  for  demonstrating  compliance 
with  C/SC  systems  criteria  is  sufticient. 
The  readiness  assessment  is  to  assess  the 
contractor’s  ability  to  demonstrate  a  fully 
operational  management  control  system. 

c.  A  system  for  controlling  develop¬ 
ment  effort  is  generally  different  from  a 
system  for  controlling  production  work; 
accordingly,  separate  demonstration  re¬ 
views  are  ordinarily  required  for  each 
although  only  one  program  may  be  in¬ 
volved.  Separate  validations  are  issued 
when  and  as  the  contractor’s  system 
meets  C/SC  systems  criteria.  At  the  con¬ 
clusion  of  the  demonstration  review,  the 
team  leader  will  be  responsible  for  the 
preparation  of  the  Demonstration  Re¬ 
view  Report.  This  report  will  serve  as  a 
basis  for  a  decision  on  whether  the  con¬ 
tractor’s  system  complies  with  the  C^C 
systems  criteria.  If  the  system  is  not 
acc^tabie,  corrective  action  must  be 
initiated  by  the  contractor.  After  appro¬ 
priate  corrective  action  has  been  com¬ 
pleted,  another  demonstration  review  is 
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r^uired  in  those  areas  which  were  defi¬ 
cient  or  inadequate,  making  full  use  of 
the  information  and  data  developed  in 
the  initial  demonstration  review. 

11-202.4  Extended  Subsequent 
Anti^tion  Reviews,  Snb^neat 
Application  Reviews,  and  Baseline 
Reviews 

a.  Contractors  whose  management  con¬ 
trol  systems  were  accepted  for  applica¬ 
tion  to  another  contract  of  the  same  type 
(e.g.,  development  or  production)  at  the 
same  facility  will  not  be  required  to 
undergo  a  demonstration  review  on  a 
new  contract  unless  significant  modifica¬ 
tions  have  been  made  to  the  previously 
accepted  systems,  or  surveillance  (II- 
204)  reveals  that  the  accepted  systems 
have  not  been  operated  as  contractually 
agreed  to  in  the  prior  contract.  Depend¬ 
ing  on  the  circumstances,  an  extended 
subsequent  application  review,  subse¬ 
quent  application  review,  or  baseline 
review  may  be  performed  to  determine 
that  the  previously  validated  system  and 
approved  changes  thereto  are  being  used 
in  an  acceptable  manner  on  new  con¬ 
tracts  with  requirements  of  C/SC  systems 
criteria.  Although  not  as  comprehensive 
as  the  initial  demonstration  review,  they 
are  of  equal  importance  to  the  continued 
successful  implementation  of  C/SC  sys¬ 
tems  criteria. 

b.  An  extended  subsequent  application 
review  (ESAR)  is  performed  when  a 
contractor  has  a  previously  accepted  sys¬ 
tem  but  wishes  to  extend  it  from  one 
program  phase  to  another,  such  as  from 
development  to  production,  from  one 
contractor  facility  to  another,  or  from  the 
validated  C/SC  system  description  to  an 
extensively  revised  system  description. 

c.  A  subsequent  application  review 
(SAR)  is  performed  when  a  contractor  is 
awarded  a  contract  to  be  performed  at  a 
facility  where  the  management  control 
system  has  been  previously  accepted  for 
the  same  type  of  contract  (i.e.,  ^velop- 
ment  or  production).  The  objective  of  the 
review  is  to  ensure  that  the  contractor  is 
properly  and  effectively  using  the  accept¬ 
ed  system,  revised  in  accordance  with 
approved  changes,  on  the  recently  award¬ 
ed  contract. 
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d.  A  baseline  review  is  conducted  to 
determine  on  a  very  limited  basis  that  a 
contractor  is  continuing  to  use  the  previ¬ 
ously  accepted  management  control  sys¬ 
tem  and  is  properly  implementing  a  base¬ 
line  on  the  contract  under  review.  It 
should  only  be  considered  when  the  re¬ 
view  is  to  be  scheduled  within  one  year  of 
a  successful  demonstration  review, 
ESAR,  or  SAR,  when  otherwise  justified 
by  the  procuring  activity  and  approved 
by  the  applicable  Service  C/S  focal  point, 
and  when  there  are  no  significant  out¬ 
standing  deficiencies  being  reported  by 
the  Contract  Administration  Office 
(CAO). 

11-202.5  Surveillance  Reviews 

Immediately  following  demonstration 
and  acce.uance  of  the  contractor’s  man¬ 
agement  control  system,  surveillance  by 
DCAA  and  the  Contract  Administration 
Office  will  be  performed  to  ensure  that 
the  contractor’s  mtem  continues  to  com¬ 
ply  with  the  C/SC  systems  criteria  and 
produces  valid  and  timely  data.  Surveil¬ 
lance  is  also  performed  to  ensure  that  any 
proposed  or  actual  changes  to  the  man¬ 
agement  control  system  comply  with  the 
criteria  and  are  reflected  in  the  contrac¬ 
tor’s  system  description.  Surveillance  will 
provide  for  verifying,  tracing,  and  evalu¬ 
ating  the  information  contained  in  the 
reports  submitted  to  E>oD  procuring 
components.  In  the  event  deficiencies  are 
disclosed,  or  if  there  is  an  indication  of 
an  adverse  effect  on  contract  perfor¬ 
mance  because  of  such  deficiencies,  the 
CAO  C/SC  monitor  and  the  contractor 
should  be  promptly  informed. 

11-203  Audit  Objectives,  Scope,  and 
Procedures  during  Evaluation 
Reviews,  Demonstration  Reviews, 
ESARs,  SARs,  and  Baseline  Reviews 
(System  Implementation  Reviews) 

Upon  receipt  of  a  spwific  request,  the 
applicable  FAO  will  assign  an  auditor  to 
be  a  member  of  the  evdfuation,  demon¬ 
stration,  ESAR,  SAR,  or  baseline  review 
team.  Auditors  assigned  to  these  teams 
should  be  familiar  with  the 
Cost/Schedule  Control  Systems  Criteria 
Joint  Implementation  Guide  and  have 


some  training  in  C/SC  systems  criteria. 
Prior  to  the  review,  auditors  should  be¬ 
come  thoroughly  familiar  with  the  con¬ 
tractor’s  C/SC  system  by  reviewing  the 
contractor’s  system  description  and  ana¬ 
lyzing  cost  management  reports  (1 1-300) 
for  the  contract  under  review. 

11-203.1  Audit  Objectives 

The  auditor’s  primary  objective  is  to 
review  the  accounting  system  and  related 
financial  areas  to  determine  whether  the 
management  control  system  complies 
with  the  C/SC  systems  criteria  on  areas 
assigned  and  is  bein^  implemented  on  the 
contract  under  review.  The  auditor  is 
responsible  for  advising  the  team  chief, 
on  the  areas  reviewed,  of  the  conclusions 
and  will  be  responsible  to  the  team  chief 
for  the  timely  completion  of  the  effort 
specifically  assi|ned.  As  members  of  a 
C/SC  systems  criteria  review  team,  audi¬ 
tors  may  be  involved  in  cost  ac¬ 
count/functional  manager  interviews, 
questionnaire  completion,  discrepancy 
report  preparation,  documentation  re¬ 
views,  and  review  report  preparation. 
Auditors  should  perform  as  much  prelim¬ 
inary  work  as  possible  in  advance  of  the 
team  visit  in  order  to  provide  conclusions 
on  any  C/SC  system  deficiencies  to  the 
team  chief  by  the  end  of  the  C/SC 
systems  criteria  review. 

11-203.2  Scope  of  Audit 

a.  The  DCAA  team  member  is  respon¬ 
sible  for  the  preparation  and  execution  of 
a  detailed  audit  program  for  all  areas 
assigned  by  the  team  chief.  Technical 
direction  will  be  provided  by  an  audit 
supervisor.  Auditors  should  also  assess 
whether  deficiencies  disclosed  in  reports 
on  MMAS,  labor,  other  accounting  sys¬ 
tems,  forward  pricing  rates,  budgets,  and 
billing  systems  are  likely  to  aiiect  the 
contractor’s  C/SC  system.  If  the  contrac¬ 
tor  has  other  contracts  requiring  an  ap¬ 
proved  C/SC  system,  the  auditor  should 
also  determine  if  deficiencies  being  re¬ 
ported  in  C/SC  systems  surveillance  re¬ 
ports  (11-204)  have  an  impact  on  the 
contract  under  review. 

b.  The  auditor  is  responsible  for  advis¬ 
ing  the  team  chief,  on  areas  reviewed, 
whether  the  management  system  meets 
the  requirements  of  the  C/SC  systems 
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criteria.  Unresolved  disagreements 
should  be  referred  to  the  regional  ofHce 
and,  when  necessary,  to  DCAA  Head¬ 
quarters,  Attn:  O.  The  report  should  be 
qualified  and  should  recommend  that  the 
system  not  be  validated  when  (1)  unac¬ 
ceptable  accounting  (mlicies  or  practices 
have  a  substantial  impact  on  system 
operation  or  output,  and/or  (2)  access  to 
budgetary  data  or  operating  forecasts 
necessary  for  system  validation  is  lack¬ 
ing.  Additional  guidance  on  access  to 
data  is  provided  in  paragraph  e.  below. 

c.  If  the  auditor  becomes  aware  of 
significant  accounting  or  financial  as¬ 
pects  of  the  contractor’s  system  that  have 
been  omitted  from  the  evaluation  review, 
demonstration  review,  ESAR,  SAR,  or 
baseline  review  and  an  inadequate  sys¬ 
tem  may  thus  be  validated,  the  circum¬ 
stances  should  be  immediately  brought  to 
the  attention  of  the  team  chief  and  docu¬ 
mented  in  the  £>CAA  files.  Comments  on 
these  matters  should  also  be  included  in 
the  audit  report  together  with  statements 
regarding  their  expected  impact  on  the 
system  and  related  reporting  of  contract 
performance. 

d.  A  C/SC  system  is  intended  for 
contractor  use  in  managing  contracts  and 
for  government  use  in  monitoring  con¬ 
tract  performance.  Application  of  the 
provisions  of  DoDI  5000.2  should  not 
result  in  the  development  or  use  of  two 
systems,  one  for  the  contractor’s  internal 
use  and  the  second  merely  to  satisfy  the 
intent  of  the  criteria.  Evidence  of  intend¬ 
ed  or  actual  parallel  operation  should  be 
fully  evaluated  and  the  results  discussed 
with  other  members  of  the  C/SC  systems 
criteria  review  team.  A  determination 
that  only  one  system  will  be  used  is 
necessary  prior  to  validation  of  the  pro¬ 
posed  C/SC  system. 

e.  Unrestricted  access  to  all  data  affect¬ 
ing  contract  costs,  both  direct  and  indi¬ 
rect,  including  budgets  and  operating 
forecasts,  is  necessary  to  properly  vali¬ 
date  a  C/SC  system.  If  the  contractor 
refuses  access  to  required  data,  the  audi¬ 
tor  will  advise  the  team  chief  and  the 
CAO  C/SC  system  monitor  and  enlist 
their  aid  in  obtaining  the  information.  If 
the  contractor  continues  to  deny  access, 
the  auditor  will  recommend,  in  writing, 
that  the  system  not  be  validated.  In  the 
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event  that  access  to  required  data  is  made 
available  during  the  validation  process 
but  the  auditor  has  been  formally  advised 
by  an  authorized  representative  of  the 
contractor  that  the  data  will  be  withheld 
during  the  surveillance  phase,  a  comment 
to  that  effect  will  be  included  in  the 
validation  audit  report,  together  with  a 
statement  that  lack  of  access  to  data  may 
result  in  qualification  of  system  surveil¬ 
lance  audit  reports. 

f.  In  addition  to  serving  as  a  C/SC 
systems  criteria  review  team  member, 
auditors  are  responsible  for  monitoring 
contractor  corrective  action  in  assigned 
areas.  If  the  contractor  fails  to  take 
effective  corrective  action  or  fails  to 
make  acceptable  progress  in  resolving 
deficiencies,  contractual  remedies  should 
be  recommended  (e.g.,  withhold  progress 
payments,  disallow  costs). 

g.  In  those  cases  when  management 
control  acceptance  is  delayed  for  an  ex¬ 
tended  period  of  time  after  contract 
award  because  the  system  has  not  been 
fully  accepted  or  has  been  found  to  be 
unacceptable,  DCAA  surveillance  activi¬ 
ties  should  concentrate  on  verification  of 
reported  data  and  consistency  between 
cost  and  schedule  information  and  infor¬ 
mation  from  other  contractor  systems. 

11-203.3  Audit  Procedures 

a.  Select  those  tests  and  other  auditing 
procedures  that  are  necessary  to  ade¬ 
quately  complete  the  work  assigned. 
These  procedures  will  include  tests  to 
verify  that  the  management  control  sys¬ 
tem  meets  the  criteria  for  the  areas 
assigned.  Make  maximum  use  of  prior 
reviews  and  knowledge  accumulated  by 
the  resident  audit  staff  so  as  to  avoid 
duplication  of  effort.  However,  auditors 
should  conduct  sufficient  tests  of  the 
assigned  criteria  during  each  C/SC  sys¬ 
tems  criteria  review  to  confirm  that  the 
management  control  system  has  in  fact 
been  implemented  on  the  contract  under 
review. 

b.  In  evaluating  whether  a  contractor’s 
management  control  swtem  complies 
with  the  criteria,  the  auditor  should  con¬ 
duct  audit  procedures  similar  to  those 
performed  during  surveillance  of  the 
C/SC  systems  criteria  (11-204).  Criteria 
which  DCAA  is  commonly  asked  to 
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review  include:  Organization  Criterion  4, 
Planning  and  Budgeting  Criterion  9,  all 
of  the  Accounting  Criteria,  and  Analysis 
Criteria  3  and  o.  The  team  members 
should  use  the  Evalu¬ 
ation/Demonstration  Review  Checklist 
for  C/SCSC,  Appendix  E  of  the 
Cost/Schedule  Control  Systems  Criteria 
Joint  Implementation  Guide  (DCA^ 
7641.47),  as  nec  ssary  in  the  examination 
of  contractor  management  control  sys¬ 
tems  to  ensure  compliance  with  the  crite¬ 
ria.  This  checklist  includes  a  restatement 
of  criteria  followed  by  specific  questions 
or  areas  to  be  addressed  by  the  review 
team.  Auditors  will  need  to  design  specif¬ 
ic  audit  steps  to  answer  these  questions. 

c.  The  auditor’s  supervisor  will  provide 
technical  direction  to  assure  the  profi¬ 
ciency  of  the  work  performed.  All  work 
will  be  reviewed  by  the  supervisor  prior 
to  forwarding  reports  or  conclusions  to 
the  team  chief.  1 1-203  Audit  Objectives 
and  Procedures  during  Evaluation  and 
Demonstration  Reviews 

11-204  Audit  Objectives  and 
Procedures  for  Surveillance  Reviews 

a.  Basic  auditor  responsibilities  of  the 
surveillance  reviews  are  summarized  in 
the  C7SCSC  Joint  Implementation 
Guide;  more  specific  audit  guidance  is 
provided  in  subsequent  paragraphs. 

b.  A  written  description  of  the  vali¬ 
dated  management  control  systems 
should  be  furnished  to  the  auditor  by  the 
E>emonstration  Review  team  leader.  The 
description  should  be  included  in  the 
permanent  flies  and  used  for  planning  the 
surveillance  review  program. 

c.  Periodic  reviews  should  be  made  of 
the  contractor’s  performance  measure¬ 
ment  policies,  procedures,  and  practices 
to  determine  whether  the  contractor  is 
continuing  to  operate  the  ^stem  as  origi¬ 
nally  validated  by  the  Demonstration 
Review  team,  subject  to  any  authorized 
or  other  contractual  changes.  The  fre¬ 
quency  and  scope  of  audit  should  be 
predicated  on  (1)  the  adequacy  of  ac¬ 
counting  procedures  and  controls  and  the 
effectiveness  with  which  they  are  imple¬ 
mented,  (2)  the  quality  of  available  evi¬ 
dential  matter,  (3)  the  results  of  prior 
surveillance  reviews,  (4)  the  extent  of 
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internal  reviews  performed  in  the 
C/SCSC  area,  and  (5)  deficiencies  noted  I 
in  other  contractor  systems,  such  as  bill¬ 
ing,  budgeting,  compensation,  EDP,  esti¬ 
mating,  general  accounting,  indirect  and 
other  direct  cost  accounting,  labor  cost 
accounting,  material  management  and 
accounting,  and  purchasing.  Reviews 
should  be  performed  at  least  once  a  year, 
although  tests  of  certain  aspects  of  the 
system  (i.e.,  evaluation  of  variance  analy¬ 
ses,  data  reconciliations,  system  integrity, 
and  estimates  to  complete)  should  be 
performed  as  frequently  as  necessary  to 
ensure  continued  reliance  on  the  system 
and  related  output. 

d.  To  the  extent  [wssible,  surveillance 
efforts  should  be  integrated  with  the 
evaluation  of  other  functional  areas  such 
as  the  estimating  system,  budget  prepara¬ 
tion,  production  scheduling  and  control, 
and  other  related  contract  financial  man¬ 
agement  functions.  To  ensure  adequate 
evaluation  of  the  system  and  related 
output,  and  to  preclude  any  duplication 
of  effort,  programmed  surveillance 
should  be  coordinated  with  the  militaiy 
department  or  DCMC  monitor.  This 
coordination  should  include  a  discussion 
of  those  aspects  of  the  system  scheduled 
for  review  as  contained  in  the  FAO’s 
annual  plan.  The  program  monitor 
should  also  be  advised  of  other  functional 
reviews  scheduled  which  may  relate  di¬ 
rectly  or  indirectly  to  the  C/SC  system. 
Formal  agreement  for  surveillance  activi¬ 
ty  should  not  be  affected  since  the  d^ree 
of  surveillance  required  may  van  consid¬ 
erably  between  contracts  and  from  one 
period  of  contract  performance  to  anoth¬ 
er. 

e.  Actual  and  proposed  changes  to  any 
facet  of  the  contractor’s  financial  man¬ 
agement  system  (budgeting,  accounting, 
or  reporting)  should  be  evaluated  in 
terms  of  their  effect  on  the  validated 
C/SC  system.  Existing  or  potential  prob¬ 
lems  created  by  these  changes  should  be 
discussed  with  the  contractor  and  the 
resident  ACO/govemment  monitor  to 
ensure  prompt  and  correct  resolution. 

f.  DoDM  No.  50(X).2,  Part  20,  Cost 
Management  Reports,  establishes  the 
Cost  Performance  Report  (CPR)  as  the 
primary  reporting  format  for  perfor¬ 
mance  measurement  of  major  defense 
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systems.  As  part  of  the  review  required  in 

c.  above,  the  auditor  will  selectively  test 
the  accuracy  and  reliability  of  data  con¬ 
tained  in  the  CPRs  generated  by  the 
contractor’s  C/SC  system  and  ensure  that 
similar  data  presented  in  other  reports, 
such  as  Contract  Funds  Status  Report 
(CFSRs)  and  Contract  Cost  Data  Report¬ 
ing  (CCDRs)  for  the  same  periods,  are 
reconcilable  to  the  data  contained  in  the 
CPR.  The  CPR  is  discussed  further  in  1 1- 
304. 

g.  As  a  minimum,  the  procedures  con¬ 
tained  herein  will  be  considered  in  devel¬ 
oping  an  audit  plan  for  review  of  a  C/SC 
system.  The  plan  should  be  related  to 
programs  developed  for  review  of  other 
functional  areas  to  minimize  the  possibil¬ 
ity  of  duplication  of  effort.  Further,  it  is 
of  paramount  importance  that  the  audi¬ 
tor  be  continuously  alert  to  the  fact  that 
one  of  the  basic  objectives  of  a  perfor¬ 
mance  measurement  system  is  to  provide 
early  disclosure  of  existing  or  potential 
cost  growth  conditions.  Accordingly,  par¬ 
ticular  emphasis  should  be  placed  on  the 
areas  of  control  for  contract  changes, 
variance  analyses,  and  evaluations  of 
estimates  to  complete. 

11-205  Verification  of  BCWS, 

BCWP,  and  ACWP 

The  Performance  Measurement  Base¬ 
line  is  the  time-phased  budget  plan 
against  which  contract  performance  is 
measured.  It  is  formed  by  the  budgets 
assigned  to  scheduled  cost  accounts  and 
the  applicable  indirect  budgets,  which 
may  also  be  known  as  the  scheduled 
direct  costs  and  applicable  expense  rates, 
and  is  sufficiently  detailed  to  the  work 
package  level  to  ensure  adequate  perfor¬ 
mance  measurement.  The  Budgeted  Cost 
for  Work  Scheduled  (BCWS)  is  the  sum 
of  budgets  for  all  work  packages  sched¬ 
uled  to  be  accomplished  and  is  the  mea¬ 
surement  of  work  scheduled  to  be  accom¬ 
plished  within  a  given  time  period.  The 
Budgeted  Cost  for  Work  Performed 
(BCWP)  is  the  sum  of  budgets  for  com¬ 
pleted  work  accomplished.  The  Actual 
Cost  of  Work  Performed  (ACWP)  is  the 
cost  incurred  and  recorded  in  accom¬ 
plishing  the  work  performed  within  a 
given  time  period.  Each  of  these  terms 


are  precisely  defined  in  DoD  Instruction 
5000.2,  Part  1 1 ,  Section  B,  Attachment  2, 
which  is  reproduced  in  1 1-2S1.  To  ensure 
continued  baseline  integrity  and  to  pre¬ 
clude  distortion  of  performance  measure¬ 
ment  occasioned  by  unauthorized  or  ar¬ 
bitrary  changes  to  the  baseline  and/or 
errors  in  the  computation  of  the  BCWS, 
the  BCWP,  or  the  ACWP,  the  auditor 
should  periodically  sample  and  test  the 
accumulation  of  the  BCWS,  the  BCWP, 
and  the  ACWP  from  the  detail  level  to 
the  contract  summary  level.  The  frequen¬ 
cy  and  scope  of  such  test  will  be  dictated 
by  the  adequacy  of  the  procedures  used 
and  the  result  of  prior  reviews.  As  a 
minimum,  the  following  steps  should  be 
performed; 

a.  From  the  lowest  levels,  work  pack¬ 
ages,  or  cost  accounts,  the  auditor  should 
summarize  the  BCWS,  the  BCWP,  and 
ACWP  through  the  Work  Breakdown 
Structure  (WBS)  to  the  contract  level  and 
the  Cost  Performance  Report.  This 
should  be  done  for  both  the  current 
month  and  cumulative  to  date  amounts. 

b.  The  auditor  should  verify  the  com¬ 
putation  of  the  BCWS  and  the  BCWP. 

c.  Amounts  should  be  summations 
from  the  lowest  {mints  of  accumulation 
without  intermediate  allocations. 

d.  Indirect  cost  and  labor  rates  applied 
should  be  the  originally  planned  rates  for 
work  scheduled  and  work  accomplished; 
also  verify  that  acceptable  rates  are  used 
for  actual  costs. 

e.  The  system  should  distinguish  be¬ 
tween  recurring  and  non-recurring  costs. 

f.  Material  costs  should  be  recorded  by 
the  applied  material  costs  concept,  when 
applicable. 

g.  Deficiencies  disclosed  or  errors  not¬ 
ed  should  be  discussed  with  contractor 
personnel  for  subsequent  correction. 
Schedule  follow-up  action  required  for 
subsequent  surveillance  reviews. 

11-206  Contract  Changes 

Government-directed  contract  changes 
affect  virtually  all  as|)ects  of  the  contrac¬ 
tor’s  internal  planning  and  control  sys¬ 
tem,  including  work  authorizations,  bud¬ 
gets,  and  schedules.  Accordingly,  the  au¬ 
ditor  should  ensure  that  the  procedures 
reviewed  and  accepted  during  the  dem- 
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onstration/validation  review  are  being 
followed  by  contractor  personnel  in  ef¬ 
fecting  subsequent  changes.  Additionally, 
on  a  sample  basis,  contract  changes 
should  be  reviewed  to  determine  that: 

a.  The  values  of  authorized  changes 
have  been  incorporated  into  the  baseline 
in  a  timely  manner  and  effect  given  to  the 
changes  in  estimates  to  complete,  when 
necessary. 

b.  The  estimated  costs  of  undefinitized 
(authorized  but  unnegotiated)  change  or¬ 
ders  have  been  incorporated  into  the 
baseline  and,  as  required,  adjustments 
made  to  the  values  of  previous  undef;-'>- 
tized  changes  subsequently  negotiated. 

c.  Labor  and  burden  rates  used  to  plan 
effort  requi'^ed  by  changes  represent  rates 
expected  to  be  experienced  in  the  time 
frame  in  which  the  work  is  expected  to  be 
accomplished. 

d.  Continued  integrity  of  the  perfor¬ 
mance  measurement  baseline  is  necessary 
to  ensure  valid  comparisons  between 
work  planned  and  work  accomplished. 
Accordingly,  changes  to  the  baseline  re¬ 
quiring  government  approval  should  not 
be  made  prior  to  government  authoriza¬ 
tion.  However,  the  very  purpose  of  a 
C/SC  system  is  to  provide  visibility  to  the 
contractor  and  the  government  to  enable 
both  parties  to  consider  reprogramming 
or  redirection  of  effort  and  to  effect 
trade-offs  between  cost,  schedule,  and/or 
technical  performance,  when  necessary. 
Therefore,  procedures  should  be  estab¬ 
lished  by  the  contractor  whereby  data 
concerning  pending  but  unauthorized  sig¬ 
nificant  changes  are  made  known  to  the 
government.  Further,  indications  of  such 
changes  disclosed  during  the  course  of 
surveillance  activities  should  be  reported 
together  with  estimated  costs,  if  avail¬ 
able. 

11-207  Reconciliation  of  Reported 
Data 

The  purpose  of  reconciling  external 
reports,  such  as  the  Cost  Performance 
Report  (CPR),  Contractor  Cost  Data 
Reporting  (CCDR),  and  the  Contract 
Funds  Status  Report  (CFSR)  with  each 
other  and  with  contractor  internal  reports 
is  to  ensure  that  the  information  being 
reported  is  accurate  and  differences  in 


data  from  one  report  or  level  to  another 
are  logical,  consistent,  and  explainable. 
The  contractor  should  make  the  neces¬ 
sary  reconciliations.  The  auditor  should 
perform  the  following  steps,  on  a  selec¬ 
tive  basis,  to  ensure  that  the  reaso""  for 
differences  between  reports  or  It  -is  of 
reports  are  valid,  consistent,  and  accept¬ 
able. 

a.  The  auditor  should  verify  reconcilia¬ 
tions  between  the  CPR  and  the  CFSR  for 
contract  target,  actual  cost,  and  estimated 
Hnal  cost. 

b.  The  auditor  should  verify  reconcilia¬ 
tions  between  the  CPR-reported  data  or 
its  equivalent  and  the  contractor’s  sum¬ 
mary  level  data. 

c.  When  applicable,  the  auditor  should 
verify  reconciliations  of  internal-reported 
and  CPR-reported  data  with  CCDR-re- 
ported  data  for  actual  costs  to  date  and 
estimated  final  cost.  This  should  be  ac¬ 
complished  for  both  data  element  and 
organization. 

d.  In  those  instances  when  reconcilia¬ 
tions  cannot  be  effected  or  when  reasons 
for  variances  do  not  appear  valid,  the 
auditor  should  coordinate  with  the  ACO 
and  the  government  program  monitor  in 
recommending  necessary  procedural 
changes  to  ensure  that  subsequent  valid 
reconciliations  can  be  made. 

11-207.1  Variance  Analyses 

The  CPR  provides  for  monthly  disclo¬ 
sure  of  schedule  and  cost  variances  and 
contractor  comments  on  significant  prob¬ 
lem  areas,  reasons  for  variances,  their 
impact  on  the  program,  and  corrective 
action  taken  or  to  be  taken.  The  purpose 
of  such  variance  analysis  is  to  assess 
variances  in  terms  of  their  contribution 
to  cost  growth  and  schedule  slippage.  The 
auditor's  responsibilities  on  variances  are 
to  ensure  that  timely  and  responsible 
actions  are  taken  to  identify  their  causes 
and  to  minimize  the  impact  of  the  vari¬ 
ances  on  contract  performance.  Because 
of  the  effect  of  variances  and  contractor 
reactions  thereto  as  they  impact  on 
planned  downstream  effort  and  projected 
estimates  at  completion,  it  is  expected 
that  considerable,  frequent  attention  will 
be  accorded  tnis  particular  area  in  sur¬ 
veillance  activities.  Whereas  the  mechan¬ 
ical  and  procedural  aspects  of  a  C/SC 
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system  can  be  time-phased  based  on  prior 
experience,  each  month’s  system  activi¬ 
ties,  as  reflected  in  the  CPR,  may  indi¬ 
cate  (1)  potential  or  real  new  problems, 
(2)  failure  of  the  contractor  to  give 
prompt  recognition  to  the  effects  of  prior 
variances,  or  (3)  that  actions  taken  with 
respect  to  previously  disclosed  variances 
were  not  responsive  to  actual  needs. 
Since  schedule  slippage  and  problems  in 
technical  performance  also  contribute  to 
variances,  the  evaluation  of  variances 
and  the  contractor’s  proposed  actions 
with  respect  thereto  should  be  coordinat¬ 
ed  with  the  government  program  monitor 
and/or  technical  personnel.  The  following 
steps  should  be  followed  in  evaluating 
variances: 

a.  On  a  sampling  basis,  the  auditor 
should  select  areas  of  si^ificant  cost 
variances  as  identified  in  the  CPR  and 
trace  to  the  required  action  level. 

b.  The  auditor  should  determine  if  the 
narrative  descriptions  of  the  variances 
are  valid  and  adequate. 

c.  Causes  and  proposed  remedies  of  the 
variances  should  be  discussed  with  the 
contractor  to  determine  if  proposed  ac¬ 
tions  will  be  responsive  to  the  nature  of 
the  problem. 

d.  The  auditor  should  review  estimated 
cost  at  contract  completion  to  deteimine 
if  the  impact  of  any  existing  variances  are 
reflected  in  the  estimate  to  complete  the 
contract. 

e.  As  necessary,  the  auditor  should 
establish  follow-up  to  the  contractor’s 
proposed  action(s). 

11-207.2  Estimate  to  Complete 

a.  Detailed  audit  guidance  for  the  re¬ 
view  and  evaluation  of  estimates  for 
I  contract  completion  is  in  14-20Sf.  The 
frequency  of  reviews  of  the  latest  revised 
estimates  to  complete  a  contract  will 
depend  upon  the  adequacy  of  the  con¬ 
tractor’s  procedures,  including  internal 
review  procedures  and  the  extent  of  con¬ 
tract  changes  which  may,  to  some  extent, 
give  rise  to  revisions  to  the  anticipated 
cost  at  completion.  Because  of  the  impor¬ 
tance  of  estimated  costs  at  completion,  to 
both  the  contractor  and  the  government, 
the  auditor  should  perform  a  critical 
evaluation  of  the  contractor’s  propo^ 
amount.  Coordination  with  technical 
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personnel  is  necessary  to  properly  evalu¬ 
ate  the  estimate  to  complete. 

b.  Contractors  sometime  report  EACs 
to  the  government  for  billing  and 
C/SCSC  purposes  which  are  different 
than  those  used  for  financial  reporting 
purposes  because  of  different  risk  as¬ 
sumptions  and  profit  expectations.  This 
is  not  a  problem  if  the  contractor  can 
reconcile  the  differences.  While  it  is 
necessary  for  auditors  to  compare  EACs 
used  by  contractors  for  financial  report¬ 
ing  purposes  with  those  reported  to  the 
Government,  the  provisions  of  DoDI 
S000.2  and  the  C/SCSC  do  not  r^uire  a 
contractor  to  make  such  reconciliations 
and  should  not  be  used  to  gain  access  to 
financial  statements.  However,  auditors 
should  evaluate  multiple  EACs  disclosed 
during  C/SCSC  audits.  The  contractor’s 
inability  to  provide  reconciliations  may 
indicate  peiformance  to  date  and  esti¬ 
mates  of  future  conditions  are  not  being 
accurately  reflected  in  the  contractor’s 
EAC  process  which  could  be  a  C/S  defi¬ 
ciency.  Auditors  should  typically  pursue 
access  in  these  instances  under  billing 
system/progress  payment  audits. 

11-2073  Indirect  Expenses 

The  Cost  Performance  Report  (CPR) 
or  other  reporting  mechanism  generally 
provides  for  reporting  of  indirect  ex¬ 
penses  as  a  line  item.  The  contractor  will 
analyze  significant  variances  between  the 
planned  and  actual  rates  and,  when  unfa¬ 
vorable  variances  exist,  the  contractor 
will  indicate  the  cause  and  corrective 
action  to  minimize  the  effect  on  cost 
performance.  The  auditor  should  be 
aware  of  rates  used  to  establish  the  per¬ 
formance  measurement  baseline  as  relat¬ 
ed  to  the  rates  being  reported,  and  also  of 
any  anticipated  changes  expected  to  oc¬ 
cur  which  affect  the  value  of  planned 
effort,  such  as  volume  fluctuation,  termi¬ 
nations,  and  revisions  to  the  rate  struc¬ 
ture.  Surveillance  reports  should  indicate 
the  actions  taken  by  the  contractor  with 
respect  to  unfavorable  variances  and  also 
data  on  expected  changes  which  may 
create  significant  variances  in  subsequent 
periods. 
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11-208  Surveillance  of 
Subcontractors 

It  is  the  prime  contractor’s  responsibil¬ 
ity  to  validate  and  maintain  surveillance 
of  subcontractor  C/SC  systems;  however, 
there  are  unique  situations  when  a  sub¬ 
contractor  will  be  validated  and/or  sur¬ 
veillance  will  be  performed  by  a  E>oD 
component  rather  than  a  prime  contrac¬ 
tor.  This  may  occur  when  (1)  the  subcon¬ 
tractor,  for  competitive  reasons,  refuses 
access  to  records  to  a  prime  contractor; 
(2)  the  subcontractor  is  involved  in  sever¬ 
al  C/SCSC-required  subcontracts  issued 
by  more  than  one  prime  contractor,  or  (3) 
the  subcontractor  may  be  functioning  as 
a  prime  contractor  on  a  validated  C/SC 
system.  In  these  instances,  the  cognizant 
auditor  at  the  subcontractor  location  will 
perform  the  necessary  system- surveil¬ 
lance  by  the  procedures  described  herein. 
When  the  prime  contractor  has  retained 
surveillance  responsibility,  the  audit  plan 
at  the  prime  contractor  location  should 
include  the  following  steps: 

a.  The  prime  contractor’s  program  for 
surveillance  of  the  subcontractor’s  system 
should  be  reviewed  to  determine  depth, 
scope,  and  overall  adequacy. 

b.  The  results  of  the  prime  contractor’s 
surveillance  efforts,  including  follow  up, 
should  be  evaluated  to  ensure  that  indi¬ 
cated  deficiencies  are  subsequently  cor¬ 
rected. 

c.  The  results  of  the  prime  contractor’s 
evaluation  of  subcontractor-reported 
data,  including  action  taken  by  the  prime 
on  significant  variances  reported  by  the 
subcontractor  should  be  reviewed.  The 
auditor  should  verify  that  estimates  to 
complete  the  subcontract  are  revised  to 
reflect  the  impact  of  significant  vari¬ 
ances. 

d.  The  timeliness  of  subcontract  re¬ 
porting  and  subsequent  incorporation  of 
related  data  in  the  prime  contractor’s 
monthly  report  should  be  reviewed. 

e.  The  auditor  should  report  the  need 
for  necessary  assist  audits  on  areas  not 
adequately  evaluated  by  the  prime  con¬ 
tractor  and  on  deficiencies  disclosed  by 
the  prime  contractor’s  surveillance  activi¬ 
ties  which  have  gone  uncorrected  over  an 
extended  period  of  time.  In  this  connec- 
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tion,  auditors  at  subcontractor  locations 
should  advise  auditors  at  prime  contrac¬ 
tor  locations  of  any  deficiencies  noted 
during  the  functional  reviews  which  may 
have  an  impact  on  the  continued  accept¬ 
ability  and  validity  of  the  subcontractor’s 
system  and  related  output.  Routing  of 
requests  for  assist  audits  and  submission 
of  audit  reports  will  be  accomplished 
through  ACO  channels. 

11-209  Audit  Working  Papers  and 
Reports 

11-209.1  Reporting  Results  of  Audit  — 
Demonstration  Reviews,  ESARs,  SARs, 
and  Baseline  Reviews 

a.  When  the  audit  work  related  to  a 
demonstration  review,  ESAR,  SAR,  or 
baseline  review  is  finished,  the  auditor 
will  discuss  the  findings  and  recommen¬ 
dations  with  the  audit  supervisor  and 
furnish  them  to  the  team  chief  in  such 
form  and  detail  as  required  for  the  C/SC 
^sterns  criteria  review  team  report.  Any 
findings  and  recommendations  will  be 
provided  to  the  team  chief  prior  to  com¬ 
pletion  of  the  in-plant  effort  of  the  C/SC 
systems  criteria  review  team,  to  enable 
the  team  chief  to  conduct  the  exit  confer¬ 
ence  with  the  contractor.  The  FAO  will 
retain  the  detailed  working  papers  cover¬ 
ing  DCAA’s  part  of  the  review.  Working 
papers  supporting  the  auditor’s  conclu¬ 
sions  regarding  compliance  or  noncom¬ 
pliance  with  specific  criteria  will  be  docu¬ 
mented  in  all  instances  and  will  include  a 
record  of  the  conclusions  which  have 
been  furnished  to  the  team  chief.  Report¬ 
ed  deficiencies  should  be  identified  to 
specific  criteria  or  the  contractor’s  system 
description  whenever  possible.  The  audi¬ 
tor’s  report  will  be  formally  issued  by  the 
appropriate  audit  office  as  soon  as  po^i- 
ble  after  the  OSC  systems  criteria  review 
team  exit  conference  with  the  contractor. 
The  team  chief  will  also  be  provided  with 
any  summary  schedules  and/or  copies  of 
workiiu  pa^rs  required  for  consolida¬ 
tion  01  statistical  data  or  as  additional 
supporting  documentation  for  the  C/SC 
systems  criteria  review  file. 

b.  Provide  Headquarters,  Attn:  O,  with 
a  copy  of  each  report  which  meets  the 
following  criteria: 
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(1)  Recommends  the  disapproval  of  a 
previously  accepted  C/SC  system. 

(2)  Discloses  significant  discrepancies 
in  a  contractor's  C/SC  system. 

(3)  Discloses  significant  restrictions  on 
audit  review  caused  by  conditions  such  as 
denial  of  access  to  records. 

11-209.2  Reporting  Results  of  Audit  — 
Surveillance  Reviews 

a.  Normally,  the  cognizant  auditor  will 
submit  a  formal  report  at  the  conclusion 
of  surveillance  reviews.  The  report 
should  be  prepared  in  accordance  with 
10-400  and  provide  clear  statements  of 
the  scope  of  the  review  and  any  deficien¬ 
cies  noted,  together  with  recommenda¬ 
tions  for  their  correction.  Comments 
should  also  be  provided  regarding  the 
results  of  discussions  with  the  contrac¬ 
tor’s  representative  on  deficiencies  dis¬ 
closed.  To  ensure  that  all  pertinent  data 
have  been  considered,  the  audit  findings 
and  recommendations  will  be  discussed 
with  the  CAO  C/SC  monitor  prior  to 
issuance  of  the  report.  Systemic  C/SC 
deficiencies  should  be  highlighted  in  the 
report.  Whenever  possible,  the  auditor 
should  relate  any  deficiencies  to  specific 
C/SC  systems  criteria.  The  report  should 
be  addressed  to  the  principal  cognizant 
ACO.  A  copy  of  the  report  will  be  provid¬ 
ed  directly  to  the  C/SC  monitor  and  the 
affected  pro^m  officefs).  A  copy  of  each 
report  meeting  the  criteria  stated  in  1 1- 
209.1  above  will  also  be  provided  Head¬ 
quarters,  Attn:  O. 

b.  There  may  be  instances  where  is¬ 
suance  of  a  formal  audit  report  will  not 
be  necessary.  Bearing  in  mind  that  C/SC 
surveillance  is  an  ongoing  process,  there 
will  be  sporadic  contact  between  project 
office  personnel,  ACO/monitor,  and  the 
auditor  on  questions  or  situations  requir¬ 
ing  only  minimal  effort.  Oral  advice  or 
memorandums  may  suffice  in  these  in¬ 
stances.  Working  papers  will  be  annotat¬ 
ed  to  indicate  what  was  accomplitiied.  In 
the  event  that  the  impact  of  findings  is 
significant,  however,  a  formal  report  will 
be  issued. 

c.  When  applicable,  surveillance  re¬ 
ports  should  include  a  reference  to  re¬ 
ports  issued  on  the  results  of  functional 
reviews  (see  14-500)  that  had  an  impact 
on  or  were  affected  by  the  C/SC  system. 
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d.  Efficiencies  being  reported  in  sur¬ 
veillance  reports  also  need  to  be  reported 
in  proposal  audit  reports  in  an  Appendix 
on  Other  Matters  on  proposals  expected 
to  result  in  contracts  covered  by  DFARS 
clause  252.234-7001,  Cost/Schedule  Con¬ 
trol  Systems,  or  DFARS  clause  252.242- 
7005,  Cost/Schedule  Status  Report  (10- 
307.5). 

e.  When  deficiencies  are  disclosed 
while  performing  audits  of  material  man¬ 
agement  and  accounting  systems 
(MMAS),  labor,  other  accounting  sys¬ 
tems,  forward  pricing  rates,  budgets,  and 
billing  systems,  the  auditor  will  assess 
whether  the  deficiencies  are  likely  to  have 
a  material  effect  on  the  reliability  of  the 
contractor’s  C/SC  system  and  provide 
comments  in  the  systems  report.  The 
auditor  should  immediately  evaluate  the 
impact  of  these  deficiencies  on  the  con¬ 
tractor’s  C/SC  system  data  for  specific 
contracts  and  where  material  provide  the 
details  in  C/SC  systems  surveillance  re¬ 
ports  (10-407c).  Periodic  C/SC  systems 
surveillance  reviews  (11-204)  are  still 
required. 

I.  Continued  availability  of  informa¬ 
tion  supporting  earned  values,  incurred 
costs,  and  estimates  to  complete  is  neces- 
sanf  to  perform  proper  surveillance  of 
C/SC  systems.  In  the  event  access  to 
required  contractor  data  is  withheld  or 
unduly  restricted,  follow  the  procedures 
in  1-500.  When  denial  is  continued,  each 
surveillance  report  should  include  appro¬ 
priate  modification  of  the  scope  and 
opinion  statements,  with  identification  of 
the  data  being  denied  and  its  relationship 
to  system  surveillance  requirements.  If 
internal  management  budgets  and  fore¬ 
cast  data  are  not  made  available  during 
the  surveillance  review,  the  auditor 
should  qualify  the  audit  report  and 
should  recommend  that  the  system  vali¬ 
dation  be  withdrawn.  When  applicable, 
the  CAC  should  establish  uniformity  in 
necessary  report  qualifications  to  ensure 
consistency  within  corporate  structures 
when  more  than  one  corporate  segment  is 
subject  to  C/SC  system  requirements. 

11-210  Cost/Schcdnle  Control 
(C/SC)  Systems 

a.  Many  major  government  contracts 
contain  clauses  requiring  an  approved 
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C/SC  system  (11-200)  for  performance 
measurement  on  selected  acquisitions. 
The  regulations  promulgating  C/SC  sys¬ 
tems  require  that  related  program  bud¬ 
gets  be  an  integral  part  of  the  contractor’s 
internal  management  system  to  enable 
the  contractor  to  control  costs  property. 
The  adequacy  and  accuracy  of  C/SC 
system  output  are  extremely  important  to 
the  government. 

b.  Two  major  purposes  of  C/SC  sys¬ 
tems  are  to  provide  continuing  visibility 
of  final  costs  to  the  government  and  to 
quickly  identify  deviations  from  planned 
objectives  in  order  to  decide  effectively 
on  trade-offs  between  cost,  schedule,  and 
technical  aspects.  In  this  regard,  estimat¬ 
ed  cost  to  complete  is  of  vital  concern 
and  should  reflect  the  best  information 
available  to  the  contractor.  It  is  the 
government’s  responsibility  in  its  surveil¬ 
lance  of  the  C/SC  system  to  determine 
that  recorded  costs  are  properly  reported 
and  to  evaluate  the  reasonableness  of 
estimated  costs  to  complete. 

c.  To  increase  the  reliance  that  can  be 
placed  on  such  estimates,  the  government 
should  review  master  budgets  and  long- 
range  plans  (during  contract  duration),  as 
well  as  the  program  budget.  The  govern¬ 
ment  must  know  if  the  cost  to  complete, 
as  indicated  by  the  program  budget,  is 
reconcilable  to  master  budgets  and  other 
information  used  by  management  to  con¬ 
trol  company  operations.  Accordingly, 


the  auditor  will  perform  the  following 
steps. 

(1)  Determine  that  the  program  bud¬ 
gets  required  by  C/SC  systems  are  an 
integral  part  of  the  contractor’s  overall 
system  for  planning  and  controlling  costs. 

(2)  Verify  that  the  program  budgets 
provide  continuing  visibility  of  interim 
and  final  costs  to  the  government  and 
that  changes  in  p>lans  are  reflected 
promptly  in  new  estimates  to  complete. 

(3)  Determine  that  the  program  bud¬ 
gets  are  used  to  identify  significant  devia¬ 
tions  from  planned  objectives  and  quick¬ 
ly  report  these  deviations  to  both  con¬ 
tractor  management  and  the  government. 

(4)  During  surveillance  of  C/SC  sys¬ 
tems,  determine  whether  the  recorded 
costs  and  the  estimated  cost  to  complete 
are  reconcilable  to  master  budgets  and 
other  information  used  by  management 
to  control  company  operations.  This  is 
particularly  important  for  indirect  cost 
projections  because  variance  analysis  of 
the  operating  budget  is  one  of  the  tech¬ 
niques  management  should  use  to  control 
indirect  costs. 

d.  The  impact  of  conditions  disclosed 
during  C/SC  system  audits  should  be 
considered  when  planning  and  perform¬ 
ing  other  audits.  For  example,  deficien¬ 
cies  in  estimating  costs  at  completion 
may  significantly  affect  contractor  for¬ 
ward  pricing  proposals  and  billing  re¬ 
quests. 
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(Text  reformatted  for  CAM  publication] 


PART  11 
SECTION  B 

CONTRACT  PERFORMANCE  MEASUREMENT 


References: 

(a)  DoD  Instruction  7000.2,  “Perfor¬ 
mance  Measurement  for  Selected  Acqui¬ 
sitions,”  June  10,  1977  (canceled) 

(b)  DoD  S000.2-M,  “Defense  Acquisi¬ 
tion  Management  E>ocumentation  and 


Repiorts,”  February  1991,  authorized  by 
this  Instruction 

(c)  Cost/Schedule  Control  Systems  Cri¬ 
teria  Joint  Implementation  Guide 
(AFSCP  173-5,  AFCCP  173-5,  AMC-P 
715-5,  NAVSOP  3627.  DLA  H  8400.2, 
DCAA  P  7641.47),  October  1,  1987 
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(d)  Cost/Schedule  Control  Systems  Cri¬ 
teria  Joint  Surveillance  Guide  (AFSCP 
173-6,  AFLCP  173-6,  AMC-P  715-10, 
NAVMAT  P  5243,  DSA  H  8315.1, 
DCAA  P  7641.46),  July  1,  1974 

(e)  Defense  Federal  Acquisition  Re¬ 
lation  Supplement  (DFARS),  Subpart 
234.005-70,  “Contract  Clauses  for  Major 
Systems  Acquisition,”  and  Contract 
Clause  252.234-7001,  “Cost/Schedule 
Control  Systems” 

(0  Federal  Acquisition  Regulation 
(FAR),  Subpart  31.202,  “Direct  Costs,” 
and  Subpart  31.203,  “Indirect  Costs,” 
current  edition 

1.  PURPOSE 

a.  This  section  replaces  DoD  Instruc¬ 
tion  7000.2,  “Performance  Measurement 
for  Selected  Acquisitions”  (reference  (a)), 
which  has  been  canceled. 

b.  These  iwlicies  and  procedures  estab¬ 
lish  the  basis  for  applyiim  cost/schedule 
control  systems  criteria  (C/SCSC)  to  sig¬ 
nificant  defense  contracts. 

c.  The  purpose  of  cost/schedule  control 
systems  criteria  is  to  provide  contractor 
and  the  Government  program  managers 
with  accurate  data  to  monitor  execution 
of  their  program  and  to; 

(1)  Preclude  the  imposition  of  specific 
cost  and  schedule  manuement  control 
systems  by  providing  uniform  evaluation 
criteria  to  ensure  contractor  cost  and 
schedule  management  control  systems 
are  adequate; 

(2)  Provide  an  adequate  basis  for  re¬ 
sponsible  disentitling  by  both  contractor 
management  and  DoD  Component  per¬ 
sonnel  by  requiring  that  contractors’  in¬ 
ternal  management  control  systems  pro¬ 
duce  data  that: 

(a)  Indicate  worii  progress; 

(b)  Properly  relate  cost,  schedule,  and 
technical  accomplishment; 

(c)  Are  valid,  timely,  and  able  to  be 
audited;  and 

(d)  Provide  DoD  Component  manag¬ 
ers  with  information  at  a  practical  level 
of  summarization;  and 

(3)  Bring  to  the  attention  of  DoD 
contractors,  and  encourage  them  to  ac¬ 
cept  and  install,  management  control 
systems  and  procedures  that  are  most 
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effective  in  meeting  requirements  and 
controlling  contract  performance. 

2.POUCIES 

a.  When  applicable,  the  contract  shall 
require  that  any  system  used  by  the 
contractor  in  planning  and  controlling 
the  performance  of  the  contract  shall 
meet  the  criteria  set  forth  in  this  section. 

(1)  Nothing  in  these  criteria  is  intended 
to  affect  the  basis  on  which  costs  are 
reimbursed  and  progress  payments  made, 
and  nothing  herein  shall  be  construed  as 
requiring  the  use  of  any  single  system,  or 
sp^ific  method  of  management  control 
or  evaluation  of  performance. 

(2)  The  contractor’s  internal  systems 
ne^  not  be  changed,  provided  they  satis¬ 
fy  these  criteria. 

(3)  The  contractors’  management  con¬ 
trol  systems  shall  include  policies,  proce¬ 
dures,  and  methods  which  are  designed 
to  ensure  that  they  shall  accomplish  the 
considerations  highlighted  in  attachment 
1. 

b.  Unless  waived  by  the  milestone 
decision  authority  or  a  designated  repre¬ 
sentative,  compliance  with  the 
cost/schedule  control  systems  criteria 
shall  be  required  on  significant  contracts 
and  subcontracts  within  all  acquisition 
programs,  including  highly  sensitive  clas- 
sifi^  programs  and  major  construction 
programs. 

(1)  This  also  includes  significant  con¬ 
tracts  executed  for  foreign  governments 
and  for  specialized  organizations  such  as 
the  Defense  Advanced  Research  Projects 
Agency,  and  significant  acquisition  effort 
performed  by  Government  activities. 

(2)  Significant  contracts  are  research, 
development,  test,  and  evaluation  con¬ 
tracts  with  a  value  of  S60  million  or  more 
or  procurement  contracts  with  a  value  of 
$250  million  or  more  (in  fiscal  year  1990 
constant  dollars). 

c.  Compliance  with  the  cost/schedule 
control  systems  criteria  shall  not  be  re¬ 
quired  on  firm  fixed  price  contracts  (in¬ 
cluding  firm  fixed  price  contracts  with 
economic  price  adjustment  provisions), 
time  and  materials  contracts,  and  con¬ 
tracts  which  consist  mostly  of  levei-of- 
effort  work.  Exceptions  may  be  made  by 
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the  milestone  decision  authority  for  indi¬ 
vidual  contracts. 

d.  On  contracts  that  are  determined  to 
be  not  significant  enough  for 
cost/schedule  control  systems  cnteria  ap¬ 
plication,  the  cost/schedule  status  report 
(C/SSR)  shall  be  required  unless  excluded 
under  paragraph  2.c.,  above.  The 
cost/schedule  status  report  is  described  in 
DoD  S000.2-M,  “Defense  Acquisition 
Management  Documentation  and  Re¬ 
ports”  (reference  (b)). 

3.  PROCEDURES 

a.  General.  Cost  and  schedule  perfor¬ 
mance  data  provided  to  the  Government 
will  be  summarized  directly  from  the 
same  systems  used  for  internal  contractor 
management. 

(1)  The  policies  and  procedures  con¬ 
tained  herein  will  not  be  construed  as 
requiring  the  use  of  specific  systems  or 
changes  in  accounting  systems  which  will 
adversely  affect  the  equitable  distribution 
of  costs  to  all  contracts,  or  compliance 
with  cost  accounting  standards,  rules, 
and  regulations. 

(2)  No  changes  will  be  required  in 
contractors’  existing  cost  and  schedule 
control  systems  except  those  changes 
minimally  necessary  to  meet  the 
cost/schedule  control  systems  criteria. 

b.  Subcontracts.  Subcontracts  within 
applicable  programs,  excluding  those  that 
are  firm  fixed  price,  may  be  selected  for 
application  of  cost/schedule  control  sys¬ 
tems  criteria  by  mutual  agreement  be¬ 
tween  prime  contractor  and  the  contract¬ 
ing  DoD  Component,  according  to  the 
cnticality  of  the  subcontract  to  the  pro¬ 
gram. 

(1)  Coveri^e  of  certain  critical  subcon¬ 
tracts  may  be  directed  by  the  Program 
Manager,  subject  to  the  changes  clause  of 
the  contracts. 

(2)  In  those  cases  where  a  subcontrac¬ 
tor  is  not  required  to  comply  with  the 
criteria,  the  cost/schedule  status  report 
approach  to  performance  measurement 
will  normally  be  used.  (See  DoD  S(XX}.2- 
M,  “Defense  Acquisition  Manaaement 
Documentation  and  Reports”  (reference 
(b)).) 

c.  Milestone  Decision  Review.  The  ap¬ 
plicability  of  cost/scheduie  control  sys¬ 


tems  criteria  and  provisions  concerning 
the  acceptability  and  use  of  contractor’s 
cost/schedule  control  systems  will  be: 

(1)  Included  in  the  Integrated  Program 
Summary  (IPS)  developed  in  support  of  a 
Milestone  II  or  Milestone  III  decision 
review  (see  Section  11-C); 

(2)  Addressed  in  acquisition  plans;  and 

(3)  Set  forth  in  solicitations  and  made  a 
contractual  requirement  in  appropriate 
procurements  (see  Subparts  234.005-71 
and  252.234-7()01  of  the  Defense  Federal 
Acquisition  Regulation  Supplement  (ref¬ 
erence  (e)). 

d.  Reviews  of  Systems.  To  ensure  com¬ 
pliance  with  cost/schedule  control  sys¬ 
tems  criteria,  contractors’  systems  will  be 
reviewed  during  various  phases  of  the 
contracting  process  as  follows: 

(1)  Where  the  cost/schedule  control 
systems  criteria  are  included  as  a  require¬ 
ment  in  the  request  for  proposal,  an 
evaluation  review  will  be  performed  as  an 
integral  part  of  the  source  selection  pro¬ 
cess. 

(2)  After  contract  award,  an  in-plant 
demonstration  review  will  be  made  to 
verify  that  the  contractor  is  operating 
systems  that  meet  the  criteria. 

(3)  Upon  successful  completion  of  the 
demonstration  review,  contractors  will 
not  be  subjected  to  another  demonstra¬ 
tion  review  unless  there  are  positive 
indications  that  the  contractors’  systems 
no  longer  operate  so  as  to  meet  the 
criteria. 

(4)  Subsequent  contracts  may  require  a 
review  of  shorter  duration  and  less  depth 
to  ensure  proper  and  effective  applica¬ 
tion  of  the  accepted  systems  to  the  new 
contract. 

(5)  Detailed  procedures  relating  to  con¬ 
tractual  application,  inteq^retive  guid¬ 
ance,  inter-Service  relationships,  and 
conduct  of  systems  reviews  are  in  the 
Cost/Schedule  Control  Systems  Criteria 
Joint  Implementation  Guide  (reference 
(O). 

e.  Advance  Agreement.  After  determi¬ 
nation  that  a  management  system  meets 
the  cost/schedule  control  systems  criteria, 
an  advance  agreement  may  be  estab¬ 
lished  between  the  Department  of  De¬ 
fense  and  the  contractor  to  be  incorporat¬ 
ed  by  reference  into  future  contracts. 
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(1)  The  use  of  the  advance  agreement 
contemplates  the  execution  of  a  written 
instrument  that  references  the 
cost/schedule  control  systems  criteria  and 
negotiated  provisions,  which; 

(a)  Reflect  an  understanding  between 
the  contractor  and  the  OoD  of  the 
cost/schedule  control  systems  criteria  re¬ 
quirements. 

(b)  Identify  the  speciflc  cost/schedule 
control  systems  criteria  compliant  sys- 
tem(s)  that  the  contractor  intends  to  use 
on  applicable  contracts  with  E>oD  Com¬ 
ponents. 

(2)  The  advance  agreement  will  include 
or  reference  a  written  description  of  the 
accepted  system(s). 

U)  The  system  description  should  be  in 
sutficient  detail  to  permit  ad^uate  sur¬ 
veillance  by  responsible  parties. 

(b)  The  use  of  the  advance  agreement  is 
preferred  where  a  number  of  separate 
contracts  between  one  or  more  DoD 
Components  and  the  contractor  may  be 
entered  into  during  the  term  of  the  ad¬ 
vance  agreement. 

(c)  The  DoD  Component  negotiating 
the  advance  agreement  with  the  contrac¬ 
tor  will  make  the  agreement  for  all  pro¬ 
spective  contracting  DoD  Components. 

(3)  Action  to  develop  an  advance 
agreement  may  be  started  by  either  con¬ 
tractor  or  the  ^D  Component,  normally 
in  connection  with  a  contractual  require¬ 
ment. 

(a)  Reference  to  an  advance  agreement 
satisfies  the  cost/schedule  control  systems 
criteria  requirement  in  requests  for  pro¬ 
posal. 

(b)  Procedures  for  executing  advance 
agmments  are  included  in  the 
Cost/Schedule  Control  Systems  Criteria 
Joint  Implementation  Guide  (reference 

Surveillance.  Recurring  evaluations 
of  the  effectiveness  of  the  contractor’s 
TOlicies  and  procedures  will  be  per¬ 
formed  to  ensure  that  the  contractor’s 


system  continues  to  meet  the 
cost/schedule  control  systems  criteria  and 
provides  valid  data  consistent  with  the 
intent  of  this  section. 

(1)  Surveillance  reviews  will  be  based 
on  selective  tests  of  reported  data  and 
periodic  evaluations  of  internal  practices 
during  the  life  of  the  contract. 

(2)  Guidance  for  surveillance  is  con¬ 
tained  in  the  Cost/Schedule  Control  Sys¬ 
tems  Criteria  Joint  Surveillance  Guide 
(reference  (d)). 

4.  RESPONSIBILITIES  AND 
POINTS  OF  CONTACT 

a.  Each  DoD  Component  will  desig¬ 
nate  a  component  performance  measure¬ 
ment  cost/schedule  control  systems  crite¬ 
ria  focal  point. 

(1)  The  Component  focal  points  will 
constitute  the  Performance  Measurement 
Joint  Executive  Group  (PMJEG). 

(2)  The  Performance  Measurement 
Joint  Executive  Group  will  provide  uni¬ 
form  joint  policy  and  procedure  recom¬ 
mendations  for  DoD  Component  Head 
approval. 

(3)  The  Performance  Measurement 
Joint  Executive  Group  will  provide  uni¬ 
form  cost/schedule  control  systems  crite¬ 
ria  interpretation,  arbitration,  and  coor¬ 
dination  with  industry. 

b.  The  Defense  Contract  Audit  Agency 
and  applicable  contract  administration 
offices  will  participate  in  reviews  of  con¬ 
tractors’  systems  under  their  cognizance, 
perform  surveillance,  and  collaborate 
with  each  other  and  with  the  procuring 
DoD  Component  in  reviewing  areas  of 
joint  interest. 

c.  The  matrix  below  identifies  the 
offices  to  be  contacted  for  additional 
information  on  this  section.  The  full  titles 
of  these  offices  may  be  found  in  Part  14 
of  this  Instruction. 
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DoD  Component 

Points  of  Contact 

General 

Specific 

OSD 

Dir, 

AP&PI 

E)epDir, 

CM 

Dept  of  Army 

ASA(RDA) 

SARD- 

ZP 

Dept  of  Navy 

ASN(RDA) 

Dir, 

APIA 

Dept  of  Air  Force 

ASAF(FM 

SAF/ 

FMC 
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PART  11 
SECTION  B 

ATTACHMENT  1  COST/SCHEDULE  CONTROL  SYSTEMS 

CRITERIA 


The  contractors’  manas;ement  control 
systems  shall  include  policies,  procedures 
and  methods  that  are  designed  to  ensure 
that  they  will  accomplish  the  consider¬ 
ations  reflected  herein. 

1.  Organization 

a.  Deflne  all  authorized  work  and  relat¬ 
ed  resources  to  meet  the  requirements  of 
the  contract,  using  the  contract  work 
breakdown  structure  (WBS). 

b.  Identify  the  internal  organizational 
elements  and  the  major  subcontractors 
responsible  for  accomplishing  the  author¬ 
ized  work. 

c.  Provide  for  the  integration  of  the 
contractor’s  planning,  scheduling,  bud¬ 
geting,  work  authorization  and  cost  accu¬ 
mulation  systems  with  each  other,  the 
contract  work  breakdown  structure,  and 
the  organizational  structure. 

d.  Identify  the  managerial  positions 
responsible  for  controlling  overhead  (in¬ 
direct  costs). 

e.  Provide  for  integration  of  the  con¬ 
tract  work  breakdown  structure  with  the 
contractor’s  functional  organizational 
structure  in  a  manner  that  permits  cost 
and  schedule  performance  measurement 
for  contract  work  breakdown  structure 
and  organizational  elements. 

2.  Planning  and  Budgeting 

a.  Schedule  the  authorized  work  in  a 
manner  which  describes  the  ^uence  of 
work  and  identifies  the  significant  task 
interdependencies  required  to  meet  the 
development,  production,  and  delivery 
requirements  of  the  contract. 

b.  Identify  physical  products,  mile¬ 
stones,  technical  performance  goals,  or 
other  indicators  that  will  be  used  to 
measure  output. 

c.  Establish  and  maintain  a  time- 
phased  budget  baseline  at  the  cost  ac¬ 
count  level  against  which  contract  perfor¬ 
mance  can  M  measured.  Initial  budgets 
established  for  this  purpose  will  be  based 


on  the  negotiated  target  cost.  Any  other 
amount  used  for  performance  measure¬ 
ment  purposes  must  be  formally  recog¬ 
nized  by  both  the  contractor  and  the 
Government. 

d.  Establish  budgets  for  all  authorized 
work  with  separate  identification  of  cost 
elements  (labor,  material,  etc.). 

e.  To  the  extent  the  authorized  work 
can  be  identifled  in  discrete,  short  span 
work  packages,  establish  budgets  for  this 
work  in  terms  of  dollars,  hours,  or  other 
measurable  units.  Where  the  entire  cost 
account  can  not  be  subdivided  into  de¬ 
tailed  work  packages,  identify  far  term 
effort  in  larger  planning  packages  for 
budget  and  scheduling  purposes. 

f.  Provide  that  the  sum  of  all  work 
package  budgets,  plus  planning  package 
budgets  within  a  cost  account  equals  the 
cost  account  budget. 

g.  Identify  relationships  of  budgets  or 
standards  in  work  authorization  systems 
to  budgets  for  work  packages. 

h.  Identify  and  control  level-of-effort 
activity  by  time-phased  budgets  estab¬ 
lished  for  this  purpose.  Only  that  effort 
which  cannot  be  identified  as  discrete, 
short  span  work  packages  or  as  appor¬ 
tioned  effort  may  be  classed  as  level-of- 
effort. 

i.  Establish  overhead  budgets  for  the 
total  costs  of  each  significant  organiza¬ 
tional  component  whose  expenses  will 
become  indirect  costs.  Reflect  in  the 
contract  budgets  at  the  appropriate  level 
the  amounts  in  overhead  pools  that  are 
planned  to  be  allocated  to  the  contract  as 
indirect  costs. 

j.  Identify  management  reserves  and 
undistributed  budget. 

k.  Provide  that  the  contract  target  cost 
plus  the  estimated  cost  of  authorized  but 
unpriced  work  is  reconciled  with  the  sum 
of  all  internal  contract  budgets  and  man¬ 
agement  reserves. 

3.  Accounting 

a.  Record  direct  costs  on  an  applied  or 
other  acceptable  basis  in  a  manner  con- 
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sistent  with  the  budgets  in  a  fonnal 
system  that  is  controlled  by  the  general 
books  of  account. 

b.  Summarize  direct  costs  from  cost 
accounts  into  the  work  breakdown  struc¬ 
ture  without  allocation  of  a  single  cost 
account  to  two  or  more  work  breakdown 
structure  elements. 

c.  Summarize  direct  costs  from  the  cost 
accounts  into  the  contractor’s  functional 
organizational  elements  without  alloca¬ 
tion  of  a  single  cost  account  to  two  or 
more  organizational  elements. 

d.  Record  all  indirect  costs  which  will 
be  allocated  to  the  contract. 

e.  Identify  the  bases  for  allocating  the 
cost  of  apportioned  effort. 

f.  Identify  unit  costs,  equivalent  unit 
costs,  or  lot  costs  as  applicable. 

g.  The  contractor’s  material  accounting 
system  will  provide  for 

(1)  Accurate  cost  accumulation  and 
assignment  of  costs  to  cost  accounts  in  a 
manner  consistent  with  the  budgets  using 
recognized,  acceptable  costing  tech¬ 
niques. 

(2)  Determination  of  price  variances  by 
comparing  planned  versus  actual  com¬ 
mitments. 

(3)  Cost  performance  measurement  at 
the  point  in  time  most  suitable  for  the 
catejsory  of  material  involved,  but  no 
earlier  than  the  time  of  actual  receipt  of 
material. 

(4)  Determination  of  cost  variances 
attributable  to  the  excess  usage  of  materi¬ 
al. 

(5)  Determination  of  unit  or  lot  costs 
when  applicable. 

(6)  Full  accountability  for  all  material 
purchased  for  the  contract,  including  the 
residual  inventory. 

4.  Analysis 

a.  Identify  at  the  cost  account  level  on 
a  monthly  basis  using  data  from,  or 
reconcilable  with,  the  accounting  system: 

(1)  Comparison  of  budgeted  cost  for 
work  scheduled  and  budgeted  cost  of 
work  performed; 

(2)  comjparison  of  budgeted  cost  for 
work  performed  and  actual  (applied 
where  an>n>priate)  direct  costs  for  the 
same  woric;  and 


(3)  Variances  resulting  from  the  com¬ 
parisons  between  the  budgeted  cost  for 
work  scheduled  and  the  budgeted  cost  for 
work  performed  and  between  the  budget¬ 
ed  cost  for  work  performed  and  actual  or 
applied  direct  costs,  classified  in  terms  of 
latmr,  material,  or  other  appropriate  ele¬ 
ments  together  with  the  reasons  for  sig¬ 
nificant  variances. 

b.  Identify  on  a  monthly  basis,  in  the 
detail  needed  by  management  for  effec¬ 
tive  control,  budgeted  indirect  costs,  ac¬ 
tual  indirect  costs,  and  cost  variances 
with  the  reasons  for  significant  variances. 

c.  Summarize  the  data  elements  and 
associated  variances  listed  in  subpara¬ 
graphs  4.a.(l)  and  (2),  above,  through  the 
contractor  organization  and  work  break¬ 
down  structure  to  the  reporting  level 
specified  in  the  contract. 

d.  Identify  significant  differences  on  a 
monthly  basis  between  planned  and  actu¬ 
al  schedule  accomplishment  and  the  rea¬ 
sons. 

e.  Identify  managerial  actions  taken  as 
a  result  of  criteria  items  in  paragraphs 

4. a.  throu^  4.d.,  above. 

f  Based  on  performance  to  date,  on 
commitment  vdues  for  material,  and  on 
estimates  of  future  conditions,  develop 
revised  estimates  of  cost  at  completion 
for  work  breakdown  structure  elements 
identified  in  the  contract  and  compare 
these  with  the  contract  budget  base  and 
the  latest  statement  of  funds  require¬ 
ments  reported  to  the  Government. 

5.  Revisions  and  Access  to  Data 

a.  Incorporate  contractual  changes 
expeditiously,  recording  the  effects  of 
such  changes  in  budgets  and  schedules.  In 
the  directed  effort  prior  to  negotiation  of 
a  change,  base  such  revisions  on  the 
amount  estimated  and  budgeted  to  the 
functional  organizations. 

b.  Reconcile  original  budgets  for  those 
elements  of  the  work  breakdown  struc¬ 
ture  identified  as  priced  line  items  in  the 
contract,  and  for  those  elements  at  the 
lowest  level  in  the  program  work  break¬ 
down  structure,  with  current  perfor¬ 
mance  measurement  budgets  in  terms  of 
changes  to  the  authorized  work  and  inter¬ 
nal  replanning  in  the  detail  needed  by 
management  tor  effective  control. 
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c.  Prohibit  retroactive  changes  to  rec¬ 
ords  pertaining  to  work  performed  that 
would  change  previously  reported 
amounts  for  direct  costs,  indirect  costs, 
or  budgets,  except  for  correction  of  errors 
and  routine  accounting  adjustments. 

d.  Prevent  revisions  to  the  contract 
budget  base  except  for  Government  di¬ 
rected  changes  to  contractual  effort. 


e.  Document  internally  the  changes  to 
the  performance  measurement  baseline 
and  notify  expeditiously  the  procuring 
activity  through  prescribed  procedures. 

f.  Provide  the  Contracting  Officer  and 
the  Contracting  Officer’s  authorized  rep¬ 
resentatives  with  access  to  the  informa¬ 
tion  and  supporting  documentation  nec¬ 
essary  to  demonstrate  compliance  with 
the  cost/schedule  control  systems  criteria. 


PART  11 
SECTION  B 

ATTACHMENT  2  COST/SCHEDULE  CONTROL  SYSTEMS 
CRITERIA  DEFINITIONS 


1.  Actual  Cost  of  Work  Performed 
(ACWp).  t  he  costs  incurred  and  record¬ 
ed  m  accomplishing  the  work  performed 
within  a  given  time  period. 

2.  Actual  Direct  Costs.  Those  costs 
identitieo  speciticaiiy  witn  a  contract, 
based  upon  the  contractor’s  cost  identifi¬ 
cation  and  accumulation  system  as  ac¬ 
cepted  by  the  cognizant  Defense  Contract 
Audit  Agency  representatives.  (See  defi¬ 
nition  14  below.) 

3.  Allocated  Budget.  (See  definition  32 
belowT) 

4.  Applied  Direct  Costs.  The  amounts 
recognized  in  tne  time  period  associated 
with  the  consumption  of  labor,  material, 
and  other  direct  resources,  without  re¬ 
gard  to  the  date  of  commitment  or  the 
date  of  payment.  These  amounts  are  to 
be  charged  to  work-in-process  in  the  time 
period  that  any  one  of  the  following  takes 
place: 

a.  When  labor,  material,  and  other 
direct  resources  are  actually  consumed. 

b.  When  material  resources  are  with¬ 
drawn  from  inventory  for  use. 

c.  When  material  resources  are  re¬ 
ceived  that  are  identified  uniquely  to  the 
contract  and  scheduled  for  use  within  60 
days. 

d.  When  major  components  or  assem¬ 
blies  are  received  on  a  line  flow  basis  that 
are  identified  specifically  and  uniquely  to 
a  single  serially  numbered  end  item. 

5.  Apportioned  Effort.  Effort  that  is 
not  reaaiiy  divisible  into  work  packages, 
but  is  related  proportionately  to  mea¬ 
sured  effort. 


6.  Authorized  Work.  Effort  which  has 
been  detinitized  and  is  on  contract,  plus 
that  for  which  definitized  contract  costs 
have  not  been  agreed  to,  but  for  which 
written  authorization  has  been  received. 

7.  Baseline.  (See  definition  24  below.) 

8.  Budgeted  Cost  for  Work  Performed 
(BCWP).  1  he  sum  of  the  budgets  for 
completed  work  packages  and  completed 
portions  of  open  work  packages,  plus  th . 
applicable  portion  of  the  budgets  for 
level-of-efFort  and  apportioned  effort. 

9.  Budgeted  Cost  for  Work  Scheduled 
(BCWS).  1  he  sum  of  budgets  tor  all  work 
packages,  planning  packages,  etc.,  sched¬ 
uled  to  be  accomplished  (including  in- 
process  work  packages),  plus  the  amount 
of  level-of-effort  and  apportioned  effort 
scheduled  to  be  accomplished  within  a 
given  time  period. 

10.  Budgets  for  Work  Packages.  (See 
definition  36  below.) 

1 1 .  Contract  Budget  Base.  The  negoti¬ 
ated  contract  cost  puis  the  estimated  cost 
of  authorized  unpriced  work. 

12.  Contractor.  An  entity  in  private 
industry  which  enters  into  contracts  with 
the  Government.  In  this  Instruction,  the 
word  may  also  apply  to  Government- 
owned,  Government-operated  activities 
which  perform  work  on  major  defense 
programs. 

13.  Cost  Account.  A  management  con¬ 
trol  point  at  which  actual  costs  may  be 
accumulated  and  compared  to  the  bud¬ 
geted  costs  of  the  work  performed.  A  cost 
account  is  a  natural  control  point  for 
cost/schedule  planning  and  control,  since 
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it  represents  the  work  assigned  to  one 
responsible  organizational  element  on 
one  contract  work  breakdown  structure 
element. 

14.  Direct  Costs.  Any  costs  which  can 
be  identitieo  specitically  with  a  particular 
final  cost  objective.  This  term  is  ex¬ 
plained  in  Federal  Acquisition  (reference 
(0). 

15.  Estimate  at  Completion  (EAC). 
Actual  direct  costs,  plus  indirect  costs 
allocable  to  the  contract,  plus  the  esti¬ 
mate  of  costs  (direct  and  indirect)  for 
authorized  work  remaining. 

16.  Indirect  Costs.  Costs,  which  be¬ 
cause  ot  tneir  incurrence  for  common  or 
joint  objectives,  are  not  subject  readily  to 
treatment  as  direct  costs.  This  term  is 
further  defined  in  Federal  Acquisition 
(reference  (()). 

17.  Initial  Budget.  (See  definition  22 
below.) 

18.  Internal  Replanning.  Replanning 
actions  pertormed  by  the  contractor  for 
remaining  effort  within  the  recognized 
total  allocated  budget. 

19.  Level-of-Effort  (LOE).  Effort  of  a 
general  or  supportive  nature  that  does 
not  produce  definite  end  products. 

20.  Management  Reserve  or  Manage¬ 
ment  Reserve  Budget.  An  amount  oi  tne 
total  allocated  budget  withheld  for  man¬ 
agement  control  purposes,  rather  than 
designated  for  the  accomplishment  of  a 
specific  task  or  set  of  tasks.  It  is  not  a  part 
of  the  performance  measurement  base¬ 
line. 

2 1 .  Negotiated  Contract  Cost.  The  esti- 
mated  cost  negotiated  in  a  cost  plus  fixed 
fee  contract,  or  the  nraotiated  contract 
target  cost  in  either  a  fixed  price  incen¬ 
tive  contract  or  a  cost  plus  incentive  fee 
contract. 

22.  Original  Budget.  The  budget  estab- 
lished  at,  or  near,  tne  time  the  contract 
was  signed  based  on  the  negotiated  con¬ 
tract  cost. 

23.  Overhead.  (See  definition  16 
above.) 

24.  Performance  Measurement  Base¬ 
line.  I  he  lime  pnased  ougget  pian  againsf 
wRich  contract  performance  is  measured. 
It  is  formed  by  the  budgets  assigned  to 
scheduled  cost  accounts  and  the  applica¬ 
ble  indirect  budgets.  For  future  effort, 
not  planned  to  the  cost  account  level,  the 


performance  measurement  baseline  also 
includes  budgets  assigned  to  higher  level 
contract  work  breakdown  structure  ele¬ 
ments  and  undistributed  budgets.  It 
equals  the  total  allocated  budget  less 
management  reserve. 

25.  Performing  Organization.  A  de¬ 
fined  unit  within  the  contractor’s  organi¬ 
zation  structure,  which  applies  the  re¬ 
sources  to  jxrform  the  work. 

26.  Planning  Package.  A  logical  aggre- 
gation  ot  tar  term  work  within  a  cost 
account  which  may  be  identified  and 
budgeted  in  early  baseline  planning,  but 
is  not  yet  defined  into  work  packages. 

27.  Procuring  Activity.  The  subordi¬ 
nate  command  in  which  the  Procurement 
Contracting  Officer  is  located.  It  may 
include  the  program  office,  related  func¬ 
tional  support  offices,  and  procurement 
offices.  Examples  of  procuring  activities 
are  Army  Missile  Command,  Naval  Sea 
Systems  Command,  and  Air  Force  Elec¬ 
tronic  Systems  Division. 

28.  Replanning.  (See  definition  18 
above.) 

29.  Reprogramming.  Replanning  of  the 
effort  remaining  in  the  contract,  resulting 
in  a  new  budget  allocation  which  exceeds 
the  contract  budget  base. 

30.  Responsible  Organization.  A  de¬ 
fined  unit  within  the  contractor's  organi¬ 
zational  structure  that  is  assigned  respon¬ 
sibility  for  accomplishing  specific  tasks. 

31.  Significant  Variances.  Those  differ¬ 
ences 'belweenplaniieaiina’actual  perfor¬ 
mance  requiring  further  review,  analysis, 
or  action.  Thresholds  should  be  estab¬ 
lished  as  to  the  magnitude  of  variances 
which  will  require  variance  analysis,  and 
the  thresholds  should  be  revised  as  need¬ 
ed  to  provide  meaningful  analysis  during 
execution  of  the  contract. 

32.  Total  Allocated  Budget.  The  sum  of 
all  budgets  atiocateo  to  tne  contract. 
Total  allocated  budget  consists  of  the 
performance  measurement  baseline  and 
all  management  reserve.  The  total  allo¬ 
cated  budget  will  reconcile  directly  to  the 
contract  budget  base.  Any  differences  will 
be  documented  as  to  quantity  and  cause. 

33.  Undistributed  Budget.  Budget  ap- 
plicabie  to  contract  efton  wnich  has  not 
yet  been  identified  to  contract  work 
breakdown  structure  elements  at,  or  be- 
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low,  the  lowest  level  of  reporting  to  the 
Government. 

34.  Variances.  (See  definition  31, 
above.) 

35.  Work  Breakdown  Structure  (WBS). 
(See  Section  o-ts.) 

36.  Work  Pacl^e  Budgets.  Resources 
which  are  Ibrmally  assigned  by  the  con¬ 
tractor  to  accomplish  a  work  packr^e, 
expressed  in  dollars,  hours,  standards,  or 
other  definitive  units. 

37.  Work  Packages.  Detailed  tasks  or 
matenal  items  identified  by  the  contrac¬ 
tor  for  accomplishing  work  required  to 
complete  the  contract.  A  work  package 
has  the  following  characteristics: 

a.  It  represents  units  of  work  at  levels 
where  work  is  performed. 
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b.  It  is  clearly  distinguishable  from  all 
other  work  packages. 

c.  It  is  assignable  to  a  single  organiza¬ 
tional  element. 

d.  It  has  scheduled  start  and  comple¬ 
tion  dates  and,  as  applicable,  interim 
milestones;  all  of  which  are  representa¬ 
tive  of  physical  accomplishment. 

e.  It  has  a  budget  or  assigned  value 
expressed  in  terms  of  dollars,  manhours, 
or  other  measurable  units. 

f.  Its  duration  is  limited  to  a  relatively 
short  span  of  time  or  it  is  subdivided  by 
discrete  value  milestones  to  ease  the 
objective  measurement  of  work  per¬ 
formed. 

g.  It  is  integrated  with  detailed  engi¬ 
neering,  manufacturing,  or  other  sched¬ 
ules. 
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11-300  Section  3  —  Review  of  Contractor  Compliance  with  DoD  Program 
Management  Systems  Reporting  Requirements 


11-301  Introduction 

This  section  provides  audit  procedures 
and  guidance  for  reviewing  contractor 
management  control  systems,  and  the- 
related  cost  reports,  which  implement  the 
requirements  of  DoD  Instruction  5000.2, 
“E>efense  Acquisition  Management  Poli¬ 
cies  and  Procedures.”  Audit  effort  re¬ 
quired  for  the  review  of  the  various 
contractor  responsibilities  under  the  In¬ 
struction  should  be  integrated  with  other 
system  and  functional  reviews  (such  as 
audit  of  incurred  costs,  evaluation  of 
proposals,  and  estimating  system  sur¬ 
veys,  etc.). 

11-302  Background 

a.  Over  an  extended  period  of  time,  the 
Office  of  the  Secretary  of  Defense  and  the 
military  departments  have  developed  a 
variety  of  management  systems  for  use  in 
the  acquisition  process.  These  systems 
provide  the  government  with  a  capability 
to  obtain  timely  and  valid  cost,  funding, 
schedule,  and  related  management  infor¬ 
mation  for  use  in  contract  performance 
analysis  and  program  control.  In  Febru¬ 
ary  1991,  DoD  Instruction  5000.2,  “De¬ 
fense  Acquisition  Mant^ement  Policies 
and  Procedures”  consolidated  alt  previ¬ 
ous  DoD  acquisition  management  prrii- 
cies  and  procedures  into  a  single  Instruc¬ 
tion.  DoD  policies  and  procedures  relat¬ 
ed  to  Cost/Schedule  Control  System  Cri¬ 
teria  (C/SCSC)  and  DoD  contract  cost 
management  r^rting  requirements  are 
now  contained  in  DoDI  5000.2,  Part  1 1, 
Section  B,  “Contract  Performance  Mea¬ 
surement”  (replaced  DoDI  7000.2)  and 
DoD  Manual  S000.2-M,  Part  20,  “Cost 
Management  Reports”  (replaced  DoDIs 
7000.10  and  7000.11).  Audit  guidance 
relative  to  C/SCSC  is  discussed  in  CAM 
1 1-200.  DCAA  audit  effort  under  DoDI 
5000.2  primarily  involves  the  review  of 
contractor  financial  records  to  validate 
the  accuracy  and  propriety  of  reportexi 
data. 

b.  The  various  standard  cost  mana^ 
ment  reports  required  by  DoD  Instruc¬ 


tion  5000.2,  Part  11,  Section  B,  are 
prescribed  in  DoD  Manual  5000.2-M, 
Part  20,  “Cost  Management  Reports.” 
These  reports  are  (1)  Contractor  Cost 
Data  Reports  (CCDRs),  (2)  Cost  Perfor¬ 
mance  Reports  (CPRs),  (3) 
Cost/Schedule  Status  Reports  (C/SSRs), 
and  (4)  Contract  Funds  Status  Reports 
(CFSRs).  Audit  guidance  pertaining  to 
these  cost  management  reports  is  dis¬ 
cussed  in  the  ensuing  paragraphs. 

11-303  Contract  Funds  Statns  Report 
(CFSR) 

11-303.1  Introdnction 

The  objective  of  the  CFSR  is  to  pro¬ 
vide  information  about  contract  funding 
requirements  for  specifically  designated 
programs  to  assist  the  system  manager  in 
(1)  updating  and  forecasting  contract 
fund  requirements,  (2)  planning  and  deci¬ 
sion  making  on  changes  in  the  fund 
requirements,  (3)  developing  fund  re¬ 
quirements  and  budget  estimates  in  sup¬ 
port  of  ^proved  programs,  and  (4)  deter¬ 
mining  funds  in  excess  of  contract  needs 
and  available  for  de-obligation. 

11-303.2  Application 

a.  The  CFSR,  DD  Form  1 586,  is  used 
to  obtain  funding  data  on  contracts  over 
6  months  in  duration.  No  sp^ific  appli¬ 
cation  thresholds  are  established;  how¬ 
ever,  application  to  contracts  of  less  than 
$1  million  (constant  year  1990  dollars)  is 
evaluated  carefully  to  ensure  that  only 
the  minimum  information  necessary  for 
effective  management  control  is  re¬ 
quired.  It  may  be  implemented  at  a 
i^uced  level  of  reporting  for  contracts 
with  a  dollar  value  between  $250,000  and 
S1,000,0(X).  Firm-fixed-price  contracts 
are  excluded  from  CFSR  coverage  unless 
unusual  circumstances  require  speciHc 
funding  visibility.  CFSR  may  be  arolied 
to  unpriced  portions  of  firm-fixed-price 
contracts  that  individually  or  collectively 
are  estimated  by  the  government  to  be  in 
excess  of  20  percent  of  the  initial  contract 
value.  The  reports  are  prepared  quarterly 
under  normal  circumstances  and  are  sub- 
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mined  within  2S  calendar  days  after  the 
cut-off  date  or  the  number  of  days  speci¬ 
fied  in  the  contract.  Under  unusual  cir¬ 
cumstances  monthly  reporting  may  be 
required. 

b.  In  view  of  the  comparatively  low 
dollar  threshold  of  contracts  under  which 
CFSR  reports  are  required,  the  guidance 
furnished  in  11-303.4  and  11-303.5,  be¬ 
low,  must  be  judiciously  applied  in  order 
to  avoid  extensive  audit  involvement 
under  comparatively  small  dollar  value 
contracts. 

11-303J  Interrelationship  with  CAS 

Cost  Accounting  Standard  401,  “Con¬ 
sistency  in  Estimating,  Accumulating  and 
Reporting  Costs,"  was  established  to  (1) 
assure  that  cost  accounting  practices  used 
by  a  contractor  in  estimating  costs  for 
proposals  are  consistent  with  those  prac¬ 
tices  used  in  accumulating  and  reporting 
costs  during  contract  performance  and 
(2)  provide  a  basis  for  comparing  such 
costs.  The  auditor  should  ensure  that 
data  in  budget  and  management  reports 
required  by  the  contract  meet  CAS  401 
requirements  (8-401). 

11-303.4  Audit  Objectives  and 
Procedures 

a.  The  CFSR  report  is  an  integral  part 
of  DoD’s  contract  performance  measure¬ 
ment  system  and  the  data  reported  is 
used  for  high-level  management  pur¬ 
poses;  accordingly,  CFSR  submissions 
should  be  carefully  and  periodically  re¬ 
viewed. 

b.  The  review  of  a  contract  and  the 
briefing  of  its  provisions  (see  3-200)  will 
disclose  whether  the  contract  incorpo¬ 
rates  CFSR  reporting  requirements. 

c.  When  specifically  requested  by  the 
contracting  officer,  a  survey  will  be  per¬ 
formed  prior  to  the  award  of  a  contract 
under  which  CFSR  requirements  are  con¬ 
templated.  The  preaward  survey  will  in¬ 
clude  a  review  to  determine  if  the  con¬ 
tractor’s  accounting  system  and  proce¬ 
dures  are  adequate  and  reliable  for  CFSR 
purposes,  and  will  also  consider  the  con¬ 
tractor’s  procedures  for  accumulating 
and  reporting  total  cumulative  expendi¬ 
tures  and  for  estimatiiu  contract  con^e- 
tion  costs.  Reviews  of  individual  CreR 
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submissions  will  also  be  made  at  the 
specific  request  of  the  contracting  officer. 

d.  Selective  reviews  will  be  performed 
periodically  to  determine  if  satisfactoiy 
policies  and  procedures  are  being  used  in 
developing  CFSR  and  other  reported 
data  and  whether  reported  information  is 
reliable.  The  frequency  of  such  reviews 
will  be  a  matter  of  judgment  based  upon 
the  results  of  the  preaward  survey  and/or 
the  auditor’s  experience  with  the  reliabil¬ 
ity  of  CFSR  data.  However,  review  of  the 
adequacy  of  a  contractor’s  CFSR  data 
accumulation  procedures,  and  the  propri¬ 
ety  of  related  reporting,  shall  be  accom¬ 
plished  at  least  once  a  year  at  those 
contractor  locations  where  the  prices  of 
CFSR-covered  contracts  aggr^te  $50 
million  or  more  unless  the  requirement  is 
waived  by  the  regional  audit  manager. 

e.  The  information  in  CFSRs  should 
also  be  compared  with  like  data  which 
may  have  been  presented  by  the  contrac¬ 
tor  in  other  financial  management  re¬ 
ports  for  comparable  periods,  such  as  the 
C/SSRs  and  CPRs,  to  determine  if  they 
agree  or  are  reconcilable.  Inconsistencies 
or  differences  among  reported  data  not 
adequately  explained  should  be  brought 
to  the  attention  of  the  contracting  otiicer. 

f.  The  auditor  should  follow  the  guid¬ 
ance  in  11-100  relative  to  “Limitation  of 
Cost”  and  “Limitation  on  Payments” 
contract  clauses,  as  appropriate.  When  it 
becomes  evident  that  a  loss  is  anticipated 
for  a  fixed-price  contract,  the  auditor  will 
ascertain  whether  the  contractor  is  enti¬ 
tled  to  progress  payments.  If  so,  the 
auditor  should  make  sure  that  the  indi¬ 
cated  rate  of  loss  disclosed  in  the  CFSR 
review  is  applied  as  a  reduction  to  any 
costs  submitted  by  the  contractor  for 
purposes  of  computing  its  progress  pay¬ 
ment  entitlement. 

g.  Review  of  (TFSR  submissions  will 
include  evaluation  of  contractor  compli¬ 
ance  with  the  reporting  due  date  provid¬ 
ed  for  in  the  contract  or  as  otherwise 
agrwd  to  between  the  contractor  and  the 
contracting  officer.  Deficiencies  in  meet- 
ii^  required  submission  dates  will  be 
discuss^  with  the  contractor.  Continued 
failure  to  meet  submission  dates  should 
be  reported  in  writing  to  the  contracting 
officer  together  with  recommendations 
required  to  correct  the  deficiencies.  A 
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copy  of  the  report  will  be  forwarded  to 
Headquarters,  Attn;  O. 

h.  The  results  of  reviews  of  the  opera¬ 
tions  of  major  contractors  made  in  accor- 
I  dance  with  14-500  should  also  be  consid¬ 
ered  in  determining  the  scope  of  audit. 

11-303.5  Reporting  Results  of  Audit 

a.  An  audit  report  will  be  prepared  (1) 
on  each  preaward  survey  requested  by 
the  contracting  officer,  (2)  in  response  to 
the  request  of  the  contracting  officer  for 
reviews  of  individual  CFSRs,  (3)  on  each 
review  of  CFSR  data  accumulation  and 
reiMrting  procedures  when  significant  de¬ 
ficiencies  are  disclosed,  and  (4)  whenever 
a  procedural  deficiency  or  major  ac¬ 
counting  change  has  a  significant  adverse 
effect  on  the  accuracy  of  submitted  CFSR 
data. 

b.  The  preaward  survey  report  should 
be  prepared  in  accordance  with  5-200.  It 
will  include  the  auditor’s  opinion  on  the 
adequacy  of  the  contractor’s  accounting 
system  and  procedures  to  generate  the 
type  of  data  required  by  the  CFSR. 

c.  Audit  reports  will  (1)  indicate  the 
impact  of  deficiencies  on  the  accuracy  of 
the  reported  data,  (2)  recommend  correc¬ 
tive  action  to  be  taken  by  the  contractor, 
(3)  state  the  contractor’s  reaction  to  the 
recommendation  and  any  corrective  ac¬ 
tion  planned  or  initiated,  and  (4)  include 
the  status  of  any  previously  reported 
deficiencies  which  the  contractor  has  not 
satisfactorily  corrected.  To  ensure  that  all 
pertinent  data  have  been  considered,  the 
audit  findings  and  recommendations  will 
be  discussed  with  the  ACO  prior  to 
issuance  of  the  report. 

d.  Audit  reports  will  be  addressed  to 
the  activity  requesting  the  review  with  a 
copy  to  the  ACO.  Reports  resulting  from 
reviews  initiated  by  the  auditor  will  be 
addressed  to  the  ACO.  The  guidance 
provided  in  10-1200  should  be  followed 
in  the  preparation  of  reports  resulting 
from  CKR  reviews. 

11-304  Cost  Performance  Report 
(CPR) 

11-304.1  IntrodncdoD 

The  objective  of  the  CPR  is  to  provide 
data  to  government  system  managers 


which  may  be  used  by  them  to  (1) 
evaluate  contract  performance,  (2)  identi¬ 
fy  actual  and  potential  problem  areas 
having  significant  cost  impact,  and  (3) 
respond  to  requests  for  program  status 
information  on  major  weapon/support 
system  acquisitions.  To  permit  this  type 
of  management  control,  the  CPR  re¬ 
quires,  among  other  things,  (1)  informa¬ 
tion  on  cost  and  schedule  performance  by 
work  breakdown  structure  and  functional 
cost  categories,  (2)  actual  manpower  utili¬ 
zation  versus  the  budgeted  plan,  and  p) 
narrative  comments  explaining  major 
cost  and  schedule  variances,  as  well  as  an 
identification  of  significant  problems  and 
action  contemplated  for  their  resolution. 

11-304.2  Application 

a.  The  CPR  is  required  on  all  contracts 
which  require  compliance  with  the 
Cost/Schedule  Control  Systems  Criteria 
(C/SCSC)  of  DoDl  5000.2,  Part  11,  Sec¬ 
tion  B.  CPRs  are  not  required  on  firm 
fixed-price  contracts  unless  unusual  cir¬ 
cumstances  require  cost  and  schedule 
visibility.  However,  it  may  be  required 
on  flexibly  priced  contracts,  not  subject 
to  C/SCSC,  when  the  DoD  component 
requires  more  data  than  available  on  the 

b.  In  those  instances  where  the  CPR 
supports  a  contractual  ^uirement  for 
contractor  compliance  with  C/SCSC,  the 
CPR  data  elements  will  reflect  the  con¬ 
tractor’s  implementation  of  DoDI 
5000.2.  If  compliance  with  the  C/SCSC  is 
not  contractually  required,  the  data  ele¬ 
ments  to  be  reported  on  the  CPR  will  be 
as  specified  in  the  solicitation  document 
or  as  subsequently  negotiated. 

c.  The  CPR  will  be  submitted  monthly 
unless  otherwise  provided  for  in  the 
contract.  Milit^  department  reports 
used  to  collect  similar  cost  and  sch^ule 
performance  information  from  contrac¬ 
tors  are  to  be  superseded  when  the  CPR 
is  made  a  contractual  requirement. 

11-304J  Aadit  Objcctivea  and 
Procedves 

a.  Because  the  CPR  is  an  integral  part 
of  DoD’s  contract  performance  measure¬ 
ment  system  and  the  data  reported  is 
used  for  high-level  manwment  pur¬ 
poses,  it  is  necessary  that  CPR  submis- 
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sions  be  carefully  and  periodically  re¬ 
viewed  by  the  auditor. 

b.  The  review  of  a  contract  and  the 
briefing  of  its  provisions  (see  3-200)  will 
disclose  whether  the  contract  incorpo¬ 
rates  CPR  reporting  requirements.  If  so, 
the  auditor  will  evaluate  the  adequacy 
and  effectiveness  of  the  policies  and 
procedures  established  by  the  contractor 
for  developing  and  reporting  actual  and 
projected  costs. 

c.  The  auditor  will  establish  controls  to 
assure  the  receipt  of  all  CPR  submis¬ 
sions. 

d.  A  review  will  be  made  of  the  con¬ 
tractor’s  initial  CPR  submission  under 
each  contract.  Reviews  of  subsequent 
CPR  submissions  will  also  be  made  at  the 
request  of  the  contracting  officer  and  as 
provided  in  e.  below. 

e.  Audit  evaluation  of  the  contractor’s 
policies  and  procedures  providing  for  the 
accumulation  of  data  and  CPR  prepara¬ 
tion  shall  be  performed  at  least  once  a 
year.  Various  CPRs  submitted  under 
each  of  the  contractor’s  eligible  contracts 
shall  be  selectively  tested  during  this 
evaluation,  to  assure  the  accuracy  and 
propriety  of  report  data.  Audit  reviews 
will  be  made  more  frequently  if  the  initial 
and/or  subsequent  reviews  disclose  sig¬ 
nificant  deficiencies;  the  frequency  of 
such  reviews  will  depend  upon  the  cir¬ 
cumstances  involved.  The  audit  evalu¬ 
ation  should  consider  the  requirements 
of  CAS  401.  (See  8-401  with  regard  to 
consistency  in  reporting  costs.) 

f.  Data  reported  in  the  CPRs  should  be 
compared  with  like  information  which 
may  have  been  presented  by  the  contrac¬ 
tor  in  other  Hnancial  management  re¬ 
ports  for  comparable  periods,  such  as  the 
CFSRs  and  CCDRs,  to  determine  if  they 
agree  or  are  reconcilable. 

g.  The  CPR  review  will  include  an 
evaluation  of  contractor  compliance  with 
the  reporting  due  date  provided  for  in  the 
contract  or  as  otherwise  agreed  to  be¬ 
tween  the  contractor  and  the  contracting 
officer.  Deficiencies  in  meeting  dates  will 
be  discussed  with  the  contractor.  Contin¬ 
ued  failure  to  meet  submission  dates 
should  be  r^rted  in  writing  to  the 
contracting  onicer  together  with  recom¬ 
mendations  required  to  correct  the  defi¬ 


ciencies.  A  copy  of  the  report  will  be 
forwarded  to  Headquarters,  Attn:  O. 

11-304.4  Reporting  Results  Audit 

a.  An  audit  report  will  be  prepared 
using  the  format  contained  in  10-1200, 
on  the  contractor’s  initial  CPR  submis¬ 
sion  for  each  contract.  It  will  state  the 
auditor’s  opinion  on  the  adequacy  of  the 
contractor’s  CPR  policies,  procedures, 
and  internal  controls  and  the  accuracy  of 
the  reported  cost  data.  An  audit  report 
will  also  be  prepared  in  response  to 
specific  rrauests  for  audit  by  the  con¬ 
tracting  ofncer. 

b.  If  subsequent  reviews  of  the  contrac¬ 
tor’s  CPR  procedures  made  according  to 
1  l-304.3e.  above  disclose  significant  de¬ 
ficiencies,  or  the  auditor  is  unable  to 
reconcile  specific  data  with  like  informa¬ 
tion  on  CFSRs  or  other  management 
system  reports  for  comparable  periods, 
the  audit  reports  will  (1)  indicate  the 
impact  of  the  deficiencies  on  the  accura¬ 
cy  of  the  reported  cost  data,  (2)  specify 
the  reports  to  which  the  deficiencies 
pertain,  (3)  recommend  corrective  action 
to  be  taken  by  the  contractor,  and  (4) 
state  the  contractor’s  reaction  to  the 
recommendations  and  any  corrective  ac¬ 
tion  planned  or  initiated.  Audit  reports 
will  include  the  status  of  any  previously 
reported  deficiencies  which  have  not 
been  satisfactorily  corrected.  To  ensure 
that  all  pertinent  data  have  been  consid¬ 
ered,  the  audit  findings  and  recommen¬ 
dations  will  be  discussed  with  the  ACO 
prior  to  issuance  of  the  report. 

c.  All  audit  reports  will  be  submitted  to 
the  contract  administration  office.  When 
significant  deficiencies  are  disclosed,  a 
copy  of  the  report  will  be  forwarded  to 
Headquarters,  Attn:  O. 

d.  It  is  not  expected  that  the  contract¬ 
ing  officer  will  request  an  audit  of  each 
CPR  submission;  however,  at  those  con¬ 
tractor  locations  where  serious  deficien¬ 
cies  continue,  it  may  be  necessary  to  issue 
periodic  audit  reports  indicating  contrac¬ 
tor  progress  in  correcting  such  deficien¬ 
cies. 

11-305  Cost/Schednle  Statas  Report 
(C/SSR) 

11-305.1  Introdactioa 

The  objective  of  the  C/SSR  is  to  pro¬ 
vide  summarized  cost  and  schedule  per- 
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formance  status  information  on  contracts 
over  12  months  in  duration  when  appli¬ 
cation  of  the  Cost  Performance  Report 
(CPR)  is  not  appropriate.  The  C/SSR 
requires  (1)  information  on  cost  schedule 
performance  by  work  breakdown  struc¬ 
ture  and  (2)  narrative  comments  explain¬ 
ing  major  cost  and  schedule  variances,  as 
well  as  an  identification  of  significant 
problems  and  action  contemplated  for 
their  resolution. 

11-305.2  Application 

a.  No  specific  application  thresholds 
are  established;  however,  application  to 
contracts  of  less  than  $5  million  (constant 
year  1990  dollars)  is  evaluated  carefully 
to  ensure  that  only  the  minimum  infor¬ 
mation  necessiU7  for  effective  manage¬ 
ment  control  is  required.  C/SSR  is  not 
required  on  firm  fixed-price  contracts 
unless  unusual  circumstances  require 
cost  and  schedule  visibility.  C/SSR  is 
established  as  a  contractual  requirement 
as  set  forth  in  the  Contract  Data  Require¬ 
ments  List,  DD  Form  1423,  and  Manage¬ 
ment  System  Summary  List,  DD  Form 
1660. 

b.  The  C/SSR  will  be  submitted  in 
accordance  with  the  terms  specified  in 
the  contract  but  is  not  required  more 
frequently  than  monthly. 

1 1-305 J  Audit  Objectives  and 
Procedures 

The  audit  objectives  and  procedures  in 
11-304.3  also  apply  to  C/SSR. 

11-305.4  Reporting  Results  of  Audit 

a.  Audit  reports  pertaining  to  a  con¬ 
tractor’s  initial  submission  will  be  pre¬ 
pared  in  accordance  with  the  format  in 
10-1200.  The  report  will  state  the  audi¬ 
tor’s  opinion  on  the  adequacy  of  the 
contractor’s  C/SSR  policies,  procedures, 
and  internal  controls  and  the  accuracy  of 
the  reported  cost  data.  Audit  reports  will 
also  be  prepared  only  in  response  to 
specific  r^uests  for  review  by  the  con¬ 
tracting  ofneer,  or  when  deficiencies  are 
disclosed  during  DCAA-initiated  re¬ 
views. 

b.  If  subsequent  reviews  of  the  contrac¬ 
tor’s  C/SSR  procedures  disclose  signifn 
cant  deficiencies,  or  the  auditor  is  unable 
to  reconcile  specific  data  with  like  infor- 
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mation  on  CFSRs  or  other  management 
system  reports  for  comparable  periods, 
the  audit  reports  will  (1)  indicate  the 
impact  of  the  deficiencies  on  the  accura¬ 
cy  of  the  reported  cost  data,  (2)  specify 
the  reports  to  which  the  deficiencies 
pertain,  (3)  recommend  corrective  action 
to  be  taken  by  the  contractor,  and  (4) 
state  the  contractor’s  reaction  to  the 
recommendations  and  any  corrective  ac¬ 
tion  planned  or  initiated.  Audit  r^rts 
will  include  the  status  of  any  previously 
reported  deficiencies  which  have  not 
been  satisfactorily  corrected.  To  ensure 
that  all  pertinent  data  have  been  consid¬ 
ered,  the  audit  findings  and  recommen¬ 
dations  will  be  discussed  with  the  ACO 
prior  to  issuance  of  the  report. 

c.  All  audit  reports  will  be  submitted  to 
the  contract  administration  office.  When 
significant  deficiencies  are  disclosed,  a 
copy  of  the  report  will  be  forwarded  to 
Headquarters,  Attn;  O. 

d.  Contracting  officer  r^uests  for  au¬ 
dits  of  each  C/»R  submission  are  not 
expected;  however,  at  those  contractor 
locations  where  serious  deficiencies  con¬ 
tinue  over  a  period  of  time,  it  may  be 
necess^  to  issue  periodic  audit  reports 
indicating  contractor  progress  in  correct¬ 
ing  such  deficiencies. 

11-306  CoBtnurtor  Cost  Data 
Reporting  (CCDR) 

11-306.1  IntrodactioB 

The  purpose  of  the  CCDR,  DD  Form 
1921,  IS  to  collect  projected  and  actual 
cost  data  on  selected  contracts  within 
acquisition  programs,  from  contractors 
and  government  facilities,  to  assist  DoD 
procuring  activities  in  (1)  preparing  cost 
estimates  for  acquisition  programs  re¬ 
viewed  by  the  Defense  Systems  Acquisi¬ 
tion  Review  Council  (DSARC);  (2)  devel¬ 
oping  independent  government  cost  esti¬ 
mates  in  support  of  cost-effectiveness 
studies,  budget/cost  comparisons,  and 
contract  n^tiations;  and  (3)  tracking 
actual  versus  contractor  nqsotiated  costs. 

11-306.2  CCDR  Aevtishhw  Prognoi 
Categories 

DoDl  S000.2  has  divided  CCDR  pro¬ 
cedures  into  two  acquisition  program 
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categories.  Cat^ory  I  applies  to  all  major 
defense  acquisition  programs  that  are 
designated  as  Category  I  acquisition  pro¬ 
grams  by  the  Under  S^etary  of  Defense, 
or  that  are  estimated  to  require  an  even¬ 
tual  total  research,  development,  test, 
and  evaluation  (RDT&E)  expenditure  of 
more  than  $200  million  or  an  eventual 
total  procurement  expenditure  of  more 
than  $1  billion  in  constant  fiscal  year 
1 980  dollars.  Category  II  applies  to  major 
systems  that  are  designated  as  acquisition 
category  II  programs  by  the  Under  Secre¬ 
tary  of  Defense,  or  that  are  estimated  to 
r^uire  an  eventual  total  RDT&E  expen¬ 
diture  of  more  than  $7S  million  or  an 
eventual  total  procurement  expenditure 
of  more  than  $300  million  in  constant 
Hscal  year  1980  dollars.  Generally, 
CCDRs  are  not  required  on  contracts 
below  $2  million. 

11-306J  Category  I  Informatiofl 
Reporting  Reqniieaents 

a.  For  Category  I  acquisition  programs, 
the  identification  of  prime  contractors 
and  subcontractors  who  are  required  to 
report  is  determined  during  the  CCDR 
plan  review  process.  However,  mandato¬ 
ry  reporting  is  required  for  all  aircraft, 
electronic,  missile,  ordnance,  ship,  space, 
and  surface  vehicle  acquisition  programs 
(and  their  related  components)  unless 
specifically  waived  by  the  Chair,  OSD 
Cost  Analysis  Improvement  Group 
(CAIG).  Also,  unless  waived  by  the  OSD 
CAIG,  reporting  is  required  on  firm 
fixed-price  prime  contracts  or  subcon¬ 
tracts  when  those  contracts  represent  a 
major  share  of  the  research  and  develop¬ 
ment  or  production  of  a  Category  I 
acquisition  program  or  component  there¬ 
of. 

b.  Acquisition  programs  not  meeting 
Category  I  criteria  may  be  covered  by 
Catqmiy  I  procedures  at  the  discretion  of 
the  DoD  component  concerned  or  the 
OSD  CAIG. 

11-306.4  Category  II  lafgmatioa 
Reportii^  Reguiemcata 

Acquisition  programs  not  covered  by 
Categoiy  II  procedures  may  collect  cost 
data  using  Cat^n  II  procedures  at  the 
discretion  of  the  DoD  compraent  con¬ 
cerned.  In  this  regard,  reporting  of  data 


will  generally  not  be  r^uired  on  con¬ 
tracts  of  less  than  $2  million  or  on  firm 
fixed-price  contracts. 

11-306.5  CCDR  Implenientiiig 
Procedares 

To  implement  CCDR,  the  procuring 
activity  must  prepare  a  CCDR  plan 
showing  the  prop<^d  collection  of  cost 
data  by  work  breakdown  structure  for 
each  program  being  reported,  the  re¬ 
quired  CCDR  form,  and  the  frequency 
with  which  reports  are  required.  The  plan 
normally  includes  other  management  sys¬ 
tem  reporting  requirements,  such  as  Cost 
Performance  Reports  (CPR)  and  Con¬ 
tract  Funds  Status  Reports  (CFSR),  to 
give  an  overview  of  all  cost  data  l^ing 
collected  on  the  contract  and  the  relation¬ 
ships  between  the  reporting  systems.  The 
CCDR  plan  is  subject  to  higher  level 
reviews. 

11-306.6  CCDR  Infomatioa 
Reqaiiements  Fonns 

a.  CCDR  forms  from  the  1921  series 
are  the  basis  for  the  contractor’s  response 
to  the  Request  for  Proposal  (RFP).  Con¬ 
tractors  will  submit  the  Standard  Form 
1411,  supported  by  the  CCDR  forms 
when  required  by  the  procuring  activity. 

b.  Cited  below  are  four  DD  forms  for 
CCDR.  Normally  all  of  them  will  be  used 
for  Category  I  contracts.  For  Caterory  II 
reporting,  normally  only  DD  Forms 
1921-1  and  1921-2  will  be  used;  however, 
when  financing  for  a  Categoi)'  II  contract 
is  substantial  enough  to  require  the  ap^i- 
cation  of  a  work  breakdown  structure, 
DD  Form  1921  may  be  used  at  the 
discretion  of  the  contracting  DoD  com¬ 
ponent. 

(1)  The  Cost  Data  Summary  Report 
(DD  Form  1921)  summarizes  all  contract 
activities  and  reports  total  costs  i^nst 
each  of  the  work  breakdown  structure 
reporting  elements  specified  in  the  con¬ 
tract.  The  contractor  submits  this  report 
as  a  pronam  estimate  in  re^nse  to  a 
request  for  proposal  at  the  time  of  con¬ 
tract  award,  and  as  the  contract  specifies. 
It  provides  summary  level  cost  data  cu¬ 
mulatively  to  date  and  estimated  at  com¬ 
pletion  with  a  breakout  of  recurring  and 
nonrecurring  costs. 
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(2)  The  Functional  Cost-Hour  Report 
(DD  Form  1921-1)  identifies  comparable 
functional  cost  and  labor-hour  data;  for 
example,  engineering,  tooling,  and  manu¬ 
facturing  for  the  contract  and/or  selected 
reporting  elements  in  the  contract.  This 
information  is  cumulative  for  both  the 
reporting  contractor  and  subcontract 
piquets  and  services.  Category  II  con¬ 
tract  reports  also  provide  current-period 
functional  labor-hour  expenditures  and 
data  on  plantwide  labor  and  indirect 
costs.  A  breakout  is  required  for  recur¬ 
ring  and  nonrecurring  costs.  These  re¬ 
ports  are  also  submitted  as  a  program 
estimate  in  response  to  a  request  for 
proposal,  as  a  contract  estimate  45  days 
after  contract  award  or  signature  of  a 
letter  contract,  and  as  the  contract  speci¬ 
fies. 

(3)  The  Progress  Curve  Report  (DD 
Form  1921-2)  provides  a  unit  or  an 
average  unit  cost  of  the  unit  or  lot 
accepted  during  the  ratting  period.  It 
also  gives  functional  labor-hour  and  cost 
data  on  the  average  cost  of  units  or  lots 
accepted,  the  estimate  for  the  next  unit  or 
lot,  and  the  estimate  to  complete  the 
contract.  The  contractor  must  submit  the 
report  initially  45  days  after  contract 
award  or  signature  of  a  letter  contract 
and  thereaftCT  as  specified  in  the  con¬ 
tract.  Contracts  which  do  not  provide  for 
deliverable  end  items  or  hardware  do  not 
require  this  report,  nor  do  requests  for 
proposals. 

(4)  The  Plantwide  Data  Report  (DD 
Form  1921-3)  is  a  standardized  oveiliead 
report  intended  to  replace  the  various 
types  of  indirect  cost  data  forms  contract- 
ii^  offices  previously  used  for  major 
acquisitions.  The  contractor  prepares  the 
report  on  the  basis  of  its  estimating  and 
accounting  systems,  althou^  some  data 
may  have  to  be  reclassified  to  ensure  a 
common  data  base  for  estimatii^  costs 
within  DoD.  The  report  is  required  for 
Category  I  contracts  only  and  should 
contain: 

(a)  Detailed  information  on  major  gov¬ 
ernment  projects,  including  the  number 
of  units  and  the  procuring  activity,  and 
direct  cost  data  by  function;  for  example, 
engineering  and  manufacturing.  The 
same  data  are  provided  for  remaining 


plant  work  segregated  between  other  gov¬ 
ernment  and  commercial  work. 

(b)  Indirect  cost  data  by  function. 

(c)  Averse  actual  and  estimated  labor 
rate  data  ror  the  four  quarters  of  the 
current  calendar  year,  as  an  average  for 
the  past  year,  and  as  projected  for  the 
next  two  years. 

11-306.7  Objectives  of  the  Andit 

The  auditor  is  required  to  evaluate  the 
effectiveness  of  the  contractor's  policies, 
procedures,  and  practices  to  produce  data 
compatible  with  the  objectives  of  CCDR 
and  make  selective  tests  of  reported  data. 

11-306J  Andit  Procedures 

a.  If  the  contractor’s  CCDR  system  has 
not  been  reviewed,  evaluate  the  contrac¬ 
tor’s  proposed  procures  for  accumulat¬ 
ing  data  and  CCDR  preparation  to  assure 
their  compatibility  with  the  accounting 
swtem  and  the  reporting  r^uirement  in 
the  RFP.  Methods  for  reviewing  data  in 
support  of  a  price  propo^  should  not  be 
changed  because  of  CCDR  formats;  how¬ 
ever,  the  auditor  should  TOint  out  prob¬ 
lems  caused  by  system  deficiencies  to  the 
contractiiu  officer.  Identifying  and  cor¬ 
recting  denciencies  is  critical  at  this  point 
because  the  data,  in  the  prescribed  for¬ 
mat,  become  the  baseline  for  negotiation 
and  10  U.S.C.  2306a  and  41  U.S.C.  422 
purposes.  Forms  submitted  at  the  time  of 
contract  award  become  the  baseline  for 
DoD  data  bank  purposes  and  measuring 
contract  performance.  Failure  to  identify 
and  correct  major  deficiencies  would 
negate  the  puipose  of  CCDR  by  making 
comparison  of  data  meaningless. 

b.  Evaluate  the  effectiveness  of  the 
contractor’s  system,  policies,  and  proce¬ 
dures  for  accumulating  data  and  prepar¬ 
ing  CCDRs  at  least  once  each  year.  In 
this  evaluation  various  CCDRs  submit¬ 
ted  under  each  of  the  contractor’s  eligible 
contracts  will  be  selectively  tested,  to 
assure  that  the  reported  data  are  accurate 
and  conform  to  the  requirements  of 
DoDl  5000.2.  Particular  attention  should 
be  given  to  the  contractor’s  estimate  at 
completion.  The  evaluation  should  as¬ 
sure  that  it  is  the  "best  estimate”  without 
regard  to  established  ceilings  or  contract 
pnee  and  that  the  contractor  has  properly 
considered  variances  between  budget  and 
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actual  costs  in  (preparing  the  estimate. 
Audit  reviews  will  be  made  more  fre¬ 
quently  if  they  disclose  significant  defi¬ 
ciencies. 

c.  As  with  most  functional  reviews, 
auditors  should  consider  the  results  of 
other  evaluations  in  determining  the 
scope  of  audit.  This  will  minimize  work 
required  to  accomplish  the  objectives  of 
the  CCDR  review. 

d.  Compare  CCDR  data  with  similar 
contractor  information  in  other  financial 
management  reports  such  as  Contract 
Fund  Status  and  Cost  Performance  Re¬ 
ports  for  aveement  or  reconcilability. 

e.  The  CCDR  review  will  include  eval¬ 
uating  contractor  compliance  with  report 
due  dates  in  the  contracts  or  established 
between  the  contractor  and  the  contract¬ 
ing  officer.  Discuss  deficiencies  in  meet¬ 
ing  due  dates  with  the  contracting  officer 
so  that  corrective  action  can  be  taken. 

11-306.9  Reporting  Resnits  of  Audit 

a.  Prepare  a  report  according  to  10- 
1200  covering  the  contractor’s  first 
CCDR  submission  which  includes  actual 
costs  for  each  contract.  The  report  will 
state  the  auditor’s  opinion  on  the  adequa¬ 
cy  of  contractor  CCDR  policies,  proce¬ 
dures,  and  internal  controls  and  the  accu¬ 
racy  of  reported  cost  data.  Also  prepare 
reports  in  response  to  contracting  offi¬ 
cer’s  specific  requests  for  audit  review. 


b.  If  subsequent  reviews  of  contractor 
procedures  disclose  significant  deficien¬ 
cies  or  the  contractor  cannot  reconcile 
specific  data  with  similar  information  for 
comparable  periods,  the  audit  reports 
will  (1)  show  the  deficiencies’  effect  on 
the  accuracy  of  the  reported  cost  data,  (2) 
sp^ify  reports  to  which  deficiencies  per¬ 
tain,  (3)  recommend  contractor  correc¬ 
tive  action,  and  (4)  state  the  contractor’s 
reaction  to  the  recommendations  and  any 
corrective  action  planned  or  initiated. 
Audit  reports  will  include  the  status  of 
any  previously  reported  deficiencies 
which  have  not  been  satisfactorily  cor¬ 
rected.  To  ensure  that  all  pertinent  data 
have  been  considered,  the  auditor  will 
discuss  findings  and  recommendations 
with  the  contracting  ofHcer  before  the 
report  is  issued. 

c.  All  audit  reports  will  be  submitted  to 
the  administrative  contracting  oflicer, 
with  a  copy  to  the  designated  DoD  com¬ 
ponent  omcial  responsible  for  CCDR,  as 
well  as  a  copy  to  the  Office  of  the 
Secretary  of  Defense  Cost  Analysis  Im¬ 
provement  Group  (CAIG)  at  the  follow¬ 
ing  address: 

OSD,  OD/Program  Analysis  and  Eval¬ 
uation 

Cost  Analysis  Division 
Room  2D278,  The  Pentagon 
Washington,  DC  20301-1800 
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COMMITMENT  TO  EXCELLENCE 

In  support  of  the  National  Interest,  we  are 
dedicated  to  providing  timely  and  responsive 
audits,  reports,  and  financial  advisory 
services  to  Department  of  Defense 
contracting  officers  and  other  customers. 

Our  aim  is  to  be  THE  audit  organization 
with  the  foremost  reputation  for  competence, 
integrity,  and  customer  satisfaction  by; 

•  Creating  an  environment  of  teamwork, 
open  communication,  trust,  and  mutual 
respect,  and 

•  Developing  highly  qualified  employees 
dedicated  to  the  concept  of  continuous 
improvement. 
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